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e L D — - Learning objectives
CRIMINAL LIABILITY IN BUSINESS Located at the start of each chapter the

learning objectives highlight the key points
Learning objectives you should understand following your

After studying this chapter you should understand the following main points:

= the role of criminal law in protecting consumers and combatting unfair trading practices;

= the nature of the main offences relating to the misdescription of goods and services, and the

extent of any efences which may be raised;

= the legal

in outline, i the main piece of

of

products;

other forms of malpractice.

In this chapter we will examine how the activities
of those in business may be affected by the criminal
law.

CRIMINAL LAW AND THE SUPPLIER
OF GOODS AND SERVICES

S0 far in this book we have examined the civil liabil-
ity of businesspeople for their activities in contract
and tort. The civil law is concerned with the rights
and obligations which arise between individuals,
with enforcement of the law the responsibilty of the
person who has been wronged. So, if a consumer
alleges that a supplier s in breach of contract or has
ted negl p

the safety and quality of food;

the nature of other criminal offences which may be relevant to business, such as theft, fraud and

Tevel which the civil law in theory purports to afford
hem, but honest traders seeking to maintain high
standards of quality and care are placed at a com-
petitive disadvantage
Since the earlest times, the criminal law has been
used to protect consumers and restrain dishonest
and unfair trading practices. This approach has clear
advantages. The maintenance of high standards in
business and protection of the t depend-
ent on isolated individual action. Instead, since crimes
are regarded as offences against the community as a
whole, responsibility for enforcement is entrusted
to public officials who bring proceedings against
rogue traders at public expense. Traders who ignore
the ruls run the substantialrisk of prosecution and

to bring an action in the civil courts for redress. In
reality, consumers are reluctant to embark on litiga-
tion to enforce their rights, especially where small
sums of money are involved. If consumers’ rights
an be ignored with relative impunity, suppliers may
be tempred to drop their standards in pursuit of
increased profit margins. The result will be that not
only are consumers denied protection at a practical

. especially as most of the crimes
against consumers are strict liability offences which
do not require proof of fault. This is a powerful
incentive to compliance. Suppliers today are subject
to extensive criminal controls over their activities.
In this chapter we shall concentrate on some of the
‘more significant provisions of the criminal law as they
affect the supplier of goods and services, namely in
relation to:

reading of the chapter

Case summaries
Summaries and commentary of selected
cases throughout highlight the key facts,
legal principle, and context underlying

important cases

\

Self-test questions/activi

1 What Kinds Mcvedn are liely to be used by:
(@) a typical
s wacr,

(©) alimited company?

CHAPTER 13 - CREDIT 411

B N D T Y L S T

Wnat kinds of intitutions would provide the crecit?

3 What are the points of similarity between HP and credit sale? What are the differences?

4 Using the terminology of the Consumer Credit Act 1974 contained in List A below, describe the credt

transactions in List 5 below.
ListA:
(a) DCSA;
() DCA
(c) restricted-use credit;
@) unrestricted-use credt;
{e) fixed-sum credit;
) runring account crect
(0 credit token agreement:
) reguiated consumer cret agrsement;
) reguiated consumer hire agraement;
() smal agreoment;
non-commercil agmmsm
) exempt agreement.

ListB:
(@) Arthur buys a suite of fumiture from Matchstick Furniture pic, paying 12 monthy instalments of £50

each. Ownership of the furniture passes to Arthur immediately.

(b) The Portiand B

Jimit of £1,000,

{¢) Colin sees a new car that he wishes to buy in the showrooms of Rattle Cars Co Ltd. The company
introduces him to Shady Finance Co Ltd, which agrees to let Colin have the car on HP. Colin pays a
deposit of £1,500 and 24 monthly instalments of £20.

()
{f) Freda buys and obtains possession of a coat and dress from Bondsman Mail Order Co Ltd for £90.

She pays this in 20 instalments of £4.50 each.

5 Gerald buys a new DVD player. After two weeks’ use, the player

stops working. What are his rights, and

‘against whom, if the purchase was financed in the following ways:
(a) cash payment direct to the retailers, Viewscene Lid;

(b) bank credit c:

ard;
(¢) HP armanged by Viewscene Ltd with Eazimoney Finance Co Lid;

(d) bank overdraft?

368 PART]S - BUSINESS TRANSACTIONS

R Bull (1996)
The defendant car dealer displayed a car for sale which

accurate, The mieage was copled on 1 a
was later discovered that the mileage indicat
The dealer was charged under s 1(1}a) with applying a

was not false as a reasonable purchaser would realisa that
the mileage might not be accurate.

False statements as to services (s 14)

Section 14(1) provides that it is an offence for any

recklessly to make a statement which is false in
respect of the following matters:

= the provision of any services, accommodation or
facilicies;

the nature of any services, etc.;

the time at which, manner in which or persons by
whom such services, etc. are provided;

= the examination, approval or evaluation by any
person of any such services, ef

the location or amenitis of any accommodation
S0 provided.

e folloing pointsshould be rored abou the
offence contained in s

1 Requirement of mens rea. Unlike the offences
under s 1, the offence of making a false statement
about services is not a strict liability offence. The
mens rea requirements contained in s 14(1)(a) and
(b) will be considered separately.

Under s 14(1)(a) the prosecution must show that
the defendant made the statement knowing it to be
false. Establishing knowledge of the falsity of the
statement is always difficult, but the decision of the
House of Lords in Wings Ltd v Ellis (1984) indicates
that the offence may be more properly described as
one of ‘semi-stric liabiliy”.

Wings Ltd v Ellis (1984)

Wings Ltd published a brochure in May 1981 in which it
falsely described a hotel in Sri Lanka as having aircond:-
tioned bedrooms. When it realsed the mistake a month
later, it took steps to correct the description. Nevertheless,
in January 1962 a Mr Wade read an original copy of the
brochure and booked a holiday atthe ot on the strength
of the description. The House of Lords held that Wings had
‘committed an offence under s 14(1)a). Athough Wings Ltd
was unaware tha the description was felse when the bro-
chure was published and, therefore, lacked the necessary

by Mr Wade in January 1962, and this was suffcient for a
convicton. It should be noted that Wings id not attempt
o advance a defence under s 24 (see below)

Under s 14(1)(b) the prosecution must prove that
the defendant made the statement recklessly. A reck-
less statement is defined in s 14(2)(b) as one ‘made
regardless of whether it is true or false whether or
not the person making it had reasons for believing
that it might be false’. It seems that dishonesty is not
a requirement for conviction.

MFI Warehouses v Nattrass (1973)

MFI advertised louvre doors for sale by mail order on
14 days' ree approval with a 25p carriage charge on each
door. The advertisement also offered siding door gear
cariage free'. MFl intended that the door gear should only
be sold with the doors and that no exira cariage charge
should be made in respect of the inclusion of the door
gear. A purchaser placed a separate order for door gear
‘and was asked to pay cariage. The chairman of MFI had
studied the advertisement, but he faled to appreciate that
it might be interpreted as indicating a willngness to supply
the door gear separately. The company was convicted of
recklessly making a false statement as to the provision of
facities contrary 10 5 14(1)b).

2 I the course of any trade or business. The offence
set out in s 14 cannot be committed by a private
individual

3 Statements. Section 14 applies to statements about
existing facts, but does not cover statements which
are really promises about the future.

Beckett v Cohen (1972)
A buider agresd to construct a garage within 10 days but
failed to do so. The Divisional Court of the Queen's Bench

I Self-test questions
Located at the end of each chapter, self-test
questions allow you to test your understanding of
topics following your reading. Selected answers
will be available on the Companion Website at:
www.mylawchamber.co.uk/keenanriches




Specimen examination questions

Located at the end of each chapter, specimen

examination questions provide useful examples
of the sort of questions you could be faced with
in your exams, and can be used to assist you in

your exam preparation
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Specimen examination questions

1 Wharf Ltd oceuples office premises in the High Street. Next 1o the office premises is a parking space for
10 cars. The parking space is on land owned by Canary Ltd, which has office premises adjacent to i. For
the managing di and thel
two parking spaces reserved for them. Now Canary Lid, whose staff have used the other eight spaces,
has increased its staff and proposes to take over the two spaces used by Wharf staff.
P L it
and discover that there is no specific mention of the car parking right on Canary’s land,
Advise the board of Wharf Ltd as 10 the company's position in law and, n particular, whether it is likely.
o be able to retain this right to park for the future.

2 Last week James, age 21, was walking home from a party. It would be fai to describe his condition as
Grunk. When James was passing by the local park he vaguely remembered that the Barchester Council
‘which owned the park ran an open-air swimming pool and, although it was mid-December and freezing
old, James decided that he would like a swim to clear his head. The park was closed and the gates
locked but James climbed over them and went to the pool. It 0o was locked and there were notices
saying t was closed
ool and dived in. The pool had been drained for the winter and James was severely injured. Two nights
after this incident Jane, a six-year-old child, climbed the gates of the park in the early evening after the
park was closed and was injured when she fel off a swing.

and its facilties.
Advise the council as o its potential liabiity to James and Jane.

3 Jane Smithis in her final year at Southtown High School where she is studying for sight GCSES. During
her time at the High School Jane has been mistaken for another pupil, Jayne Smith. Jayne Smith s a
troublesome pupil who has been suspended on a number of occasions for poor behaviour. Jane Smith
is a 'model student and is predicted to achieve good grades in her GCSES. Jane applies to her local FE
college to study Arlevels and is interviewed for a place. She is very disappointed when she receives a
letter to say she has baen rejected. She believes that the head teacher of the High School may have
provided a reference for Jayne Smith rather than for herself and this has adversely affected her chances
of obtaining a place. Jane would fike to obtain the following information:

(@) a copy of her personal reference provided by the head teacher of the High School;
(b) the reasons for the Sixth Form College’s rejection of her application;
(e) the Sixth Form College’s admissions policy.

‘Advise Jane.

Website references

http://www.dca.gov.uk The Department for Constitutional Affais is responsible for changes in property law.
Itis one of the best websites for a great many types of interest: consultation papers, White Papers, Green Papers,
etc. in connection with reforms such as commonhold and leaschold reform.

ttp: /www.laweom.gov.uk  The Law Commission is also a useful sie in regard to its proposals for property law
reform

Companion Website

Regular legal updates on major changes —

affecting the book are available at:
www.mylawchamber.co.uk/keenanriches

For tutors

The Companion Website contains a
Tutor’s Manual, providing photocopiable
masters of diagrams contained in the
book and other useful aids
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Website references

Located at the end of each chapter, annotated
web references direct you to useful and relevant
further resources on the web
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Website references

i i html For devel-
opments, the Department of Trade and Industry Work-Life Balance Team.

htp:/fwww.cipd.co.uk  Also uscful in the above area, the Chartered Institute of Personnel and Development.

htm  On the National Minimum Wage, the
DTl interactive website on NMW.

http://www.lowpay.gov.uk The Low Pay Commission.

Onemp codes of practice “Guidance and other
publications’ and then ‘Codes of Practice’.
i i issi “The Information C s Ofice i
visory authority that eports direcly to Paliament.
qual pay and equality the Equal O c

23 Pearson Education - Student Resources - Microsoft Internet Explorer
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PREFACE

This book is designed primarily for students study-
ing Business Law at a variety of levels as part of a
Business course.

We have assumed that the reader has no previous
knowledge of English law; our starting point is
basic principles and, when specialist legal terms are
used, we have given clear ‘jargon free’ explanations.
The book is designed to give the reader an under-
standing of the changing legal framework within
which modern business organisations must operate.
The emphasis is on law in its business context. Thus
a range of business documents has been included,
enabling the reader to relate the principles of busi-
ness law to the real world of business.

In this connection our thanks go to the Consumer
Credit Trade Association, the Road Haulage
Association and HMSO for giving us their kind
permission to reproduce certain of these documents.
The reader should appreciate that the versions of
these documents and forms appearing in our text are
reduced in size, and also that copyright in them must
be respected. This extends also to any alterations or
variations in them without the authorisation of the
owner of the copyright.

The teaching and learning strategies for higher
level courses stress the development of a variety of
learning activities. At the end of each chapter we
have provided a selection of self-test questions and
activities related specifically to the material intro-
duced in that chapter and a number of specimen
examination questions. There is a companion web-
site for the book at www.mylawchamber.co.uk/
keenanriches, which features regular updates on the
law so that lecturers and students will remain up to
date with new legislative and case developments.
The website also provides selected outline answers
to the self-test questions in the book. Lecturers who
adopt the book can also access masters of diagrams
and forms in the book and outline answers to the
specimen examination questions.

The rate of legal change has continued apace
since our last edition. The text has been thoroughly
updated to incorporate changes in business law
since the seventh edition, especially the following:

m Constitutional reforms introduced by the
Constitutional Reform Act 20035, including the
changes to the role of the Lord Chancellor and
establishment of a Supreme Court to replace the
House of Lords

m Increased depth of coverage of European Law
and updating in relation to developments in the
European Union including the accession of
Romania and Bulgaria on 1 January 2007

m New developments in consumer protection law,
including the Consumer Credit Act 2006, the
Directive on Unfair Commercial Practices and
the Law Commission Report on Unfair Contract
Terms

m As regards Employment we have dealt with the
Age Discrimination regulations and the new
rules and rates relating to family friendly mater-
nity, adoption leave, etc together with other
updating materials throughout the chapter

® A major feature of the book this time is a new
chapter on company law based in its entirety on
the Companies Act 2006.

We have used the terminology introduced by
Lord Woolf’s civil justice reforms, throughout the
text. For example, we have used the term ‘claimant’
for all cases to describe the person with a complaint,
even though the person was described as ‘plaintiff’
before the changes in civil procedure on 26 April
1999.

In conclusion, Sarah Riches extends her thanks to
Ciaran and Brian McCaughey, who supported her
throughout. Denis Keenan wishes to thank Mary
Keenan in terms of the organisation of the sources
of new material he has required.

Our thanks go to those who were closely in-
volved with this edition, in particular Zoé Botterill,
Cheryl Cheasley, Anita Atkinson and other mem-
bers of staff at Pearson Education. Our thanks also
go to those who set, printed and bound the book.
For errors and omissions we are, of course, solely
responsible.

Denis Keenan
Sarah Riches



LEGAL STUDY SKILLS

Business Law is designed to provide a clear, easy to
understand text for those who are new to the study
of law or who may be studying law as part of a
more general Business course. We recognise that
embarking on legal study for the first time may be a
frightening prospect, but if you read this section
before starting your studies you may find things a
little easier. We have five useful study skills tips for
success in law. Some of the tips covered in this sec-
tion relate specifically to the study of law, but oth-
ers can be applied to a range of subjects. We can’t
guarantee success if you follow the tips — that’s
largely up to the amount of effort you put into your
studies — but we believe that if you adopt a few of
our suggestions you will find studying law easier
and possibly even enjoyable.

Study skills tips

1 Find out what is on the syllabus for your Business
Law module or unit. A syllabus is a statement about
a course of study. It usually includes an outline of
the topics to be covered in the course, the learning
objectives, the methods of assessment and an
indicative reading list. Business law is a general title
for a wide range of modules and units which cover
the law relating to business. We have tried to cover
many of the topics covered in ‘Business Law’
courses in our textbook but there are some topics
which we cover in outline only (e.g. law of agency)
or do not cover at all (e.g. the law of international
trade). Our focus is on the introductory aspects of
English law and the English legal system; the law
relating to business organisations, namely sole
traders, partnerships and companies; legal aspects
of business transactions, covering contract, tort,
sale and supply of goods, consumer law and crim-
inal liability in the context of business; the law relat-
ing to business resources, including an outline of the
law governing the use of business property and
employment law.

At the start of each chapter we have set out the
learning objectives of that chapter. A learning

objective is a statement of what you should under-
stand when you have completed the chapter. You
may find it useful to match the learning objectives of
each chapter against the syllabus for your Business
Law course. This will help you to identify and con-
centrate your efforts on the sections of Business
Law which are directly relevant to your course of
study.

2 Make the most of the contact time with your
tutor. The learning time for a module or unit can be
divided up into time where you have direct contact
with a tutor, either in the form of lectures, seminars
and tutorials, and personal study time, which can
be used to prepare for classes, read more widely on
a topic or complete assessments. Although the bal-
ance between tutor-led and personal study may
vary considerably depending on the level and
method of delivery, it is important to understand
that both kinds of learning are crucial for success.
Let’s explore these different learning methods in
more detail.

(a) Tutor-led learning; formal contact time with
your tutor will probably be divided up into:

m Lectures, in which your tutor takes the lead
in introducing a topic, outlining the main
legal principles and their source, e.g. legisla-
tion, case law. You will be expected to take
notes of what your tutor says and you should
try to develop a system of abbreviating key
words and phrases to save you time, e.g. cl
for ‘claimant’ or def for ‘defendant’.

m Seminars; although still tutor-led, you are
expected to play a much more active role in
proceedings. They are designed to increase
your understanding of a topic by setting you
tasks or questions which you must research
in advance. The seminar may take the form
of a group discussion led by your tutor on
pre-prepared questions or you may be asked
to present a topic and lead the resulting dis-
cussion. You will get the most out of this



kind of learning if you prepare the topic thor-
oughly by reading over your lecture notes,
reviewing the relevant chapter of your text-
book and researching primary and secondary
sources of information. (A primary source
of information is an Act of Parliament or a
decided case; a secondary source of informa-
tion is a textbook or journal articles.)

m Tutorials; you may get an opportunity for a
one-to-one discussion with your tutor, either
to discuss your general progress or perhaps
to get feedback on assessed work. Make the
most of any tutorial sessions offered, par-
ticularly if you are having difficulty under-
standing any aspects of a topic. Your tutor
may be able to explain the concept or prin-
ciple in a different way or may be able to direct
you to other texts or sources of information.

(b) Personal study time; your tutor should advise
you about the amount of time you need to
spend outside of class time for personal study.
This time can be used for preparing for:

m lectures, by reading in advance the chapter in
your textbook or other materials provided
by your tutor on the topic in question;

® seminars, by reading about the topic in more
depth or exploring related topics, or by pre-
paring problem questions;

B assessment, by researching primary and sec-
ondary sources of information, to help you
develop your answer for an assignment, or
by revising topics for examinations.

It is better to set aside a regular amount of time
each week for personal study rather than trying to
make up for lost time just before an assessment.

3 Prepare for assessment. Assessment of Business
Law modules or units may either be in the form of
in-course assignments or examinations. Whatever
the method of assessment, there are some simple
rules to remember.

m Read the instructions very carefully. If in an exam
you are asked to answer three questions including
one from Section A and one from Section B, and
you answer four questions from Section A, you
will only receive marks for two of your answers.
Similarly, if an assignment brief asks you to write
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no more than 2,000 words, and you submit a
‘brilliant’ answer but in 4,000 words, you should
not be surprised if you are penalised. If you are
asked to write a report or draft a letter, then it is
likely that there will be marks allocated for setting
your answer out in the requested format.

Work out how much time you have to complete
the assessment. If you are given a number of weeks
to complete an in-course assessment, don’t wait
until the last minute to start work on your sub-
mission. You will need to do some background
research and time to absorb the information and
understand how to apply it to the assignment
brief. You may need to work on several drafts of
your answer before you hand it in. In an exam, you
should work out how much time you can afford
to spend on each question and leave some time at
the end to read through your answer. Try to stick
to the time you’ve allocated yourself otherwise
you may find you’ve run out of time.

Read the question slowly and carefully. Identify
the key elements of the question and make brief
notes on what you know about the topic, e.g. main
principles of law, legislation and cases. Prepare a
plan for answering the question, marshalling your
notes in a logical order. You should include an
introduction, a paragraph for each main issue you
intend to discuss, and finish with a conclusion.
Find out the criteria by which you will be
assessed. In other words, do you know what the
person marking your work is looking for.
Although it is difficult to generalise, the follow-
ing criteria are likely to be included:

— Identification of the main issues or problems
raised by the question/task.

— Description of the main principles of law
which apply to the issue or problem, including
the definition of key concepts.

— Authority for the legal principles, e.g. legisla-
tion, case law, delegated legislation. (You should
not recite the facts of the cases you are using
as authority, unless the facts are directly relev-
ant to the issue or problem you are analysing.
The marker is more interested in your under-
standing of the legal principles established by
the case you have cited than your knowledge
of the facts.)
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— Analysis of the issue or the problem. This is
your opportunity to show off the results of your
research to demonstrate that you have acquired
a thorough understanding of the topic. But
make sure you do not stray off the point of the
question.

— Application of the legal principles to the prob-
lem or issue, so as to reach a conclusion or re-
commendation. It is more important to explain
to the marker how you arrived at your con-
clusion rather than the conclusion itself.

m Ensure you understand the academic rules and
conventions which apply in particular to in-
course assessments. You should always include a
bibliography which records all the sources of
information you used to complete your assign-
ment. It is also good practice to list separately the
Acts of Parliament, statutory instruments and
cases you have referred to in your answer. The
main body of your answer should include clear
references to and acknowledgements of the
sources of information you have used. There are
two main systems of referencing: the numeric or
footnote system and the Harvard or author/date
system. You should check with your tutor which
system they would prefer you to use.

m Obtain feedback from your tutor after your work
has been assessed. Your tutor may provide you
with written or oral feedback on the strengths
and weaknesses of your work. You should make
use of your tutor’s comments to help you improve
your performance for the next assessment.

4 Make good use of the learning resources avail-
able to you. There will be a wide range of resources
to assist your studies. They include:

® Your tutor’s lectures and notes.

Your recommended textbook.

m Other textbooks, either on Business Law, or on
specific aspects of Business Law such as contract
or company law.

m Journals, which may have articles on new devel-
opments in the law or an in-depth analysis of a
particular issue.

m Electronic resources, e.g. legal databases such as
LEXIS and LAWTEL, CD-ROMs and the world-
wide web. We have included references to helpful
websites at the end of each chapter. You should
be careful to confine your searches to English
law, unless you have been specifically asked to
research the international dimension to a topic.

® Your own notes on the topics covered in lectures
and seminars.

The volume of information now available especially
since the advent of the world-wide web can seem
quite overwhelming. Seek advice from your tutor or
from your librarian about how to make best use of
the resources available for your module or unit.

5 Try to keep up to date. One of the themes of our
book is that the law is always changing. There is a
constant stream of legislation being enacted by
Parliament and cases being decided by the courts.
You can help keep yourself up to date by reading a
quality newspaper, most of which have (weekly)
law and (daily) business sections, and by listening to
news features on the TV or radio. Our companion
website for the book at www.mylawchamber.co.uk/
keenanriches features regular updates to the law so
that you can remain up to date with new legislation
and developments in case law.



CASE NAMES, CITATIONS AND LAW REPORT
ABBREVIATIONS

Case names

Every case which comes before a court is given a
name, based on the names of the parties.

1 Civil cases. An example of a case name in a civil
action would be Carlill (the claimant or plaintiff) v
Carbolic Smoke Ball Co (the defendant). The ‘v’ is an
abbreviation of ‘versus’ but if you are talking about
the case (rather than writing about it), you would say
‘Carlill and [the] Carbolic Smoke Ball Company’
or, if it is a well-known case, ‘Carlill’s case’. If the
case is appealed, then the name of the appellant (the
person bringing the appeal) will come first. There
are some variations from the general principle of
naming civil cases. For example, in judicial review
cases the interests of the state in the proceedings are
reflected in the title, e.g. R v Secretary of State for
Employment, ex parte the Equal Opportunities
Commission. ‘R’ stands for Regina, Latin for the
Queen (or Rex if there is a King on the throne) and
‘ex parte’ means ‘by or for one party’. In family or
probate cases the case name will usually consist of
the family name: for example, Re McArdle or In re
McArdle. ‘Re’ means ‘in the matter of’. If the case
involves a ship, then it is usually known by the
name of the vessel: for example, The Moorcock.

2 Criminal cases. In criminal cases proceedings are
brought in the name of the Crown and this is
reflected in the name of the case: for example, R (the
prosecutor) v Brown (the accused or defendant). ‘R’
stands for Regina, the Queen, or Rex, the King. If

you were speaking about the case you would refer
to it as “The Crown against Brown’ or simply ‘Brown’.
Sometimes the cases will be brought by the Law Offi-
cers, the Attorney-General or the Director of Public
Prosecutions, and this will be reflected in the name of
the case: for example, A-G v Brown or DPP v Brown.

When you are referring to cases in your written
work you should make the case name stand out by
using underlining, bold or, as we have done in this
textbook, putting the name in italics.

Citations

When we have referred to cases in the main body of
the text we have just used the case name and the date
of the case. If you look at the Table of Cases, you
will see that in addition to the case name we have
also given you a law report reference which will
enable you to read the full report of the case. These
references are known as case citations. The box
below explains the different elements of the citation
for Lewis v Averay [1971] 3 All ER 907.

The increased availability of case reports via the
Internet has led to the introduction of a neutral cita-
tion system for England and Wales and the United
Kingdom.

The formats for neutral citations are:

Court of Appeal — year, court, division, case
number: e.g. [2006] EWCA Civ 13
High Court — year, court, case number, division:

e.g. [2006] EWHC 13 (Ch).

Lewis  The family name of the claimant or plaintiff

v versus

Averay The family name of the defendant

[1971] This is the date of publication of the report. This will usually be the same year that the judg-
ment was given, in which case square brackets are used. Sometimes the publication of the
report can be delayed — a case might be decided in 1970 but reported in 1971; round brackets
are used for the year in which the judgment was given.

3 The volume number. Some law reports may have two or more volumes each year

AlIl ER  This is the abbreviation for the All England Law Reports. Other abbreviations are given below

907 The page number where the report of the case starts
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A unique case number is allocated to each case. There  judgment more precisely. A paragraph reference is
are no page numbers but paragraph numbers are used  cited as Jones v Brown [2006] EWCA Civ 13 at [45].
instead to help the reader locate a section of the  The abbreviations for neutral citation are as follows:

UKHL

UKPC

EWCA Civ
EWCA Crim
EWHC (Admin)
EWHC (Admlty)
EWHC (Ch)
EWHC (Comm)
EWHC (Fam)
EWHC (QB)
EWHC (Pat)
EWHC (TCCQC)

House of Lords

Judicial Committee of the Privy Council
Court of Appeal Civil Division

Court of Appeal Criminal Division
High Court (Administrative Court)
High Court (Admiralty Court)

High Court (Chancery Division)

High Court (Commercial Court)

High Court (Family Division)

High Court (Queen’s Bench Division)
High Court (Patents Court)

High Court (Technology and Construction Court)

Law report abbreviations

The following sets out the abbreviations used when  are in common use, together with the periods over
citing the various series of certain law reports which  which they extend:

AC

ATC

All ER
All ER Rep
App Cas
BCLC

B & CR
CLY
CMLR
Ch

Com Cas
Fam
ICR

IRLB

IRLR

ITR

KB

LGR

LRRP

Lloyd LR or (from 1951)
Lloyd’s Rep

Law Reports, Appeal Cases 1891—(current).

Annotated Tax Cases 1922-1975.

All England Law Reports 1936—(current).

All England Law Reports Reprint, 36 vols 1558-19335.

Law Reports, Appeal Cases, 15 vols 1875-1890.

Butterworths Company Law Cases 1983—(current).

Reports of Bankruptcy and Companies Winding-up Cases 1918—(current).
Current Law Yearbook 1947—(current).

Common Market Law Reports 1962—(current).

Law Reports Chancery Division 1891—(current).

Commercial Cases 1895-1941.

Law Reports Family Division 1972—(current).

Industrial Court Reports 1972-1974; Industrial Cases Reports
1974—(current).

Industrial Relations Law Bulletin 1993—(current).

Industrial Relations Law Reports 1971—(current).

Reports of decisions of the Industrial Tribunals 1966—(current).
Law Reports, King’s Bench Division 1901-1952.

Local Government Reports 1902—(current).

Law Reports Restrictive Practices 1957—(current).

Lloyd’s List Law Reports 1919—(current).




NLJ

P

P & CR

PIQR

QB

STC

Sol Jo

Tax Cas (or TC)
WLR
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New Law Journal.

Law Reports, Probate, Divorce and Admiralty Division 1891-1971.
Planning and Compensation Reports 1949—(current).

Personal Injuries and Quantum Reports.

Law Reports Queen’s Bench Division 1891-1901; 1953—(current).
Simon’s Tax Cases 1973 —(current).

Solicitors’ Journal 1856 —(current).

Tax Cases 1875—(current).

Weekly Law Reports 1953 —(current).
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THE NATURE OF LAW

Learning objectives

After studying this chapter you should understand the following main points:

m the nature of law;

m the ways in which the law may be classified, including the differences between public and private
law, civil and criminal law and common law and equity;

m the development of English law including the emergence of the common law and equity;

The law affects every aspect of our lives; it governs
our conduct from the cradle to the grave and its influ-
ence even extends from before our birth to after our
death. We live in a society which has developed a
complex body of rules to control the activities of
its members. There are laws which govern working
conditions (e.g. by laying down minimum standards
of health and safety), laws which regulate leisure
pursuits (e.g. by banning alcohol on coaches and
trains travelling to football matches), and laws which
control personal relationships (e.g. by prohibiting
marriage between close relatives).

So, what is ‘law’ and how is it different from other
kinds of rules? The law is a set of rules, enforceable
by the courts, which regulate the government of
the state and governs the relationship between the
state and its citizens and between one citizen and
another. As individuals we encounter many ‘rules’.
The rules of a particular sport, such as the off-side
rule in football, or the rules of a club are designed
to bring order to a particular activity. Other kinds
of rule may really be social conventions, such as
not speaking ill of the dead. In this case, the ‘rule’
is merely a reflection of what a community regards
to be appropriate behaviour. In neither situation
would we expect the rule to have the force of law
and to be enforced by the courts.

the basic principles of legal liability, such as the distinction between civil and criminal liability.

In this book we are concerned with one specific
area of law: the rules which affect the business world.
We shall consider such matters as the requirements
that must be observed to start a business venture, the
rights and duties which arise from business trans-
actions and the consequences of business failure. In
order to understand the legal implications of business
activities, it is first necessary to examine some basic
features of our English legal system. It is important
to remember that English law refers to the law as it
applies to England and Wales. Scotland and Northern
Ireland have their own distinct legal systems.

CLASSIFICATION OF LAW

There are various ways in which the law may be
classified; the most important are as follows:

1 Public and private law. The distinction between
public and private law is illustrated in Fig 1.1.

(a) Public law. Public law is concerned with the
relationship between the state and its citizens. This
comprises several specialist areas such as:

(1) Constitutional law. Constitutional law is con-
cerned with the workings of the British constitution.
It covers such matters as the position of the Crown,
the composition and procedures of Parliament, the
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LAW

PUBLIC LAW
(relationship between the state
and its citizens)

Administrative

Constitutional Criminal

Contract Tort

PRIVATE OR CIVIL LAW
(rights and duties of individuals
towards each other)

Property

Trusts Family

Fig 1.1 The distinction between public and private law

functioning of central and local government, citizen-
ship and the civil liberties of individual citizens.

(i1) Administrative law. There has been a dramatic
increase in the activities of government during the last
hundred years. Schemes have been introduced to help
ensure a minimum standard of living for everybody.
Government agencies are involved, for example, in
the provision of a state retirement pension, income
support and child benefit. A large number of disputes
arise from the administration of these schemes and
a body of law, administrative law, has developed to
deal with the complaints of individuals against the
decisions of the administering agency.

(iti) Criminal law. Certain kinds of wrongdoing pose
such a serious threat to the good order of society
that they are considered crimes against the whole
community. The criminal law makes such anti-social
behaviour an offence against the state and offenders
are liable to punishment. The state accepts respons-
ibility for the detection, prosecution and punishment
of offenders.

(b) Private law. Private law is primarily concerned
with the rights and duties of individuals towards
each other. The state’s involvement in this area of
law is confined to providing a civilised method of
resolving the dispute that has arisen. Thus, the legal
process is begun by the aggrieved citizen and not by
the state. Private law is also called civil law and is
often contrasted with criminal law.

2 Criminal and civil law. Legal rules are generally
divided into two categories: criminal and civil. It is
important to understand the nature of the division
because there are fundamental differences in the

purpose, procedure and terminology of each branch
of law.

(a) Criminal law. The criminal law is concerned with
forbidding certain forms of wrongful conduct and
punishing those who engage in the prohibited acts.
Criminal proceedings are normally brought in the
name of the Crown and are called prosecutions. In
1985 responsibility for the process of prosecution
passed from the police to a newly created independ-
ent Crown Prosecution Service under the direction
of the Director of Public Prosecutions (Prosecution
of Offences Act 1985). It should be noted that pro-
secutions may also be undertaken by bodies, such
as the trading standards department of the local
authority, and by private individuals, e.g. a store
detective prosecuting a shoplifter. In criminal cases
you have a prosecutor who prosecutes a defendant in
the criminal courts. The consequences of being found
guilty are so serious that the standard of proof is
higher than in civil cases: the allegations of criminal
conduct must be proved beyond a reasonable doubt.
If the prosecution is successful, the defendant is found
guilty (convicted) and may be punished by the courts.
The Criminal Justice Act 2003 sets out for the first
time in legislation the purposes of sentencing adult
offenders, which are punishment, crime reduction, the
reform and rehabilitation of offenders, and repara-
tion. Punishments available to the court include im-
prisonment, fines, or community orders such as an
unpaid work requirement. If the prosecution is unsuc-
cessful, the defendant is found not guilty (acquitted).
A businessperson may find themselves in breach of
the criminal law under such enactments as the Trade
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Criminal law

Civil law

Concerns

Offences against the state

Disputes between private individuals

Purpose of the action

To preserve order in the
community by punishing offenders
and deterring others

To remedy the wrong which has
been suffered

The parties

A prosecutor prosecutes a defendant

Prosecutions are brought in the name
of the Crown, signified by R for Rex
(King) or Regina (Queen)

Case title: R v Smith

A claimant sues a defendant

Case title: Jones v Patel

Where the action is heard

The criminal courts, i.e. magistrates’
court or Crown Court

The civil courts, i.e. county court or
High Court

Standard and burden
of proof

The prosecutor must prove his case
beyond a reasonable doubt

The claimant must establish his case
on the balance of probabilities

description to goods

Decision A defendant may be convicted if heis | A defendant may be found liable or
guilty and acquitted if he is innocent not liable
Sanctions Imprisonment, fine, community order Damages, injunction, specific
performance, rescission
Examples Murder, theft, driving with excess Contract, tort, trusts, property law

alcohol, applying a false trade

Fig 1.2 The differences between criminal and civil law

Descriptions Act 1968, the Companies Act 2006
and the Health and Safety at Work etc. Act 1974.

(b) Civil law. The civil law deals with the private
rights and obligations which arise between indi-
viduals. The purpose of the action is to remedy the
wrong that has been suffered. Enforcement of the
civil law is the responsibility of the individual who
has been wronged; the state’s role is to provide the
procedure and the courts necessary to resolve the dis-
pute. In civil proceedings a claimant sues a defendant
in the civil courts. The claimant will be successful if
he can prove his case on the balance of probabilities,
i.e. the evidence weighs more in favour of the
claimant than of the defendant. If the claimant wins
his action, the defendant is said to be liable and the
court will order an appropriate remedy, such as
damages (financial compensation) or an injunction

(an order to do or not do something). If the claimant
is not successful, the defendant is found not liable.
Many of the laws affecting the businessman are part
of the civil law, especially contract, tort and property
law. The main differences between civil and criminal
law are illustrated in Fig 1.2.

The distinction between the criminal and civil law
does not depend on the nature of the wrongful act,
because the same act may give rise to both civil and
criminal proceedings. Consider the consequences of
a typical motor accident. Julie is crossing the road at
a zebra crossing when she is struck by a car driven
by Gordon. An ambulance takes Julie to a local
hospital where it is discovered that she has sustained
a broken leg. Meanwhile, the police have arrived
at the scene of the accident and they breathalyse
Gordon. The result is positive and Gordon is charged
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with a criminal offence based on driving with excess
alcohol. He appears before the local magistrates’
court and is convicted. He is disqualified from driv-
ing for 18 months and fined £400. The fine is paid
to the court: it does not go to compensate the victim
of the criminal act. However, a criminal court now
has a limited power to order an offender to pay com-
pensation for any ‘personal injury, loss or damage’
caused to the victim of his offence (s 130, Powers of
Criminal Courts (Sentencing) Act 2000). Julie must
pursue a separate civil action against Gordon to
remedy the personal wrong she has suffered. She sues
Gordon in the tort of negligence, seeking damages
for the injuries she has sustained. The case is heard
in the county court where Gordon is found liable.
He is ordered to pay £6,000 in damages. Normally,
the loser in a civil action pays the winner’s costs. So
Gordon is ordered to pay Julie’s costs in bringing
the action.

3 Common law and equity. Legal rules may also be
classified according to whether they form part of
the common law or equity. The distinction between
these two systems of law is rooted in history and
can only be understood properly by examining the
origins of English law. English legal development can
be traced back to 1066 when William of Normandy
gained the crown of England by defeating King
Harold at the Battle of Hastings. Before the arrival
of the Normans in 1066 there really was no such
thing as English law. The Anglo-Saxon legal system
was based on the local community. Each area had
its own courts in which local customs were applied.
The Norman Conquest did not have an immediate
effect on English law; indeed, William promised the
English that they could keep their customary laws.
The Normans were great administrators and they
soon embarked on a process of centralisation, which
created the right climate for the evolution of a uni-
form system of law for the whole country.

THE COMMON LAW

The Norman kings ruled with the help of the most
important and powerful men in the land who formed
a body known as the Curia Regis (King’s Council).
This assembly carried out a number of functions: it
acted as a primitive legislature, performed adminis-

trative tasks and exercised certain judicial powers.
The meetings of the Curia Regis came to be of two
types: occasional assemblies attended by the barons
and more frequent but smaller meetings of royal
officials. These officials began to specialise in certain
types of work and departments were formed. This
trend eventually led to the development of courts to
hear cases of a particular kind. The courts which
had emerged by the end of the 13th century became
known as the Courts of Common Law and they sat
at Westminster. The first to appear was the Court
of Exchequer. It dealt with taxation disputes but
later extended its jurisdiction to other civil cases.
The Court of Common Pleas was the next court to
be established. It heard disputes of a civil nature
between one citizen and another. The Court of King’s
Bench, the last court to appear, became the most
important of the three courts because of its close
association with the king. Its jurisdiction included
civil and criminal cases and it developed a supervisory
function over the activities of inferior courts.

The Normans exercised central control by send-
ing representatives of the king from Westminster
to all parts of the country to check up on the local
administration. At first, these royal commissioners
performed a number of tasks: they made records of
land and wealth, collected taxes and adjudicated in
disputes brought before them. Their judicial powers
gradually became more important than their other
functions. To begin with, these commissioners (or
justices) applied local customary law at the hearings,
but in time local customs were replaced by a body
of rules applying to the whole country.

When they had completed their travels round the
country, the justices returned to Westminster where
they discussed the customs they had encountered. By
a gradual process of sifting these customs, rejecting
those which were unreasonable and accepting those
which were not, they formed a uniform pattern of
law throughout England. Thus, by selecting certain
customs and applying them in all future similar
cases, the common law of England was created.

A civil action at common law was begun with
the issue of a writ which was purchased from the
offices of the Chancery, a department of the Curia
Regis under the control of the Chancellor. Different
kinds of action were covered by different writs. The
procedural rules and type of trial varied with the



nature of the writ. It was essential that the correct
writ was chosen, otherwise the claimant would not
be allowed to proceed with his action.

EQUITY

Over a period of time the common law became a
very rigid system of law and in many cases it was
impossible to obtain justice from the courts. The
main defects of the common law were as follows:

m The common law failed to keep pace with the
needs of an increasingly complex society. The
writ system was slow to respond to new types
of action. If a suitable writ was not available,
an injured party could not obtain a remedy, no
matter how just his claim.

m The writ system was very complicated, but
trivial mistakes could defeat a claim.

m The only remedy available in the common law
courts was an award of damages. This was not
always a suitable or adequate remedy.

m Men of wealth and power could overawe a court,
and there were complaints of bribery and intimi-
dation of jurors.

It became the practice of aggrieved citizens to
petition the king for assistance. As the volume of
petitions increased, the king passed them to the
Curia Regis and a committee was set up to hear
the petitions. The hearings were presided over by
the Chancellor and in time petitions were addressed
to him alone. By the 15th century the Chancellor
had started to hear petitions on his own and the
Court of Chancery was established. The body of
rules applied by the court was called equity.

The early Chancellors were drawn from the ranks
of the clergy and their decisions reflected their eccle-
siastical background. They examined the consciences
of the parties and then ordered what was fair and
just. At first, each Chancellor acted as he thought
best. Decisions varied from Chancellor to Chancellor
and this resulted in a great deal of uncertainty for
petitioners. Eventually, Chancellors began to follow
previous decisions and a large body of fixed rules
grew up. The decisions of the Court of Chancery were
often at odds with those made in the common law
courts. This proved a source of conflict until the start
of the 17th century when James I ruled that, in cases
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of conflict, equity was to prevail. For several centuries
the English legal system continued to develop with
two distinct sets of rules administered in separate
courts. Equity is not a complete system of law. Equit-
able principles were formulated to remedy specific
defects in the common law. They were designed to
complement the common law rules and not to replace
them. Equity has made an important contribution
to the development of English law, particularly in the
following areas:

1 Recognition of new rights. The common law did
not recognise the concept of the trust. A trust arises
where a settlor (S) conveys property to a trustee (T)
to hold on trust for a beneficiary (B). The common
law treated T as if he were the owner of the property
and B’s claims were ignored. The Court of Chancery,
however, would require T to act according to his
conscience and administer the trust on B’s behalf.
Thus, equity recognised and enforced the rights of a
beneficiary under a trust. The Court of Chancery also
came to the aid of borrowers who had mortgaged
their property as security for a loan. If the loan was
not repaid by the agreed date, the common law posi-
tion was that the lender (mortgagee) became the
owner of the property and the borrower (mortgagor)
was still required to pay the outstanding balance.
Equity gave the mortgagor the right to pay off the
loan and recover his property even though the repay-
ment date had passed. This equitable principle is
known as the equity of redemption. It will be con-
sidered in more detail in Chapter 4.

2 Introduction of new remedies. The new equitable
rights were enforced by means of new equitable
remedies. In the field of contract law, the Court of
Chancery developed such remedies as the injunction,
specific performance, rescission and rectification
which will be examined in Chapter 7. These remed-
ies were not available as of right like common law
remedies: they were discretionary. The Court of
Chancery could refuse to grant an equitable remedy
if, for example, the claimant had himself acted
unfairly.

By the 19th century the administration of justice
had reached an unhappy state of affairs and was
heavily criticised. The existence of separate courts
for the administration of common law and equity
meant that someone who wanted help from both the
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Common law

Equity

Developed by circuit judges from English
customary law applying the principle of
stare decisis

Developed by Chancellors, in dealing with petitions
addressed to the King from citizens complaining about the
rigidity of the common law

Complete system of law

Complements the common law, but could not replace it

Does not recognise the existence of equity

Acknowledges the common law and tries to provide an
alternative solution

Upholds rights irrespective of the motives
or intentions of the parties

Originally, a court of conscience which ordered the
parties to do what was just and fair. These principles are
contained in equitable maxims, e.g. ‘He who seeks equity
must do equity’ and ‘Delay defeats equity’

Remedies available as of right

Discretionary remedies

Fig 1.3 Differences between the common law and equity

common law and equity had to bring two separate
cases in two separate courts. If a person started an
action in the wrong court, he could not get a remedy
until he brought his case to the right court. The
proceedings in the Court of Chancery had become
notorious for their length and expense. (Charles
Dickens satirised the delays of Chancery in his novel
Bleak House.) Comprehensive reform of the many
deficiencies of the English legal system was effected
by several statutes in the 19th century culminating in
the Judicature Acts 1873-75. The separate common
law courts and Court of Chancery were replaced by
a Supreme Court of Judicature which comprised the
Court of Appeal and High Court. Every judge was
empowered thenceforth to administer both common
law and equity in his court. Thus, a claimant seek-
ing a common law and an equitable remedy need
only pursue one action in one court. The Acts also
confirmed that where common law and equity con-
flict, equity should prevail. These reforms did not
have the effect of removing the distinction between
the two sets of rules: common law and equity are still
two separate but complementary systems of law. A
judge may draw upon both sets of rules to decide a
case. See, for example, the decision of Denning J in
the High Trees case (in Chapter 7).

The differences between the common law and
equity are summarised in Fig 1.3.

SOME BASIC PRINCIPLES
OF LEGAL LIABILITY

Before we consider the specific areas of law govern-

ing the activities of business organisations, we must
first of all consider the branches of law which are
most likely to affect those in business and certain
basic principles of liability.

It is a basic function of the law to set out the
circumstances in which a person may be required
to answer for his actions. Legal liability describes a
situation where a person is legally responsible for a
breach of an obligation imposed by the law. Such
obligations may arise from the operation of either
the civil or criminal law. The activities of business
organisations are subject to a wide range of potential
liability. So, before we consider the law governing
the formation, operation and dissolution of business
organisations, we must first examine in outline the
nature and scope of legal liability for wrongful acts.

Civil liability

As we have already seen, the civil law is concerned
with the rights and duties which arise between private
individuals. The aim of taking legal action is to put
right a wrong which has occurred, often by means
of an award of compensation. The areas of civil



liability which have the greatest impact on busi-
nesses are liability in contract and tort.

Contractual liability

Contractual liability arises when two or more
persons enter into a legally enforceable agreement
with each other. The law of contract is concerned
with determining which agreements are binding, the
nature and extent of the obligations freely under-
taken by the parties and the legal consequences of
breaking contractual promises.

Every type of business transaction, from buying
and selling goods and services to employing staff,
is governed by the law of contract. Contractual
arrangements are so important to the conduct of
business they are examined in more detail in later
chapters. (See, in particular, Chapter 7, Introduc-
tion to the law of contract; Chapter 8, Types of
business contract; Chapter 9, The terms of business
contracts; Chapter 10, Contracts for the supply of
goods and services; Chapter 16, Employing labour.)

Tortious liability

A tort consists of the breach of a duty imposed by
the law. The law of tort seeks to compensate the
victims of certain forms of harmful conduct by an
award of damages or to prevent harm occurring by
granting an injunction. Examples of torts include
negligence, nuisance, trespass, defamation (libel and
slander) and conversion. These torts, along with
others which are relevant to business, will be studied
in more detail in Chapter 11.

Criminal liability

A crime is an offence against the state. The con-
sequences of a criminal conviction are not confined to
the punishment inflicted by the court. For example,
if a person is convicted of theft, his name will prob-
ably appear in the local papers causing shame and
embarrassment and he may even lose his job. The
sanctions are so severe that the criminal law norm-
ally requires an element of moral fault on the part of
the offender. Thus, the prosecution must establish
two essential requirements: actus reus (prohibited
act) and mens rea (guilty mind). For most criminal
offences, both elements must be present to create
criminal liability. If you pick someone’s umbrella
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up thinking that it is your own, you cannot be guilty
of theft, because of the absence of a guilty mind.
There are, however, some statutory offences where
Parliament has dispensed with the requirement of
mens rea. Performance of the wrongful act alone
makes the offender liable. These are known as crimes
of strict liability. Selling food for human consumption
which fails to comply with food safety requirements
contrary to the Food Safety Act 1990 is an example
of an offence of strict liability. The prosecutor is not
required to show that the seller knew that the food
did not comply with food safety requirements. He
will secure a conviction by establishing that the food
was unsafe and that it was sold. The seller may be
able to defend himself by showing that he has taken
all reasonable precautions and exercised due diligence
to avoid commission of the offence.

LAW OF PROPERTY

The law of property is concerned with the rights
which may arise in relation to anything that can
be owned. Thus, property covers land, goods and
intangible rights such as debts, copyright or the
goodwill of a business. The legal implications of
acquiring, using and disposing of business property
will be studied in more depth in Chapter 15. In order
fully to understand other principles of business law
which you will encounter before then, it is necessary
to consider the relationships which may arise between
persons and property, namely, the rights of owner-
ship and possession.

1 Ownership. Ownership describes the greatest
rights that a person can have in relation to property.
An owner enjoys the fullest powers of use and dis-
posal over the property allowed by law. The owner
of this book, for example, has the right to read it,
lend it to a friend, hire it out, pledge it as security
for a loan, or even tear it into shreds. An owner
does not enjoy absolute rights; restrictions may be
imposed to protect the rights of other members of
the community. The ownership of a house does not
entitle the occupants to hold frequent wild parties
to the annoyance of neighbours.

2 Possession. Possession consists of two elements:
physical control and the intention to exclude others.
For example, you have possession of the watch you
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are wearing, the clothes in your wardrobe at home  enjoys possession of the set, but ownership remains
and your car which is parked while you are at work.  with the TV rental firm. If your house is burgled,
Ownership and possession often go hand in hand, you remain the owner of the stolen property, but
but may be divorced. The viewer of a hired TV  the burglar obtains (unlawful) possession.

Self-test questions/activities

1 What is law and why is it necessary?

2 Explain the difference between the following pairs:
(a) public law and private law;
(b) civil law and criminal law;
(c) contract and tort;
(d) common law and equity;
(e) ownership and possession.

3 Consider the following legal actions and indicate whether civil or criminal proceedings would result:

(a) Ann decides to divorce her husband, Barry, after 10 years of marriage;

(b) Colin is given a parking ticket by a traffic warden for parking on double yellow lines;

(c) Diane returns a faulty steam iron to the shop where she bought it, but the shop manager refuses to
give her a refund;

(d) Eamonn drives at 50 mph on a stretch of road where there is a 30-mph limit. He fails to see Fiona, who
is crossing the road. She is knocked down and sustains severe injuries;

(e) Graham takes a copy of Business Law from the reference section of the library, with the intention of
returning it when he has finished his first assignment. He finds the book so valuable that he decides
to keep it;

(f) Hazel returns to England after working abroad for three years. While abroad, she rented her flat to lan.
She now gives him notice to quit, but he refuses to move out.

Specimen examination questions

1 Explain why equity developed and how it differs from the common law.
What is the present relationship between the two systems?

2 David, a farmer, supplies organic free range eggs on a regular basis to the Peak Park Hotel and Country
Club. David’s hens, and the eggs they produce, have become infected with salmonella. The Hotel uses
the infected raw eggs to prepare a mayonnaise for lan and Janet’s wedding reception. Many of the guests
are taken ill after the reception and Sybil, Janet’s 90-year-old grandmother, dies.

(a) Identify the different types of legal proceedings which might arise from these facts.
(b) For each type of legal action you have identified in (a), discuss the nature of the legal liability and the
purpose or objective of taking legal action.

3 ‘The prosecution in a criminal case must prove both mens rea and actus reus to establish the defendant’s
guilt, unless it is a crime of strict liability’.
Explain and discuss.
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Website references

http://www.kent.ac.uk/lawlinks This excellent site is basically an annotated set of links to legal
information compiled by the Law Librarian at the University of Kent, Sarah Carter. It is a good starting point
for legal research.

http://www.legalabbrevs.cardiff.ac.uk Cardiff Index to legal abbreviations provides a searchable database of
abbreviations of law publications, which can be searched either from abbreviation to title or title to abbreviation.

http://www.venables.co.uk A ‘gateway’ to legal resources in the UK and Ireland for the general browser,
including free legal advice on the Internet. There is a section of the site especially for students: http://www.venables.
co.uk/students.htm.

http://www.infolaw.co.uk Infolaw is the oldest established legal portal. It is an excellent starting point for
anyone looking for legal information. Lawfinder provides free access to a wide range of legal resources, includ-
ing key law sites.






LAW MAKING

Learning objectives

After studying this chapter you should understand the following main points:

m the causes and sources of legal change and law reform;

m the characteristics of the main sources of law, including law made by Parliament (legislation),
judge-made case law (judicial precedent), and law emanating from the European Union (EU);

m the nature of human rights legislation and its effect on other sources of law.

Over 900 years of history have helped shape the
institutions, procedures and body of rules which make
up our modern English legal system. The law is a
living creation that reflects the needs of the society it
serves, each generation leaving its mark on the law.
The rate of legal change has varied greatly down
the centuries. English law developed at a relatively
gentle pace until the end of the 18th century, but, as
Britain moved into the industrial age, the pace of legal
change quickened. Life at the start of the 21st century
is fast moving and the rate of legal change is just as
hectic. The law does not stand still for long today.
Ideally, business requires a stable environment
within which to operate. Yet, the framework of law
which governs business activities is subject to con-
stant change. The burden of keeping up to date may
be eased slightly by making use of professional people
such as an accountant or solicitor to advise on the
latest developments in such areas as tax or company
law. Nevertheless, the businessman will still need to
keep himself informed of general legal changes which
will affect his day-to-day running of the business. If he
employs others in his business, he will need to keep
up to date on such matters as health and safety at
work, the rights of his employees and his duties as an
employer. If he sells goods direct to the consumer, he
must be aware of changes in consumer protection law.
Almost every aspect of his business will be subject to
legal regulation and the law could always change.

In this chapter we will explore why the law changes
and the mechanism by which change takes place.

CAUSES OF LEGAL CHANGE

Legal changes can be divided into two broad cat-
egories according to their causes. The first type of
legal change is caused by the law responding to
changes taking place in society. Political, social and
economic changes, technological advancements and
changing moral beliefs all lead eventually to changes
in the law. Indeed, the law must be responsive to new
circumstances and attitudes if it is to enjoy continued
respect. The second type of legal change arises from
the need to keep the law in good working order.
Like any piece of sophisticated machinery, the law
machine must be kept in a neat and tidy condition,
maintained on a regular basis, with essential repairs
undertaken when necessary. We will now examine
these two types of legal change in more detail.

LEGAL CHANGE AND
THE CHANGING WORLD

Think about the changes that have taken place in
our world over the past 100 years. The first to come
to mind are probably the spectacular scientific and
technological achievements of the past century
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— motor vehicles, aircraft, the telephone, radio and
TV, computers and genetic engineering. Each new de-
velopment creates its own demand for legal change.
Consider, for example, the vast body of law which
has grown up around the motor vehicle: there are
regulations governing such matters as the construc-
tion and maintenance of motor vehicles, the conduct
of drivers on the road and even where vehicles may
be parked. Indeed, almost half of the criminal cases
tried by magistrates’ courts are directly related to
the use of motor vehicles. The increasing volume of
traffic on the roads and the resulting inexorable rise
in traffic accidents have also led to developments in
the civil law, especially in the areas of the law of tort
and insurance. More dramatic changes to the system
of compensating the victims of motor accidents have
been canvassed over the years, principally by the
Royal Commission on Civil Liability in 1978. Its
recommendation of a ‘no fault’ system of compen-
sation financed by a levy on petrol sales has never
been implemented.

While science and technology have been taking
great leaps forward over the last century, other less
dramatic changes have been taking place. The role and
functions of the elected government, for example,
have altered quite considerably. Nineteenth-century
government was characterised by the laissez-faire
philosophy of minimum interference in the lives of
individuals. The government’s limited role was to
defend the country from external threats, to promote
Britain’s interests abroad and maintain internal order.
In the 20th century, governments took increasing
responsibility for the social and economic well-being
of citizens. Naturally, the political parties have their
own conflicting ideas about how to cure the country’s
ills. New approaches are tried with each change of
government. The law is used as a means of achieving
the desired political, economic and social changes.
The development of law on certain contentious issues
can often resemble a swinging pendulum as successive
governments pursue their opposing political object-
ives. The changes in the law relating to trade union
rights and privileges over the past 30 years are a per-
fect illustration of the pendulum effect. In 1971 the
Conservative government introduced the Industrial
Relations Act in an attempt to curb what it saw
as the damaging power of the unions by subjecting
them to greater legal regulation. The changes were

fiercely resisted by the trade union movement. The
attempt to reform industrial relations law at a stroke
was a dismal failure. One of the first tasks of the
Labour government, which was elected in 1974, was
to dismantle the Industrial Relations Act 1971 and
restore the unions to their privileged legal position.
When the Conservatives were returned to power in
1979, they did not repeat the mistakes of the previ-
ous Conservative government of 1970-74. Instead,
they adopted a step-by-step approach to trade union
reform and in a series of Acts implemented greater
legal control over unions and their activities. Further
adjustments to trade union law were made by the
Employment Relations Act 1999, following the elec-
tion of a Labour government in May 1997.

One of the more controversial changes of recent
times was the United Kingdom’s entry into the Euro-
pean Community (EC) in 1973. The government’s
motives were clearly directed at the economic and
social benefits which it was expected would be derived
from joining the EC. But membership also brought
great legal changes in its wake: the traditional
sovereignty of the Westminster Parliament has been
called into question, our courts are now subject to
the rulings of the European Court of Justice and
parts of our substantive law have been re-modelled
to conform to European requirements, e.g. company
and employment law.

Changing moral beliefs and social attitudes are
potent causes of legal change. In the past 40 years or
so, great changes have taken place in the laws govern-
ing personal morality: the laws against homosexuality
have been relaxed, abortion has been legalised and
divorce is more freely obtainable. Society’s view of
the role of women has altered greatly over the past
century. The rights of women have been advanced,
not only by Parliament in measures like the Sex Dis-
crimination Act 1975, but also by the courts in their
approach to such matters as rights to the matrimonial
home when a marriage breaks down.

The law is an adaptable creature responsive to
the complex changes taking place around it. But
sometimes in the midst of all this change, the more
technical parts of the law, sometimes known as
‘lawyers’ law’, can be ignored. A programme of
reform is necessary to ensure that these vitally
important, if less glamorous, areas of law do not fall
into a state of disrepair.



LAW REFORM

‘Lawyers’ law’ consists largely of the body of rules
developed over many years by judges deciding cases
according to principles laid down in past cases. One
of the great strengths of the system of judge-made law
is its flexibility; judges can adapt or re-work the rules
of common law or equity to meet changing circum-
stances. Although modern judges have shown them-
selves willing to take a bold approach to the task of
keeping case law in tune with the times, there is a
limit to what can be achieved. Judicial law reform is
likely to lead to haphazard, unsystematic changes
in the law. Legal change becomes dependent on the
chance of an appropriate case cropping up in a court
which can effect change. Furthermore, our adversarial
trial system is not the best vehicle for investigating
the likely consequences of changing the law. Judges
cannot commission independent research or consult
interested bodies to gauge the effect of the proposed
change. The limitations of a system of judge-led law
reform led to the setting up of an official law reform
agency, which, along with other methods of effecting
change in the law, will be considered below.

THE SOURCES OF LEGAL CHANGE

Ideas for changing the law flow from many sources:

Official law reform agencies

The main agent of law reform in England and Wales
is the Law Commission, which was established by
the Law Commission Act 1965. The Commission
consists of a Chairman, a high court judge who may
be appointed for up to three years, and four other
Commissioners, who may be judges, solicitors, bar-
risters or academic lawyers and may be appointed
for up to five years. The Commission’s job is to keep
the law as a whole under review, with a view to its
systematic development and reform. Its statutory
duties include:

codification of the law;

elimination of anomalies;

repeal of obsolete and unnecessary enactments;
securing a reduction in the number of separate
enactments;

m simplification and modernisation of the law.
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A Law Commission project starts life by appear-
ing as an item in its programme of work which is
approved by the Secretary of State for Constitutional
Affairs (who is also the Lord Chancellor). The Com-
mission’s full-time staff of lawyers then prepare a
working paper containing alternative proposals for
reform. Following consultations with the legal pro-
fession, government departments and other interested
bodies, the Commission submits a final report on
a firm proposal for reform accompanied by a draft
bill. The Law Commission’s programme of work must
be approved by the Lord Chancellor. A Ministerial
Committee of the Law Commission advises the Lord
Chancellor on the Law Commission’s proposed pro-
gramme, monitors the Law Commission’s progress
in delivering the programme and reviews actions
taken by government departments in response to
Law Commission Reports.

Another law reform agency is the Civil Justice
Council which was set up under the Civil Procedure
Act 1997, following recommendations by Lord Woolf
in his 1996 report, Access to Justice. Membership of
the Council must include members of the judiciary,
members of the legal professions, civil servants con-
cerned with the administration of the courts, people
with experience and knowledge of consumer affairs
and the lay advice sector, and people able to repres-
ent the interests of particular kinds of litigants, e.g.
business or employees. The Council has a duty to keep
the civil justice system under review; to consider how
to make the civil justice system more accessible, fair
and efficient; to advise the Lord Chancellor and the
judiciary on the development of the civil justice
system, referring proposals for change in the civil
justice system to the Lord Chancellor and the Civil
Procedure Rules Committee; and making proposals
for research.

Government departments

Each government department is responsible for
keeping the law in its own field of interest under
constant review. Where issues involving policy con-
sideration rather than technical law reform arise,
ministers may prefer to set up a departmental com-
mittee to investigate the subject, rather than leave
it to the Law Commission. Particularly important
or controversial matters may lead to the setting up
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of a Royal Commission by the Crown on the advice
of a minister. The dozen or so members of a Royal
Commission usually reflect a balance of expert,
professional and lay opinion. They work on a part-
time basis, often taking several years to investigate
a problem thoroughly and make recommendations.
Examples of Royal Commissions include the Benson
Commission on Legal Services (1979) and the Philips
Commission on Criminal Procedure (1981). Royal
Commissions and departmental committees were
notable by their absence during the 1980s. The
appointment of a Royal Commission on Criminal
Justice in 1991, following several well-publicised
cases involving miscarriages of justice, marked a
departure from the practice of the previous decade.

Political parties and pressure groups

At election time, the political parties compete for
our votes on the basis of a package of social and
economic reforms which they promise to carry out
if elected. The successful party is assumed to have a
mandate to implement the proposals outlined in its
election manifesto. Manifesto commitments, how-
ever, form only part of a government’s legislative
programme. Other competing claims to parliament-
ary time must be accommodated. For example,
legislation may be required in connection with our
membership of the EU, or to give effect to a proposal
from the Law Commission or a Royal Commission,
or simply to deal with an unforeseen emergency.
Government claims on Parliament’s time will alter
during its period in office, as policy changes are made
in response to pressures from within Westminster or
in the country at large. One of the most significant
extra-parliamentary influences on the formulation
and execution of government policies is pressure-
group activity. Pressure groups are organised groups
of people seeking to influence or change govern-
ment policy without themselves wishing to form a
government.

Some pressure groups represent sectional inter-
ests in the community. The Confederation of British
Industry (CBI), for example, represents business
interests, while other pressure groups are formed
to campaign on a single issue. The Campaign for
Nuclear Disarmament (CND), for example, is con-
cerned solely with the cause of nuclear disarmament.

Pressure groups use a variety of techniques to pro-
mote their causes, from holding public demonstra-
tions to more direct attempts to gain the support of
MPs (known as ‘lobbying’). Pressure-group activity
may be negative in the sense of mobilising opposition
to a proposed government measure, or positive,
in seeking to persuade the government to adopt a
specific proposal in its legislative programme or to
win over a backbench MP, hoping that he will be
successful in the ballot for private members’ bills.

LAW-MAKING PROCESSES

So far we have considered the main causes of legal
change. We will now examine the mechanics of
change. The expression ‘sources of law’ is often
used to refer to the various ways in which law can
come into being. The main sources of law today are
legislation (Acts of Parliament), case law (judicial
precedent) and EU law.

Legislation

Legislation is law enacted by the Queen in Parlia-
ment in the form of Acts of Parliament or statutes.
Parliament is made up of two chambers: the House
of Commons and the House of Lords. The Commons
consists of 646 elected Members of Parliament (MPs)
who represent an area of the country called a con-
stituency. The political party which can command a
majority of votes in the Commons forms the govern-
ment and its leader becomes the Prime Minister. Min-
isters are appointed by the Prime Minister to take
charge of the various government departments. The
most important ministers form the Cabinet, which
is responsible for formulating government policy.
The House of Lords, in contrast, is not an elected
body. In recent years it has been subject to reform
involving changes to its membership and a review
of its role, functions and powers. The first stage of
reform involved the removal of the right of most
hereditary peers to sit and vote in the House. Follow-
ing the changes made by the House of Lords Act
1999, the House of Lords is composed of 615 life
peers, 91 hereditary peers (74 were elected by their
peers and 17 were royal or elected office holders),
26 Law Lords and 26 spiritual peers (the Archbishops
of Canterbury and York, and 24 bishops of the



Church of England). The government published its
proposals for the next stage of reform of the House
of Lords in September 2003 but in March 2004 it
announced that it did not intend to proceed with
legislation to implement the changes proposed in its
consultation paper. However, the government has
proceeded with its plans to reform the role of the
Lord Chancellor and to establish a Supreme Court
to replace the system of Law Lords hearing appeals
as a Committee of the House of Lords. Under the
Constitutional Reform Act 2005 the Lord Chancellor
will continue to be a government minister at Cabinet
level with responsibility for the judiciary and the
court system but his judicial functions are trans-
ferred to the President of the Courts of England and
Wales, an additional title for the Lord Chief Justice,
and his role as Speaker in the House of Lords is
taken over by a Lord Speaker, elected for a five-year
term by Peers. The creation of the Supreme Court
will be considered in more detail in Chapter 3. The
history of the reform of the House of Lords since
1997 is set out in Fig 2.1.

Before leaving the subject of law-making by
Parliament, note should be made of the changes
brought about by the devolution of the powers
of the Westminster Parliament to Scotland, Wales
and Northern Ireland since 1997. The Scotland Act
1998 created the first Scottish Parliament for almost
300 years. There are 129 Members of the Scottish
Parliament (MSPs) who are elected by proportional
representation every four years. The first elections
took place in May 1999. The Parliament has power
to pass legislation in all areas where it has ‘legislative
competence’, which includes education, health, trans-
port, local government, the environment and non-
statutory Scottish law. Certain matters are reserved
for the UK Parliament; they include defence, the UK
constitution, foreign affairs and economic policy.
The Parliament also has the power to vary the basic
rate of income tax in Scotland by 3p in the pound.

The Government of Wales Act 1998 provided for
the establishment of a Welsh Assembly. There are
60 members of the Welsh Assembly, who are elected
every four years by proportional representation. The
first elections were held on 6 May 1999. The Act
provides for the transfer of the powers and respons-
ibilities from the Welsh Office to the Assembly.
Although the Welsh Assembly does not have the
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power to pass primary legislation, it plays an import-
ant role in preparing secondary legislation relating
to Wales.

The Northern Ireland Assembly, which was created
following a referendum supporting the 1998 ‘Good
Friday Agreement’, consists of 108 members elected
by proportional representation. The Assembly has
legislative and executive authority in respect of
matters which were previously within the remit of
Northern Ireland government departments, e.g. agri-
culture, education, the environment, health and
social services, economic development and finance.
The Northern Ireland Assembly was suspended and
direct rule from Westminster restored in October
2002. An agreement to British and Irish Government
proposals for restoring devolved government was
reached with the major political parties in Northern
Ireland at talks held in St Andrews, Scotland in
October 2006. The Northern Ireland (St Andrews
Agreement) Act 2006 provides for a Transitional
Assembly whose purpose is to assist with prepara-
tions for the restoration of devolved government.
Elections to a new Assembly took place on 7 March
2007 and on 26 March 2007 the leaders of the DUP
and Sinn Fein agreed to enter into a power-sharing
Executive from the 8 May 2007.

Parliamentary sovereignty

The supremacy of Parliament in the legislative
sphere is known as the doctrine of parliamentary
sovereignty. It means that Parliament can make any
laws it pleases, no matter how perverse or unfair.
Parliament may repeal the enactments of an earlier
Parliament; it may delegate its legislative powers to
other bodies or individuals. The courts are bound to
apply the law enacted by Parliament; the judiciary
cannot challenge the validity of an Act of Parliament
on the grounds that the legislation is absurd, uncon-
stitutional or procured by fraud (Pickin v British
Railways Board (1974)). However, the courts may
challenge the validity of UK legislation if it is in
conflict with EC law.

Factortame Ltd v Secretary of State for Transport

(No 2) (1991)

The Merchant Shipping Act 1988 introduced a requirement
that 75 per cent of the members of companies operating



1997 Labour Party manifesto Commitment to remove the voting rights of hereditary peers.
January House of Lords Bill and First stage of reform — Bill to remove the right of hereditary peers
1999 White Paper Modernising to sit and vote, White Paper set out next stages including reformed
Parliament — Reforming the arrangements for nominating life peers and appointment of a Royal
House of Lords Commission.
November | House of Lords Act Removed the right of most hereditary peers to sit and vote in the
1999 House of Lords. 92 hereditary peers were allowed to remain until the
House was fully reformed.
2000 Royal Commission under Made recommendations about the composition, role and functions
the chairmanship of Lord of a reformed second chamber. These included the creation of a 550-
Wakeham member House, with majority of members appointed (not elected) by
an independent statutory Appointments Commission.
It would have a revising and advisory role.
April 2001 Independent Appointments First round of appointments of non-party members of the House made
Commission by Independent Appointments Commission, reducing the Prime
Minister’s powers of patronage.
November | Government White Paper Broadly endorsed the Wakeham Report, agreeing that the second
2001 The House of Lords - chamber should be largely nominated and there should be a statutory
Completing the Reform Independent Appointments Commission. However, it proposed a
larger membership (600), a slightly higher proportion of elected
members and no role for the Appointments Commission in party
political affiliated members.
February Public Administration Recommends a 60% elected House, statutory Appointments
2002 Select Committee Report Commission responsible for 40% appointed members: 20% party
The Second Chamber: political, 20% independent. Government’s response proposes setting
Continuing the Reform up a Joint Committee of both Houses to consider the role and function
of the second chamber and to bring forward proposals on composition
on which both Houses could vote.
December | Joint Committee on Recommends little change to role and function of the House. Sets out
2002 House of Lords Reform seven options for composition ranging from 100% elected to 100%
First Report appointed. No clear majority for any of the options in the Commons’
votes, Lords vote for wholly appointed House.
April 2003 Joint Committee on Second Report sets out areas where progress may be possible e.g. the
House of Lords Reform status of the Appointments Commission and asks guidance from the
Second Report government and then Parliament on the future direction of their work.
July 2003 Department for Constitutional | Government proposes establishing a Supreme Court to replace the
Affairs Consultation Paper Law Lords sitting as a committee of the House of Lords. Members
A Supreme Court for the of the new court would cease to sit and vote in the House of Lords.
United Kingdom
September | Department for Constitutional | Government proposes as next stage of reform to remove the
2003 Affairs Consultation Paper remaining hereditaries from the Lords, to place the Appointments
Next Steps for the House of Commission on a statutory footing, to provide for disqualification of
Lords members convicted of offences, to allow the Prime Minister to make
up to five ministerial appointments to the Lords and to allow life peers
the right to renounce their peerage.
March Government Announcement Government announces that it does not intend to proceed with legislation
2004 to enact proposals in the September 2003 Consultation Paper.
March Constitutional Reform Act The Act receives the Royal Assent. It reforms the role of the Lord
2005 Chancellor, establishes an independent Supreme Court, creates a
Judicial Appointments Commission and enshrines the concept of
judicial independence in legislation.
April Implementation of the Act From 3 April there are new roles for the Lord Chancellor and Lord Chief
2006 Justice and the new Judicial Appointments Commission starts work.
February Government White Paper: The White Paper sets out the arguments for and against various
2007 The House of Lords: Reform aspects of reform to inform a free vote in both Houses.
March Free vote in the House of There is a majority in the Commons for 2 options: 80% elected and
2007 Commons and House of 100% elected second chamber. The Lords voted for a fully appointed
Lords second house.
October Supreme Court The new Supreme Court is expected to open for business in the
2009 refurbished Middlesex Guildhall.

Fig 2.1 Reform of the House of Lords since 1997




fishing vessels in UK waters must be resident and domiciled
in the UK. The legislation was designed to stop the practice
of ‘quota hopping’ whereby fishing quotas were ‘plundered’
by vessels flying the British flag but whose real owners had
no connection with the UK. The appellants were companies
registered in the UK but which were essentially owned or
controlled by Spanish nationals. Their fishing vessels failed
to meet the new requirements and they were barred from
fishing. The appellants argued that the 1988 Act was incom-
patible with EC law. Since it would take several years to
resolve the matter, the appellants asked the court to grant
interim relief suspending the 1988 Act until a final ruling
could be made. The House of Lords referred the case to
the European Court of Justice which ruled that, if a rule
of national law was the sole obstacle to the granting of
interim relief in a case concerning EC law, that rule must
be set aside. Applying this ruling, the House of Lords
made an order suspending the operation of the disputed
provisions of the Merchant Shipping Act 1988 pending
final judgment of the issue.

Comment. In 1999 the House of Lords held that the UK’s
breach of EC law in passing the Merchant Shipping Act
1988 was sufficiently serious to entitle the appellants to
compensation (R v Secretary of State for Transport, ex
parte Factortame Ltd (No 5) (1999)).

R v Secretary of State for Employment, ex parte Equal
Opportunities Commission (1994)

In this case the House of Lords upheld the right of a
statutory body, the Equal Opportunities Commission, to
challenge restrictions on part-time workers’ rights to
redundancy pay and unfair dismissal protection under UK
law using the procedure of judicial review (see further,
Chapter 3). Their Lordships held that the five-year qualifying
period for protection in relation to redundancy and unfair
dismissal for those working between eight and 16 hours a
week laid down in UK legislation was in breach of EC law
(see further, Chapter 16).

Under the Human Rights Act 1998, certain courts
may make a ‘declaration of incompatibility” if legisla-
tion is incompatible with the European Convention
on Human Rights. The Human Rights Act will be
considered in more detail later in this chapter.

The making of an Act of Parliament

The procedure by which a legislative proposal is
translated into an Act of Parliament is long and
complicated. Until all the stages in the process have
been completed, the embryonic Act is known as a
Bill. There are different types of Bill:
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1 Public Bills change general law or affect the whole
of the country. It is assumed that the Bill extends to
all of the United Kingdom unless there is a specific
provision to the contrary. For example, the Supply
of Goods and Services Act 1982 applies to England,
Wales and Northern Ireland but not to Scotland.

2 Private Bills do not alter the law for the whole
community but deal with matters of concern in a
particular locality or to a private company or even
individuals. Private Bills are mainly promoted by
local authorities seeking additional powers to those
granted by general legislation.

3 Government Bills are introduced by a minister
with the backing of the government and are almost
certain to become law. Some of the Bills are designed
to implement the government’s political policies, but
others may be introduced to deal with an emergency
which has arisen or to amend or consolidate earlier
legislation.

4 Private members’ Bills are introduced by an indi-
vidual MP or private peer (in the House of Lords)
without guaranteed government backing. They
usually deal with moral or legal questions rather
than with purely party political matters. A private
member’s Bill is unlikely to become law unless the
government lends its support. Some important law
reform measures started life as a private member’s
Bill, including the Murder (Abolition of the Death
Penalty) Act 1965 and the Abortion Act 1967.

A Bill must pass through several stages receiving
the consent of the Commons and Lords before it is
presented for the Royal Assent. A Bill may generally
start life in either the Commons or the Lords and
then pass to the other House, but in practice most
public Bills start in the Commons and then proceed
to the Lords: certain kinds of Bill, such as Money
Bills, must originate in the Commons. The proced-
ure for a Bill which is introduced in the Commons
is illustrated in Fig 2.2.

All Bills go through both the House of Commons
and the House or Lords before receiving the Royal
Assent. Normally, the consent of both Houses is
required but the Lords lost its right to reject legisla-
tion under the Parliament Act 1911, which was
only passed by the Lords because of a threat by the
King to create sufficient new peers to secure the
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Procedure Comment

House of Commons

First Reading The title of the Bill is formally
read out. It is then printed and
published.

Second
Reading

The minister (or MP) in

charge explains the purpose of
the Bill and a debate on its
general principles follows.
Provided the Bill survives any
vote, it passes to the
Committee stage.

Committee
Stage

The Bill is discussed in detail by
a Standing Committee (20-50
MPs chosen according to party
strengths) or the whole House
sitting as a Committee. The Bill
is examined clause by clause and
any amendments are voted on.

Report Stage  The Bill is formally reported to
the House and amendments
made in Committee are

considered.

Third Reading The Bill is debated again in
general terms. Only minor verbal
amendments can be made. If
there is a majority in favour, the

Bill proceeds to the other House.

House of
Lords

The Bill passes through a similar
procedure in the Lords. As a
non-elected body, it does not
have an absolute right of veto,
but it may delay the progress

of a Bill.

Royal Assent This is something of a formality
as the Queen’s approval is never
refused these days. The Bill is

now an Act of Parliament.

Fig 2.2 The legislative process

passage of the Bill. This crisis had been precipitated
by the refusal of the Lords to pass David Lloyd-
George’s ‘people’s budget’ of 1909. The 1911 Act
removed the Lords’ right to veto legislation, except

in relation to prolonging the life of Parliament, and
introduced a power to delay a Bill by up to two years.
The Parliament Act 1949 reduced the Lords’ delay-
ing powers to one year. Since 1949 four Acts have
become law without the consent of the Lords:

m The War Crimes Act 1991.

m The European Parliamentary Elections Act 1999.
m The Sexual Offences (Amendment) Act 2000.

m The Hunting Act 2004.

The validity of the Hunting Act 2004 was reviewed
recently by the House of Lords in the following case.

R (on the application of Jackson) v Attorney-General
(2005)

The claimants in this case were challenging the validity of
the Hunting Act 2004 which had made it an offence to hunt
a wild mammal with a dog, i.e. foxhunting. The Hunting Act
had been passed without the consent of the Lords using
the Parliament Act 1911 as amended by the 1949 Act. The
claimant’s case revolved around the validity of the Parlia-
ment Act 1949, which had been passed under the provisions
of the 1911 Act. They contended that the 1911 Act could
only be amended with the consent of the Lords. The House
of Lords rejected this argument. Both the Parliament Act
1949 and the Hunting Act 2004 were valid enactments. The
1949 Act had not changed the constitutional relationship
between the Commons and Lords, but had simply reduced
the Lords delaying powers from two years to one year. The
political realities were that both Houses had accepted that
the 1949 Act was valid and had conducted their business
on this basis for more than half a century.

Delegated legislation

The activities of modern government are so varied,
and the problems it deals with are so complex and
technical, that Parliament does not have sufficient
time to deal personally with every piece of legislation
required. This difficulty is overcome by passing an
enabling Act of Parliament which sets out the basic
structure of the legislation but allows other bodies or
people to draw up the detailed rules necessary. Rules
made in this way are known as delegated legislation.
The main forms of delegated legislation are as follows:

1 Orders in Council. These are rules made under
the authority of an Act by the Queen acting on the
advice of the Privy Council (an honorary body
descended from the old Curia Regis). In practice, the
power to make orders is exercised by the Cabinet,



whose members are all privy councillors. The Queen’s
assent is a pure formality.

2 Rules and regulations. These are made by a min-
ister in respect of the area of government for which
he is responsible, e.g. the power of the Secretary of
State for Social Security to make detailed regulations
about the income support scheme. (Most orders,
rules and regulations are collectively referred to as
statutory instruments.)

3 Byelaws. These are made by local authorities and
certain other public and nationalised bodies to regu-
late their spheres of activity. This form of delegated
legislation requires the consent of the appropriate
minister.

Legislation and the judiciary

A Bill which successfully passes through the House of
Commons and the House of Lords and has received
the Royal Assent becomes an Act of Parliament.
The sovereign law-making powers of the Queen in
Parliament mean that the validity of a statute cannot
be questioned by the courts. Nevertheless, the courts
can exercise considerable influence over how the
enacted law is applied to practical problems. Sooner
or later, every Act of Parliament will be analysed
by the judges in the course of cases which appear
before them. It is the task of the judge to interpret
and construe the words used by Parliament and
thereby ascertain the intention of the legislature.
The rules of interpretation followed by the judges
may be classified according to their origin as either
statutory rules or common law rules.

Statutory rules

1 Modern Acts usually contain an interpretation sec-
tion which defines certain key words used in that Act,
e.g. s 61(1) of the Sale of Goods Act 1979 contains
definitions of words and phrases used throughout
the Act.

2 The Interpretation Act 1978 lays down certain
basic rules of interpretation for all Acts, e.g. unless
the contrary intention is indicated ‘words in the sin-
gular shall include the plural and words in the plural
shall include the singular’ (s 6 of the Interpretation
Act 1978).
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3 Certain elements of the Act itself may prove
useful. These are known as internal or intrinsic aids.
The courts may look at the long title of the Act and
its preamble (only found in Private Acts and older
Public Acts). Headings, side notes and punctuation
may also be considered, but only to help clarify the
meaning of ambiguous words.

Common law rules

Apart from the limited help provided by Parliament,
the judges have been left to develop their own methods
of statutory interpretation. A number of approaches
to the task of interpretation have emerged, with the
judges free to decide which approach is most appro-
priate to the case in hand. The most important rules
of interpretation and various presumptions are
explained below.

1 Literal rule. According to the literal rule, if the
words of the statute are clear and unambiguous, the
court must give them their ordinary plain meaning,
regardless of the result. Where a literal interpreta-
tion produces an absurd or perverse decision, it is
up to Parliament to put matters right, and is not the
job of non-elected judges. For example, in the case
of Fisher v Bell (1960) it was held that a shopkeeper
who had flick knives in his shop window could not
be guilty of the offence of offering for sale a flick knife
contrary to the Restriction of Offensive Weapons
Act 1959, even though it was precisely this kind of
conduct that Parliament had intended to outlaw. It
is an established principle of contract law that dis-
playing goods in a shop window is not an offer to
sell but merely an invitation to treat. The defendant
had not offered to sell the flick knives and so could
not be guilty of the offence. Parliament closed the
loophole by passing amending legislation in 1961.

2 Golden rule. Under the golden rule, where the
words of a statute are capable of two or more mean-
ings, the judge must adopt the interpretation which
produces the least absurd result. Some judges even
argue that the golden rule can be applied where the
words have only one meaning, but a literal inter-
pretation would lead to an absurdity. For example,
in Re Sigsworth (1935) it was held that a man who
murdered his mother could not inherit her property
even though he appeared to be entitled on a literal
interpretation of the Administration of Estates Act
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1925. There is a basic legal principle that a person
should not profit from his wrongdoing.

3 Mischief rule (rule in Heydon’s Case). This
rule which derives from Heydon’s Case (1584) lays
down that the court must look at the Act to see
what ‘mischief’ or defect in the common law the Act
was passed to remedy, and then interpret the words
of the Act in the light of this knowledge. In Gardiner
v Sevenoaks Rural District Council (1950), for
example, Gardiner claimed that he was not bound
by an Act which laid down regulations about the
storage of films in premises because he kept his film
in a cave. It was held that the cave should be classed
as premises because the purpose of the Act was to
secure the safety of those working in the place of
storage or living close by. The mischief rule is closely
associated with the modern purposive approach to
interpretation, which says that a judge should adopt
the construction which will promote the general
aims or purposes underlying the provision.

4 Ejusdem generis rule. Where general words follow
particular words, the court should interpret the
general words as meaning persons or things of the
same class or genus, e.g. if the Act referred to ‘cats,
dogs or other animals’; the general words, ‘other
animals’, should be construed in the light of the
particular words, ‘cats’ and ‘dogs’, as meaning other
kinds of domesticated animals and not wild animals.

5 Expressio unius est exclusio alterius rule. Under
this rule, the express mention of one or more things
implies the exclusion of others, e.g. if the Act simply
mentioned ‘dogs and cats’, other kinds of domestic-
ated animals are excluded.

6 Noscitur a sociis rule. According to this rule, a
word should take its meaning from the context
in which it is found. In Muir v Keay (1875) it was
held that a café which stayed open during the night
should have been licensed under the provisions of
the Refreshment Houses Act 1860. The Act required
houses ‘for public refreshment, resort and enter-
tainment’ to be licensed. The meaning of the word
‘entertainment’ was gathered from the context of
the Act and held to refer to refreshment rooms for
the public rather than involving musical or theatrical
entertainment.

7 The presumptions. Unless there are clear words
to the contrary, the court will make a number of
assumptions. They include:

m the Act is not retrospective, i.e. it does not back-
date the change in the law;

the Act does not bind the Crown;

the Act does not alter the common law;

the Act does not restrict personal liberty;

the Act does not create criminal liability unless
mens rea is present.

8 Use of extrinsic material. Extrinsic materials are
sources of information about a piece of legislation
apart from the Act itself. The Act may have been
prompted by a report of the Law Commission, a
Royal Commission or other official committee. The
government often sets out proposals for legislation
in the form of a Green Paper (a discussion document)
or a White Paper (firm proposals for legislation).
In some cases the legislation is based on an interna-
tional treaty. The Bill will have been debated in
Parliament and the speeches reported in Hansard
(the official report of proceedings in Parliament). The
question arises whether a judge may refer to these
materials to help him shed light on the meaning of a
statutory provision. Historically, the use of extrinsic
aids was severely restricted. In recent years, however,
the rule has been relaxed, particularly where the court
wishes to apply the ‘mischief rule’ and is seeking to
discover the ‘mischief” which the Act was intended
to remedy. The rules at present are as follows:

(a) International conventions and treaties which
form the basis of legislation may be consulted
especially where the legislation is ambiguous.
The court may also consider the preparatory
material for such a convention or treaty (fravaux
préparatoires).

(b) Reports to the Law Commission, royal com-
missions and other similar bodies may be referred
to but only to discover the ‘mischief’ the Act
was designed to deal with.

(c) The previously strict rule that Hansard must not
be consulted as an aid to statutory interpretation
has now been relaxed. In Pepper v Hart (1993)
the House of Lords held that, subject to any
parliamentary privilege, the rule prohibiting



courts from referring to parliamentary materials
as an aid to statutory construction should be
modified. Reference to parliamentary materials,
i.e. Hansard, should be permitted where:

(i) the legislation is ambiguous or obscure or
where a literal interpretation would lead to
an absurdity;

(ii) the material referred to consists of state-
ments by a minister or other promoter of the
Bill, together with such other parliamentary
material as is necessary to understand the
statements and their effects;

(ii1) the statements relied on are clear.

Their Lordships held that reference to parliament-
ary materials did not contravene Art 9 of the Bill of
Rights (1688). No other claim to a defined parlia-
mentary privilege was made by the Crown.

The decision of the House of Lords in Pepper v
Hart marked a new approach to statutory interpre-
tation by the English courts. The precise scope of
the courts’ new-found freedom has yet to be clearly
and authoritatively established. It was not immedi-
ately clear, for example, whether a judge could only
refer to Hansard where the legislation was ambigu-
ous, obscure or would lead to an absurdity. Their
Lordships have subsequently confirmed that the first
threshold condition laid down in Pepper v Hart must
be satisfied before reference is made to Hansard (R
v Secretary of State for the Environment, Transport
and the Regions, ex parte Spath Holme Ltd (2001)).
In a number of cases the House of Lords has referred
to Hansard to confirm interpretations already made
independently. There is also some doubt about
whether the courts are confined to parliamentary
material contained in Hansard. Can the courts also
consider government press releases, briefing notes
for ministers and so on? Lord Browne-Wilkinson
in Pepper v Hart looked at a press release produced
by the Inland Revenue. The House of Lords has
confirmed that courts may have regard to matters
stated in Parliament for background information
when considering whether a statutory provision is
compatible with the European Convention on Human
Rights under the terms of the Human Rights Act
1998 (Wilson v Secretary of State for Trade and
Industry (2003). However, their Lordships felt that
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such occasions would seldom arise and the courts
should remember that the intention of Parliament is
expressed in the language used in its enactments.

Case law (judicial precedent)

Despite the enormous volume of legislation produced
by parliaments down the ages, statute law remains
an incomplete system of law. Large parts of our law
still derive from the decisions of judges. This judge-
made law is based on a rule known as the doctrine
of binding judicial precedent. The principle under-
lying the doctrine is that a decision made by a court
in a case involving a particular set of circumstances
is binding on other courts in later cases, where the
relevant facts are the same or similar. The idea of
the judges making use of previously decided cases
dates back to the formation of the common law by
the royal justices out of English customary law. But
it was not until the 19th century that the general
principle of judicial consistency in decision-making
developed into a more rigid system of binding pre-
cedents. The necessary conditions for such a system
did not exist until the standard of law reporting
was improved by the creation of the Council of Law
Reporting in 1865 and a hierarchy of courts was
established by the Judicature Acts 1873-75 and the
Appellate Jurisdiction Act 1876.

Precedent in action

Whenever a judge decides a case, he or she makes a
speech, which may last a few minutes in a simple
matter but may run to many pages in the Law Reports
in a complicated case before the House of Lords.
Every judgment contains the following elements:

1 The judge records his or her findings as to the rel-
evant facts of the case, established from evidence
presented in court.

2 The judge discusses the law which relates to the
facts as found; this may involve an examination
of the provisions of an Act of Parliament and/or
previous judicial decisions.

3 He explains the reasons for his decision; i.e. the
rule of law on which his decision is based. This is
known as the ratio decidendi of a case. It is this
part of the judgment which forms a precedent
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for future similar cases. Other comments by the
judge which do not form part of the reasoning
necessary to make the decision are referred to as
obiter dicta (things said by the way); they do not
have binding force.

4 The judge concludes his speech by announcing
the decision between the parties, e.g. ‘I give judg-
ment for the claimant for the amount claimed’,
or ‘T would dismiss this appeal’.

Precedents may be either binding or persuasive. A
binding precedent is one which a court must follow,
while a persuasive precedent is one to which respect
is paid but is not binding. Whether a court is bound
by a particular precedent depends on its position in
the hierarchy of courts relative to the court which
established the precedent. The general rule is that
the decisions of superior courts are binding on lower
courts. The reader should refer to Chapter 3 for an
outline of the structure of the civil and criminal courts
before considering the position of the principal courts
which follows.

European Court of Justice

Since joining the EC in 1973, all English courts have
been bound by the decisions of the European Court
of Justice in matters of European law. The European
Court tends to follow its own decisions but is not
strictly bound to do so.

House of Lords

As the highest court of appeal in respect of our
domestic law, the decisions of the House of Lords
are binding on all other English courts. The House
of Lords used to be bound by its own previous deci-
sions (London Street Tramways v London County
Council (1898)). In 1966, however, the Lord Chan-
cellor announced by way of a Practice Statement
that the House would no longer regard itself abso-
lutely bound by its own precedents. An example of
the use of this freedom is Miliangos v George Frank
(Textiles) Ltd (1976), in which the House overruled
its own decision in Re United Railways of Havana
& Regla Warebouses Ltd (1960) by holding that an
English court may award damages in a foreign cur-
rency. It should be noted that the freedom to depart
from previous precedents has not been exercised
very often.

Court of Appeal

The Civil Division of the Court of Appeal is bound
by the decisions of the House of Lords and its own
previous decisions (Young v Bristol Aeroplane Co
(1944)). There are three exceptions to this general
rule:

1 the Court of Appeal must decide which of two
conflicting decisions of its own it will follow;

2 the court must not follow one of its own deci-
sions which is inconsistent with a later decision
of the House of Lords;

3 the court is not bound to follow one of its
own decisions which was given per incuriam, i.e.
where the court has overlooked a relevant statute
or case.

Court of Appeal decisions are binding on lower
civil courts, such as the High Court and county court.
The Criminal Division of the Court of Appeal is
bound by House of Lords’ decisions and normally
by its own decisions but, since it deals with questions
of individual liberty, there appears to be greater
freedom to depart from its own precedents. In a
recent criminal case concerning provocation (R v
James (2006)), the Court of Appeal had to decide
whether to follow a decision of the House of Lords
(R v Smith (Morgan James) (2000)) or a later decision
of the Privy Council (Attorney-General for Jersey v
Holley (2005)) which normally only has persuasive
authority. The Court of Appeal decided to follow the
Privy Council’s ruling in Holley. The Judicial Com-
mittee of the Privy Council hearing Holley had been
specially convened and comprised nine Law Lords.
It concluded by a majority that Smith (Morgan James)
was wrongly decided. The Court of Appeal was
justified in the circumstances in following the Privy
Council decision in preference to the House of Lords.

Decisions of the Criminal Division of the Court
of Appeal are binding on lower criminal courts, e.g.
the Crown Court and magistrates’ court.

Divisional courts

A Divisional court is bound by the decisions of the
House of Lords, the Court of Appeal and its own
previous decisions, on the same lines as the Court
of Appeal. Its decisions are binding on High Court
judges sitting alone and lower courts such as the
magistrates’ court.



High Court

A High Court judge is bound by the decisions of
the House of Lords, Court of Appeal and Divisional
courts, but is not bound by another High Court judge.

Other courts

Magistrates’ courts and county courts are bound
by the decisions of higher courts, but their own
decisions have no binding force on other courts at
the same level.

In a recent case, the House of Lords had to consider
whether lower courts were bound to follow decisions
of the House of Lords which were in conflict with
later decisions of the European Court of Human
Rights. In Kay v London Borough of Lambeth; Leeds
City Council v Price (2006), Lord Bingham took the
view that, unless there are exceptional circumstances,
the courts should continue to follow binding preced-
ent. If lower courts believe that they are bound by a
precedent which is potentially inconsistent with a
decision of the Court of Human Rights, they can
give leave to appeal. ‘Leap frog appeals’ under the
Administration of Justice Act 1969 (see Chapter 3)
which allow fast track appeals direct from the High
Court to the House of Lords may be appropriate in
these circumstances. Lord Bingham also referred to
the nature of decisions emanating from the Court of
Human Rights in Strasbourg:

..in its decisions on particular cases the
Strasbourg court accords a margin of appreci-
ation, often generous, to the decisions of national
authorities and attaches much importance to the
peculiar facts of the case. Thus it is for national
authorities, including national courts particularly,
to decide in the first instance how the principles
expounded in Strasbourg should be applied in
the special context of national legislation, law,
practice and social and other conditions. It is by
the decisions of national courts that the domestic
standard must be initially set, and to those deci-
sions the ordinary rules of precedent should apply.

At first sight, the system of precedent seems to
consist of a very rigid set of rules, which have the
effect of restricting possible growth in the law. It is
certainly true that a court can find itself bound by a
bad precedent, the application of which causes great
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injustice in the particular case before it. However,
the system is more flexible in practice.

Since 1966, as we saw earlier, the House of Lords
has not been bound by its own precedents, thus
creating limited opportunities for the development
of new legal principles. Moreover, any court can
use a variety of techniques to avoid following an
apparently binding precedent. There may be mater-
ial differences between the facts of the case before
the court and the facts of the case setting the preced-
ent, and so the earlier case can be distinguished. It is
by avoiding precedents in this way that the judges
make law and contribute to the enormous wealth of
detailed rules which characterise case law.

EUROPEAN COMMUNITY LAW

On 1 January 1973 the United Kingdom became a
member of the EC and thereby subject to a new
source of law. Before we examine the nature of
Community law and its impact on the English legal
system, it is important to understand how the EC
has developed and how it functions today.

Historical background

On 18 April 1951 ministers representing France,
West Germany, Italy, Belgium, The Netherlands and
Luxembourg took the first step towards the creation
of the EC, which the United Kingdom finally joined
in 1973. They signed the Treaty of Paris establishing
the European Coal and Steel Community (ECSC)
with the aim of placing coal and steel production
under international control. The same six founding
members came together again in March 1957 to sign
the two Treaties of Rome which set up the European
Economic Community (EEC) and the European
Atomic Energy Community (EURATOM).

The EEC was by far the most important of the
three communities because its aim was the creation
of a common market and harmonisation of the eco-
nomic policies of member states. For these purposes,
the EEC concerned itself with ensuring freedom of
movement within the Community for persons, cap-
ital and services, devising common agricultural and
transport policies and ensuring that competition
within the EEC was not restricted or distorted. The
constitution of each community is to be found in the
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Treaty which established it. Since the Merger Treaty
of 19635, the three Communities have shared common
institutions.

In January 1972 four more European countries
agreed to join the EEC by signing the Treaty of
Accession in Brussels. Only the United Kingdom,
Republic of Ireland and Denmark took their places
from 1 January 1973: Norway failed to ratify the
Treaty following a negative vote by the Norwegian
electorate in a national referendum. In 1981, the nine
became 10 with the accession of Greece, and member-
ship was increased again when Spain and Portugal
joined on 1 January 1986. The former territory of the
German Democratic Republic became part of the
Community in 1990 on the reunification of Germany.

In 1985 the heads of government of the member
states committed themselves to removing all remain-
ing barriers to the creation of a genuine ‘common
market’ by the end of 1992. This commitment was
contained in the Single European Act (SEA), which
was approved by the European Council in December
1985 and signed in February 1986. The SEA had to
be ratified by national Parliaments; this was achieved
by the UK Parliament in the form of the European
Communities (Amendment) Act 1986. The SEA,
which came into force in the Community on 1 July
1987, contained the following elements:

B an agreement to establish an internal (or single)
market by 31 December 1992 (the internal market
was defined as ‘an area without internal frontiers
in which the free movement of goods, persons,
services and capital is ensured’);

m a declaration of the willingness of member states
‘to transform relations as a whole among their
States into a European Union’;

m an acknowledgement of the objective of progress-
ive realisation of economic and monetary union;

® an agreement to develop unrealised policies in
the fields of economic and monetary convergence,
social policy and the environment;

m a strengthening of the position of the European
Parliament in the law-making process by means
of a new ‘co-operation procedure’;

m an extension of the range of matters which could
be decided by majority (rather than unanimous)
voting by the Council of the European Union.

Further steps towards European integration were
taken in December 1991 when the heads of govern-

ment of the member states, meeting at Maastricht,
agreed the details of a Treaty on European Union
(TEU). The terms of the TEU include:

m the establishment of a European Union ‘founded
on the European Communities supplemented by
the policies and forms of co-operation created by
the TEU’;

m the adoption of principles fundamental to the
Union including respect for the national identities
of the member states, respect for fundamental
rights as a principle of Community law and respect
for the principle of subsidiarity;

B a new agreement on economic and monetary
union, accompanied by a strict timetable for its
achievement;

m inter-governmental co-operation on a Common
Foreign and Security Policy (CFSP);

m inter-governmental co-operation in the fields of
Justice and Home Affairs (including asylum and
immigration policies and police co-operation in
combating terrorism and drug-trafficking);

m expansion of Community powers in a number of
economic and social fields, including health pro-
tection and overseas development co-operation;

m changes to the balance of power between EC
institutions, in particular the strengthening of the
role of the European Parliament in the law-making
process;

® in a separate protocol all member states (except
the UK) subscribed to the Social Chapter which
incorporates the social policy objectives of the EC.

The Treaty had to be ratified by all member states
before it could come into force. In order for the
Treaty to take effect in the UK, Parliament passed the
European Communities (Amendment) Act 1993.

On 1 January 1994 the Agreement on the European
Economic Area (EEA) came into effect. Under this
agreement, the principles and most of the rules of the
single market were extended to five of the seven
countries of the European Free Trade Association
(EFTA) — Austria, Finland, Iceland, Norway and
Sweden. Although these countries obtained the free-
trade advantages of the single market, they did not
become members and so had little say in the single
market rules to which they were subject. To overcome
this drawback, some of the countries sought EC
membership — Austria, Finland and Sweden achieved
full membership of the EC from 1 January 1995.



In June 1997, member states concluded negoti-
ations on a new treaty at a European Council held
in Amsterdam. The provisions of the Treaty of
Amsterdam, which was signed by representatives of
member states in October 1997, reflected not only
the preoccupations of the Community in relation
to, for example, unemployment and public health,
but also paved the way for future enlargement of
the Union.

The Treaty covers the following areas:

Freedom, security and justice

m Common action on asylum, visas, immigration and
controls at external borders would be brought
within Community rules and procedures, although
the UK was permitted not to participate in any
new measures adopted in relation to visas, asylum
and immigration.

m Increased co-operation between police forces,
customs and other law enforcement agencies in
member states to assist the prevention, detection
and investigation of criminal offences.

2 Union policies to benefit citizens

m Specifying the promotion of a high level of
employment as a community objective, introduc-
ing a treaty-basis for developing a co-ordinated
strategy for employment and establishing a co-
ordination process for developing employment
policies at Community level.

m Incorporation into the treaty of a strengthened
Social Chapter applying to all member states,
bringing to an end the UK’s opt-out negotiated
by the former Conservative Prime Minister, John
Major, at Maastricht.

m In relation to environmental matters, the achieve-
ment of sustainable development became one of
the objectives of the Community.

m Ensuring that Community policies and activities
achieve a high level of human health protection.

B Measures to enhance the protection of consumers.

m A new treaty protocol setting out legally binding
guidelines on the application of the principles
of subsidiarity and proportionality. Subsidiarity
means that the Community should have a sub-
sidiary function and only take action in relation
to matters which cannot be carried out effectively
atlocal (member state) level. Proportionality means
that in relation to Community matters, member
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states and European institutions should take action
which is proportionate (i.e. not excessive) in order
to achieve the intended object.

3 External policy

m Measures to improve the coherence and effective-
ness of the Common Foreign and Security Policy.

4 Union’s institutions and legislative
procedures

m Introducing changes to the co-decision procedures
and extending the areas where it may be used.

m Capping the number of members of the European
Parliament at 700.

m Extending the areas where qualified majority may
be used for adopting the acts of the Council.

m Introducing changes to the Commission, e.g.
increasing the powers of the President to select
Commissioners.

m Extending the powers of the Court of Justice in
relation to, e.g., safeguarding fundamental rights.

m Unofficial consolidation of all treaties, including
the Treaty on European Union.

In December 2000 the EC heads of government
concluded the Treaty of Nice which paved the way
for the future enlargement of the Community from
15 to 27 member states. European states seeking
membership included Poland, Romania, Czech
Republic, Hungary, Bulgaria, Slovakia, Lithuania,
Latvia, Slovenia, Estonia, Cyprus and Malta. The
Treaty made a number of important changes to the
organisation and operation of EC institutions to
accommodate the expansion of the Community.

They included:

m A new voting system for the Council of the Euro-
pean Union to come into effect on 1 January 2005.

m The European Parliament for 2004-09 to include
representation from new member states which
have signed accession treaties by the beginning
of 2004. The number of MEPs representing each
member state would be scaled down. Similar
arrangements would be made for the ECSC and
the Committee of the Regions.

m The Commission to consist of one Commissioner
for each member state from 1 January 2005. (The
UK would have to lose one of its two Commis-
sioners.) On accession, a new member state would
be entitled to appoint its own Commissioner
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for one term. However, when the EC eventually
consists of 27 members, the number of Commis-
sioners must be less than the number of member
states and a rotation system will be put into
operation.

In April 2003, 10 new member states signed the
Treaty of Accession in Athens. Cyprus, the Czech
Republic, Estonia, Hungary, Latvia, Lithuania,
Malta, Poland, Slovenia and Slovakia joined the EC
on 1 May 2004. Bulgaria and Romania joined the
Community in January 2007. Croatia and Turkey
are in negotiations to join the Community and in
2005 the former Yugoslav Republic of Macedonia
was granted candidate status for membership. A
summary of the key dates in the enlargement of the
EC is set out in Fig 2.3.

European Community or European Union?

It has become fashionable since the ratification of
the TEU to refer to the European Union. Technic-
ally, the European Union consists of the European

Community (the new formal title of what used to be
known as the European Economic Community), the
European Coal and Steel Community (ECSC), the
European Atomic Energy Community (EURATOM),
and the new areas of inter-governmental co-operation
on foreign and security policy (CFSP), justice and
home affairs. The European Community (EC) has
not been replaced by the European Union. The EC,
along with ECSC and EURATOM, is one ‘pillar’
of the European Union. The other two ‘pillars’ are
CFSP, and justice and home affairs. Action in respect
of these two pillars must be taken on the basis of
inter-governmental co-operation: Community law
does not apply and the European Court of Justice
has no jurisdiction in these areas (although the
Treaty of Amsterdam extends the powers of the
Court of Justice in relation to action by the Union
on asylum and immigration and co-operation on
police and judicial matters). However, it should be
noted that the Council (see below) now calls itself
the Council of the European Union — even when it
is enacting EC legislation.

Year Member states joining the Community Number of
member states

1951 Belgium, France, West Germany, Italy, Luxembourg and The Netherlands

form the European Coal and Steel Community 6
1957 Six founding members set up European Atomic Energy Authority and

European Economic Community 6
1973 UK, Ireland and Denmark join the Community 9
1981 Greece accedes to EC membership 10
1986 Spain and Portugal join the EC 12
1990 German Democratic Republic (East Germany) becomes a member on

reunification of Germany 12
1995 Austria, Finland and Sweden join the EC 15
2004 Cyprus, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland,

Slovenia and Slovakia accede to membership 25
2007 Bulgaria and Romania join the EC 27

Fig 2.3 Enlargement of the European Union



Community institutions

The aims and objectives of the EC are put into effect
by four main institutions: the Council of the European
Union, the Commission, the European Parliament
and the European Court of Justice.

The Council of the European Union

The Council is made up of one minister from each
member state, chosen on the basis of the subject
under discussion. Thus, meetings of the Council may
be attended by the foreign ministers of each country
but if, say, the common transport policy is under
discussion, the transport ministers of each member
state will attend. European Council meetings at head-
of-state or government level take place at least twice
a year. Each member state acts as President of the
Council for six months in rotation. The Council is
the supreme law maker for the EC, but this power
is restricted by the fact that in most cases it can only
legislate in respect of proposals put forward by the
Commission. Although few decisions require the
approval of all member states, under the Luxembourg
Accords, the Council has adopted the practice of
unanimity for decisions where vital national inter-
ests are at stake. Other decisions may be taken on a
simple majority vote or on a qualified majority vote
(QMV). In the latter case each country has a certain
number of votes (France, Germany, Italy and the
UK have 29 votes each; Spain and Poland have 27
each; Romania 14 votes; The Netherlands 13 votes;
Belgium, Czech Republic, Greece, Hungary and
Portugal have 12 votes apiece; Austria, Sweden and
Bulgaria 10 votes; Denmark, Ireland, Lithuania,
Slovakia and Finland seven votes; Cyprus, Estonia,
Latvia, Luxembourg and Slovenia have four votes
each and Malta has three). A qualified majority is
achieved if a majority of member states (in some
cases a two-thirds majority) agree and 255 votes are
in favour. A member state may ask for confirmation
that the votes in favour represent 62 per cent of the
total population of the EC. The SEA extended the
provisions for QMV to most single-market proposals
to help the EC meet the 1992 target for the creation
of the single (internal) market.

The Commission

The Commission, which is based in Brussels, com-
prises 27 members, one from each member state. Of
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the 27 Commission members, one is the President
and five are Vice-Presidents. Commissioners are ap-
pointed for a period of five years by mutual agree-
ment between the 27 member states. Once appointed,
Commissioners must act with complete independ-
ence in the interests of the EC. Each Commissioner
is assisted by a Cabinet consisting of six or more
officials appointed by the Commissioner and respons-
ible to him. Cabinet members have an important role
to play in formulating proposals for approval by the
Commission. The Chefs de Cabinet meet regularly to
co-ordinate activities and prepare for Commission
meetings. The Commission is divided into depart-
ments known as Directorates-General, headed by a
Director-General who is responsible to a Commis-
sioner. Each Directorate-General is divided into Dir-
ectorates, which are further divided into Divisions.
There are also various specialised services, e.g. a Legal
Service.

The Commission plays an important part in the
legislative process of the EC. It formulates Commun-
ity policy, drafts proposed legislation to be laid before
the Council, and it can exercise a limited legislative
power of its own in some areas, e.g. competition
policy and control of government subsidies. The
Commission is also responsible for implementing
Community legislation and ensuring that treaty
obligations are being observed by member states.

The Parliament

Since 1979 MEPs have been directly elected by the
citizens of member states. Elections are held every
five years. At the June 2004 elections, 732 MEPs were
elected: 99 from Germany, 78 each from France,
Italy and the UK, 54 each from Spain and Poland,
24 each from Belgium, Greece, Portugal, Hungary
and Czech Republic, 19 from Sweden, 14 each from
Denmark, Finland and Slovakia, 13 each from Ireland
and Lithuania, 9 from Latvia, 7 from Slovenia, 6 each
from Cyprus, Estonia and Luxembourg and 5 from
Malta. Following the accession of Romania and
Bulgaria on 1 January 2007, membership of the
European Parliament has increased to 785 MEPs.
Romania has 35 and Bulgaria 18 MEPs. MEPs tend
to sit and vote according to political rather national
allegiances. The European Parliament operates in two
locations: plenary sessions are held in Strasbourg,
while committee meetings take place in Brussels.
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Despite its name, the European Parliament is an
advisory or consultative body rather than a legisla-
tive one. It is consulted by the Council and the
Commission before certain decisions are taken: it
can offer advice and opinions, it monitors the activ-
ities of the Commission and the Council and has the
power to dismiss the full Commission. Its supervis-
ory powers were extended under the TEU allowing
it to set up Committees of Inquiry to investigate
contraventions of, or maladministration in, the
implementation of Community law. It also has the
power to appoint an ombudsman responsible for
investigating complaints of maladministration. It
plays an important part in drawing up the Com-
munity budget and can reject the entire budget. The
SEA strengthened the role of the European Parlia-

Member states Number of
seats from
1 January 2007
German Federal Republic 99
France 78
Italy 78
United Kingdom 78
Spain 54
Netherlands 27
Poland 54
Romania 85
Belgium 24
Greece 24
Portugal 24
Hungary 24
Czech Republic 24
Sweden 19
Austria 18
Bulgaria 18
Denmark 14
Finland 14
Slovakia 14
Ireland 13
Lithuania 13
Latvia 9
Slovenia 7
Cyprus 6
Estonia 6
Luxembourg 6
Malta 5
Total 785

Fig 2.4 Membership of the European Parliament

ment in the legislative process and the TEU extends
its powers by allowing it to veto certain proposals in
areas such as the single market.

The composition of the European Parliament after
1 January 2007 is set out in Fig 2.4.

Court of Justice (EC))

The Court of Justice, which sits in Luxembourg, is
composed of 27 judges, one from each member state.
They are assisted by several Advocates-General,
whose function is to present an unbiased opinion of
the case to the court. Judicial personnel are appointed
by unanimous agreement between the governments
of member states for terms of six years, which may
be renewed. The Court of Justice exercises judicial
power within the EC. Its jurisdiction covers the fol-
lowing areas:

1 Preliminary rulings. Under Art 234 (previously
Art 177) of the Treaty of Rome, any tribunal in a
member state may ask the court to give a preliminary
ruling concerning the interpretation of the treaties
or Community legislation enacted under the treaties.
If such a question is raised in a court against whose
decision there is no further right of appeal, the ruling
of the Court of Justice must be sought. References
to the Court of Justice under Art 234 are not appeals
as such. The proceedings of the national courts
are suspended while the point of European law is
determined by the European Court. The case then
resumes in the national court, where the ruling is
applied to the facts of the case.

2 Actions against member states. Proceedings may
be taken against member states either by the Com-
mission or by another member state in respect of
violations of the treaties or Community legislation.
If a case is established, the court will make an order
requiring the member state to take the necessary
measures to comply with the ECJ’s judgment. In the
past the ECJ has had to rely on political pressure to
secure compliance, but the TEU gives the EC]J the
power to impose financial sanctions.

3 Actions against Community institutions. Actions
may be brought against Community institutions
by other institutions, member states or, in certain
circumstances, by corporate bodies and individuals.
Such proceedings may be used to annul the acts of the



Council and the Commission, to obtain a declaration
that the Council or the Commission has failed to act
as required by the treaties, to obtain compensation
for damage caused by the unlawful actions of Com-
munity institutions and their servants and to review
penalties imposed by the Commission.

4 Community employment cases. The court also
deals with disputes between the EC and its employees.

The SEA provided for the creation of a Court of
First Instance (CFI) to help relieve the Court of Justice
of some of its workload. The CFI was inaugurated
in 1989; its members are appointed for six-year terms
by mutual agreement of the governments of the
member states. It normally sits in divisions of three
or five judges. Members of the court may be asked
to perform the role of Advocates-General, in which
case they must not participate in the deliberations
of the court before judgment. The jurisdiction of
the CFI is confined to disputes between the EC and
its employees, appeals against implementation of
EC competition rules and actions brought by under-
takings against the Commission under the ECSC
Treaty. Appeals against a decision of the CFI may
be made to the Court of Justice, but on a point of
law only.

Membership of the court increased from 25 to
27 from 1 January 2007 as judges were appointed
for the new member states. The court will be able
to sit as a Grand Chamber of 13 judges rather than
requiring plenary sessions attended by all judges.

Other institutions
The Court of Auditors. The Court of Auditors, which

sits in Luxembourg, is the Community’s financial
watchdog. Its job is to scrutinise and report on the
Community’s financial management and oversee
the implementation of the budget. It has 27 members
from 1 January 2007, one from each member state,
who are appointed every six years by the Council in
consultation with the European Parliament. Since
1 May 2004 the Court has been able to set up ‘cham-
bers’ of a few members in the interests of efficiency.

The Economic and Social Committee (ESC). The
ESC consists of representatives from all member
states, drawn from various categories of economic
and social activity, including employers, workers,
professional bodies, consumers, environmentalists,
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farmers and so on. It is an advisory body whose
opinion is sought by the Council and Commission
on proposed legislation and other matters. The
membership of the ESC rose from 317 to 344 from
1 January 2007.

The Committee of the Regions. This advisory
Committee was established by the TEU. It consists
of representatives from each member state, drawn
from regional and local bodies. The Committee is
consulted on proposed legislation in such areas as
education, culture and public health to ensure that
regional interests are considered. The membership
of the Committee increased from 317 to 344 from
1 January 2007.

The European Investment Bank (EIB). The EIB,
which is based in Luxembourg, is the Community’s
bank. It lends money to finance capital investment
projects.

The EC Ombudsman. This position was created
by the TEU. The EC Ombudsman, who is appointed
by the European Parliament for a five-year term of
office, has the task of receiving and dealing with
complaints from citizens of member states concern-
ing maladministration by any Community institution
or body, except the European Court of Justice. The
EC Ombudsman may receive complaints direct from
aggrieved individuals and there is no limitation period
on complaints. The EC Ombudsman may also receive
complaints from MEPs or mount an investigation
on his own initiative. Like his UK counterpart, the
EC Ombudsman has no power to impose sanctions
on institutions found guilty of maladministration.
He or she must rely on adverse publicity and political
pressure to secure an appropriate remedy. He or she
must submit an annual report to the European Parlia-
ment and a report in each case where maladminis-
tration is found.

Sources of Community law

The nature and effect of Community law are sum-
marised in Fig 2.5. The main sources of EC law are
as follows:

1 The treaties. The treaties are the primary source
of EC law. The foundations of the Community legal
system were laid in the original Treaties of Paris and
Rome and have been added to by further treaties,
such as the Treaty of Accession and the TEU. These
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THE TREATIES

I

Primary law
Law contained
in treaty articles

Secondary law
Law made by Community
institutions within powers
conferred by the treaties

Treaty articles Regulations Directives Decisions
| |
I I
Directly Not directly applicable — Directly Not directly applicable — Binding on
applicable requires states to applicable requires states to addressee
implement objectives implement objectives
by national measures by national measures
Usually If insufficiently Usually Some If not
directly precise, directly provisions implemented,
effective not directly effective not directly a directive
effective effective may be directly
effective, provided
it is clear, precise
and unconditional
|
Vertical Horizontal Vertical and Horizontal Vertical Directly
effect effect effect effect effect only effective
I I I I I I
Creates Creates Creates Creates Creates rights Third party
individual individual individual individual against may acquire
rights rights rights rights the state rights against
against against other against against other addressee
the state individuals the state individuals
and/or and/or
undertakings undertakings

Fig 2.5 The nature and effect of Community law

treaties have not been revised by the Amsterdam
Treaty.

Under international law treaties are only bind-
ing on states at a government-to-government level
and cannot normally be enforced by individuals
in national courts. Although the treaties themselves
make no reference to their effect and the rights of
citizens to enforce treaty obligations, the European
Court of Justice has developed the doctrine of
‘direct effect’ which enables an individual citizen to
enforce Community rights derived from the treaties
in domestic courts. The doctrine of direct effect was
established in the following case.

Algemene Transport-en Expeditie Onderneming

van Gend en Loos NV v Nederlandse
Belastingadministratie (1963)

This case concerned the payment of duty on chemicals
being imported from Germany to the Netherlands. Van
Gend en Loos, a Dutch transport company, brought an
action before a Dutch tribunal claiming that an increase in
the import duty being charged by the Dutch government
infringed Art 12 of the EEC Treaty (now Art 25 of the EC
Treaty). The tribunal referred the matter to the ECJ for a
preliminary ruling under Art 177 of the EEC Treaty (now Art
234 of the EC Treaty) as to ‘whether Article 12 of the EEC
Treaty has direct application within the territory of Member
States, in other words whether nationals of such a state



can, on the basis of the Article in question, lay claim to
individual rights which the courts must protect’. The ECJ
held that Art 12 was directly effective and could be relied
on by Van Gend en Loos. The ECJ concluded that: ‘the
community constitutes a new legal order of international
law for the benefit of which the states have limited their
sovereign rights, albeit within limited fields, and the subjects
of which comprise not only Member States but also their
nationals. . . . Community law therefore not only imposes
obligations on individuals but is also intended to confer
upon them rights which become part of their legal heritage.
These rights arise not only when they are expressly
granted by the Treaty but also by reason of obligations
which the Treaty imposes in a clearly defined way upon
individuals as well as upon the Member States and upon
the institutions of the Community.’

Not all treaty provisions are directly effective. The
criteria used to determine whether a provision is
directly effective were developed by the ECJ in Van
Gend en Loos and subsequent cases. The provision:

® must be clear and unconditional;

® must not be qualified by any reservation on the
part of member states which would make its
implementation conditional on legislation being
passed under national law;

E must contain an absolute prohibition; not an
obligation to do something but an obligation to
refrain from doing something (Costa v ENEL
(1964));

®m may be directly effective if the Community’s
institutions fail to fulfil treaty obligations, e.g. by
issuing directives (Reyners v Belgium (1974)).

An example of a ‘directly effective’ provision is
Art 141 (previously Art 119), which establishes the
principle of ‘equal pay for equal work® (Defrenne v
Sabena (1976)). Any employee, irrespective of whe-
ther he or she works in the public or private sector,
can rely on Art 141 against his or her employer in
an action for equal pay in domestic courts. Article
141 is an example of a Community provision which
gives an individual rights against other individuals
or undertakings. Such a provision is said to have
horizontal direct effect. (Provisions which create
individual rights against a member state are said to
have vertical direct effect.)

Some treaty provisions are insufficiently precise
or, by their nature, are incapable of conferring rights
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on individuals. Member states are expected to give
effect to these provisions by enacting specific legis-
lation in their own parliaments.

2 Secondary law. The treaties empower the Council
and Commission to make three types of legislation:
regulations, directives and decisions.

(a) Regulations are designed to achieve uniformity
of law among the member states. They are of general
application and usually have direct force of law in
all member states without the need for further legis-
lation, i.e. they are directly effective (horizontally
and vertically).

Consorzio del Prosciutto di Parma v Asda Stores Ltd
(2003)

The Parma Ham Association brought a legal challenge
against Asda in respect of the labelling of ham from Parma
which had been sliced and packaged in the UK as ‘Parma
Ham’. The Association argued that this practice was
unlawful under both Italian and European Law. The relevant
European regulation provided a procedure for registering a
‘protected designation of origin’ (PDO). A PDO is the name
of a place used to describe a product which originates in
that place. The ECJ held that the regulation was directly
effective and could be relied upon by individuals in mem-
ber states. Although the regulation permitted the PDO to
include the condition that slicing and packaging must take
place in the region of production, the condition could not
be enforced against businesses as it had not been brought
to their attention by adequate publicity in Community
legislation.

Although regulations are directly effective, some
of the provisions may require implementation by
member states. In this case, the provision will not
have direct effect.

An example of a regulation is Regulation 1436/70,
which requires tachographs to be fitted in commer-
cial vehicles. The Commission brought enforcement
proceedings against the UK for failure to implement
Art 21 of the regulation (EC Commission v United
Kingdom (Re Tachographs) (1979)).

(b) Directives seek to harmonise the law of member
states. They are instructions to member states to
bring their laws into line by a certain date. The
states themselves are free to choose the methods by
which the changes are implemented, e.g. by Act
of Parliament or statutory instrument. Directives,
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unlike regulations, are therefore not directly applic-
able. However, provisions of a directive may take
direct effect (vertically) if not duly implemented by
a member state. The direct effect of directives was
established in the following case.

Van Duyn v Home Office (1974)

Miss Van Duyn, a Dutch national, was refused entry to the
UK by the Home Office. She wished to take up a job
with the Church of Scientology. The British Government
regarded Scientology to be socially harmful and as a
matter of policy it refused leave to enter the UK to all
aliens who wanted to work on behalf of the Church of
Scientology. Miss Van Duyn challenged the decision on
the basis that it was contrary to treaty provisions guaran-
teeing freedom of movement within the Community. The
UK government argued that the relevant article permitted
exclusions on grounds of public policy. However, Miss
Van Duyn relied on a later directive which provided that the
public policy exclusion must be based on the personal
conduct of the individual. Since she had done nothing
wrong as an individual, the government could not justify its
refusal to allow her to enter the UK. The ECJ held that the
directive laid down an obligation which was not subject
to any exception or condition and which did not require
further action either on the part of European institutions or
member states. It conferred rights on individuals which
they could enforce in their national courts and which the
courts were bound to protect.

Comment. Member states are given a period of time
within which to implement the provision of a directive and
therefore they are only directly effective from the date set
for implementation. In Pubblico Ministero v Ratti (1979),
R was prosecuted for breach of ltalian law concerning
the labelling of chemical solvents, even though he had
observed the requirements of two EC directives. The ltalian
government had not implemented the relevant directives
by the due date and as a result was prevented from rely-
ing on its own failure in order to take action against R
under ltalian law.

An example of a directive is Directive 93/13/EEC
on unfair terms in consumer contracts (see further,
Chapter 9). The directive, which introduced a general
requirement of fairness in consumer contracts, was
implemented in the UK by means of delegated legis-
lation (the Unfair Terms in Consumer Contracts
Regulations (SI 1999/2083)).

If a directive is not implemented by the required
date:

m The state in default may find itself subject to
enforcement proceedings brought by the Commis-
sion. In 1982 the UK was found to be in breach
of its Community obligations for failing to com-
ply with the requirements of ‘equal pay for work
of equal value’ set out in the Equal Pay Directive
(EC Commission v United Kingdom (1982)).

m Public employees may be able to rely on the
directive as against the state in its capacity as
an employer (Marshall v Southampton & SW
Hampshire Area Health Authority (Teaching)
(1986) — see later). In Foster v British Gas plc
(1991) the Court of Justice defined ‘the state’ in
broad terms so that in certain circumstances it
might include newly privatised industries.

m Individuals who have suffered loss as a result of
failure to implement a directive may be able to sue
the state for damages, provided that: (a) the result
required by the directive involved conferring
rights on individuals; (b) the content of the rights
can be determined from the directive; and (c) there
is a causal link between the failure to implement
the directive and the damage suffered by those
affected (Francovich and Bonifaci v Italy (1991)).

The EC]J has also developed the concept of the
indirect effect of directives by requiring national
courts to interpret national law in light of the word-
ing and purpose of a directive to achieve the result
intended by the directive (Von Colson and Kamann
v Land Nordrhein-Westfalen (1984)). This principle
was confirmed in the following case.

Marleasing SA v La Comercial Internacionale de
Alimentacion SA (1990)

Marleasing claimed that La Comercial, a Spanish company,
had been established to defraud the creditors of Barvieso
SA, a founding member of La Comercial. Marleasing was
a creditor of Barvieso and it sought to have the formation
of La Comercial declared void under the provision of
Spanish national law. La Comercial argued that an EC
directive did not allow the agreement establishing the
company to be rendered void in these circumstances. The
Spanish government should have implemented the direct-
ive on their accession to the EC but had not done so. The
ECJ confirmed that it had consistently held that a directive
does not of itself impose obligations on an individual
and it cannot be relied on against an individual (i.e. it does
not have horizontal direct effect). However, when apply-
ing national law, whether the domestic law was enacted



before or after the directive, the national court is required
to interpret the domestic legislation in light of the wording
and purpose of the directive in order to achieve the result
intended by the directive.

Comment. It is not entirely clear whether the obligation
to interpret domestic law in accordance with a directive
applies only where the domestic legislation is ambiguous
or if it can apply where the legislation is clear and unam-
biguous but directly conflicts with a directive.

(c) Decisions may be addressed to a state, a company
or an individual and are binding on the addressee.
Some decisions may have direct effect in the sense
that third parties may be able to rely on the decision
in an action against the addressee. An example of
a decision is Council Decision 89/469 ‘concerning
certain protective measures relating to bovine
spongiform encephalopathy in the United Kingdom’,
which was adopted in the wake of the discovery of
‘mad cow’ disease.

3 Decisions of the Court of Justice. Judgments of
the Court of Justice on matters of European law are
binding on courts within the member states.

The law-making process

Regulations, directives and decisions come into effect
by a number of different procedures. The procedure
to be followed in each case is determined by the
relevant treaty article.

1 Consultation procedure. Before the amendment
of the EEC Treaty by the SEA, this was the only
procedure which operated. Under this procedure,
the Commission formulates proposals which are
submitted to the Council for consideration. The
European Parliament has a right to be consulted
and to give an opinion. A final decision is then taken
by the Council on the proposal in accordance with
the appropriate voting procedures. Although other
procedures now predominate, the consultation pro-
cedure has been retained for some matters, e.g. the
Common Agricultural Policy (CAP).

2 Co-operation procedure. This procedure, which
was introduced by the SEA, involves the European
Parliament more fully in the decision-making process.
Parliament has the opportunity to give its opinion
and propose amendments on two occasions: the
first occasion is when the Commission proposal is
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submitted to the Council and the second is after
the Council has considered Parliament’s opinion
and reached a ‘Common Position’. Parliament has
more opportunity to influence a proposal under this
procedure but does not have a right of veto. This
procedure now only applies to articles concerning
Economic and Monetary Union (EMU), as a result
of changes made at Amsterdam.

3 Co-decision procedure. This procedure was
introduced by the TEU and will apply to most single-
market proposals, consumer protection, culture and
public health. The procedure follows the co-operation
procedure up to the point where Parliament con-
siders the Common Position adopted by the Council.
If Parliament approves the proposal, the Council
adopts the measure. If Parliament indicates its inten-
tion to reject the Common Position, a Conciliation
Committee, consisting of 12 representatives of the
Council and an equal number of MEPs, is convened
with a view to reaching an agreement acceptable to
both sides. If the Conciliation Committee is unable
to reach an agreement or the agreement it does reach
is unacceptable to Parliament, the proposal lapses. If
Parliament proposes amendments to the Common
Position, then, following further consideration by
the Commission and the Council, the Council may
adopt the measure provided it approves all the
amendments. If it does not, then the Conciliation
Committee is convened. If a joint text is agreed by
the two sides, the measure must be adopted within
six weeks by the Council and Parliament. If the
Committee fails to agree, the proposal will either
lapse or it could be adopted unilaterally by the
Council; but even then Parliament could reject it by
an absolute majority. This complex procedure gives
Parliament a power of veto.

4 Assent procedure. This procedure, which was
introduced by the SEA, applies to applications for
membership to the Community and agreements
between the Community and other states or inter-
national organisations. The Council may only adopt
a Commission proposal under this procedure by
obtaining the formal approval of Parliament.

The Treaty of Amsterdam introduced a number of
changes to the law-making processes within the EC.
The co-decision procedure was simplified and the
scope for using the new procedure was extended.



36 PART 1 - INTRODUCTION TO LAW

Impact of Community membership on
English law

Britain’s application to join the EC was formally
accepted and signified on 22 January 1972 when
ministers of the UK government signed the Treaty
of Accession in Brussels. A treaty is an agreement
between sovereign states, which is binding in inter-
national law only. Treaty obligations undertaken by
the UK do not become law in this country unless and
until they are embodied in legislation by Parliament.
Membership of the EC involved the acceptance of
Community law as part of English law. This could
only be achieved by passing an Act of Parliament:
the European Communities Act 1972.

Section 2(1) of the 1972 Act provides that Com-
munity law which is intended to take direct effect
within member states (i.e. provisions of the treaties
and regulations) shall automatically form part of the
law of the UK. Under s 2(2), Community legislation
which requires some act of implementation by
member states (i.e. directives) may be brought into
force by Orders in Council or ministerial regulations.
Certain measures, such as the creation of major
criminal offences, must be implemented by Act of
Parliament. English courts are required to take note
of the treaties and the decisions of the European
Court of Justice. The supremacy of Community law
over English law is illustrated by the following cases.

Macarthys Ltd v Smith (1979)

Mrs Smith was employed by Macarthys Ltd as a stock-
room manager. She claimed that she was entitled to the
same pay as her male predecessor in the job. The Court of
Appeal held that the provisions of the Equal Pay Act 1970
applied only to comparisons between men and women
employed by the same employer at the same time. How-
ever, Art 119 (now Art 141) of the Treaty of Rome provides
that ‘men and women should receive equal pay for equal
work’. Mrs Smith’s case was referred to the European
Court of Justice, which ruled that Art 119 applied to cases
of a woman following a man in a job. The provisions of Art
119 took priority over the Equal Pay Act 1970 by virtue
of the European Communities Act 1972. Mrs Smith suc-
ceeded in her action for equal pay.

Comment. This case illustrates the direct applicability of
treaty articles and their horizontal direct effect. Article 119
conferred rights on Mrs Smith, which were enforceable
against her private-sector employer in the UK courts.

Marshall v Southampton & SW Hampshire Area Health
Authority (Teaching) (1986)

The Area Health Authority (AHA) had a policy that its
employees should retire at the age at which social security
pensions became payable, i.e. 60 for women and 65 for
men. The AHA was prepared to waive the policy in respect
of certain employees and in fact allowed Miss Marshall, a
senior dietician, to work past the normal retiring age for
female employees. When she was dismissed at the age of
62, Miss Marshall claimed she had been discriminated
against on the grounds of her sex since if she had been a
man she would have continued working until the age of 65.
She based her claim on the Sex Discrimination Act 1975
and the EC Equal Treatment Directive. Both the industrial
tribunal and the Employment Appeal Tribunal dismissed her
claim under the Sex Discrimination Act because arrange-
ments in relation to death and retirement are excluded
from the Act’s prohibition of discrimination. The Court of
Appeal referred Miss Marshall’s case to the European Court
of Justice to determine whether her dismissal breached
the Equal Treatment Directive and, if it did, whether she
could rely on the directive in the English courts. Miss
Marshall succeeded on both points.

Comment. (i) The European Court of Justice found that,
as the UK had failed to implement fully the EC Equal Treat-
ment Directive, Miss Marshall could rely on the directive
against the state in its capacity as her employer, i.e. the
directive had a vertical direct effect. Directives do not have
a horizontal direct effect and do not create rights which
individual workers can enforce against their private-sector
employers.

(i) The decision in the Marshall case prompted a change
in the law. The Sex Discrimination Act 1986 now requires
employers to set a common retirement age for their em-
ployees, irrespective of their sex.

(i) Miss Marshall returned to the European Court of
Justice to challenge the statutory limit on awards made
under the Sex Discrimination Act 1975. The European
Court agreed with her argument that such a limit was in
breach of the Equal Treatment Directive (Marshall v
Southampton & SW Hampshire Area Health Authority (No
2) (1993)). The statutory limits have now been removed in
respect of claims made under both the Sex Discrimination
Act 1975 and the Race Relations Act 1976.

By enacting the European Communities Act
1972, the UK Parliament has relinquished part of its
sovereignty. Certain forms of Community law auto-
matically take precedence over English law without
reference to Parliament. Nevertheless, the 1972 Act
is a statute like any other and could be repealed by



a future Parliament and full sovereignty would be
restored.

The future of the European Union - the
European Constitution

At the Nice meeting of heads of state and government
in December 2000, it was agreed that enlargement
of the EC would necessitate constitutional reform.
A year later, the European Council meeting in Laeken
adopted a Declaration on the Future of the European
Union which led to the setting up of a European
Convention, chaired by the former French President
Valery Giscard D’Estaing, to develop a draft treaty
establishing a Constitution for Europe. The draft
constitution, which was published in full in July
2003, contains the following main elements:

m Single text. The draft constitution is contained
in a single text which would replace all existing
treaties. Part I defines the EC, its objectives,
powers, institutions and decision-making pro-
cesses. Part II incorporates the Charter of
Fundamental Rights. Part III sets out the EC’s
policies, while Part IV establishes procedures for
adopting and reviewing the Constitution.

m European citizenship. Nationals of member
states would also acquire EC citizenship, with a
clearly defined set of rights including the right to
live and work freely in the EC and to vote in and
stand as a candidate for European, national and
local elections.

m Legal personality. The Union would have a legal
personality of its own, enabling it, for example,
to sign international treaties with other organisa-
tions such as the World Trade Organization.

m Elected president. A permanent president would
be elected by the European Council to chair the
Council and ‘drive forward its work and ensure,
at his level, the external representation of the
Union’. The President would be elected for a
term of two and a half years, renewable once.

m Foreign policy. The EC would have competence
to agree a common foreign and security policy and
to work towards a common defence policy. A new
post, Foreign Affairs Minister, is proposed. The
minister would be appointed by the Council, with
the agreement of the President, and have respons-
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ibility for conducting the EC’s common foreign
and security policy. The minister would also act
as one of the Commission’s Vice-Presidents.
Institutions. The Council would consist of the
heads of state or government of each member state
plus a permanent President and the President of
the Commission. The Foreign Affairs Minister
would also be involved in the work of the Council.
From 2009, the Commission would consist of the
President of the Commission, the Foreign Affairs
Minister and 13 ‘voting’ European Commissioners
selected on the basis of equal rotation between
member states. Other member states would be
entitled to one ‘non-voting’ commissioner each.
Commissioners would be appointed by the
President of the Commission from a list of three
(including at least one woman) drawn up by each
member state. The role of the European Parliament
in legislation would be strengthened by extending
to new areas the co-decision procedures (renamed
legislative procedure) in which the Council of
Ministers must obtain Parliament’s agreement.
Clarification and classification of powers. The draft
constitution clarifies the powers which member
states have transferred to the EC and establishes
three categories of powers. The first category,
which are referred to as exclusive powers, are
those matters where the EC has the power to act
alone on behalf of all members, e.g. competition
rules necessary for the operation of the internal
market and monetary policy for member states
who have adopted the Euro. The second category,
called areas of shared competence, are matters
where the Union shares competence with member
states. They include the internal market, common
agricultural policy, transport, the environment,
energy and consumer protection. The third cat-
egory, known as areas of supporting action, are
those matters where member states have primary
responsibility for managing activities for its citizens
but the Union may take supporting, co-ordinating
or supplementary action. They include industry,
civil protection, protecting and improving human
health, education and training, sport and culture.
The Union does not have the authority to har-
monise national laws in these areas. In addition
to the three categories of competence, the draft con-
stitution also identifies areas where it is necessary
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Proposed legal acts Current types of Definition in the draft constitution
legal act

European law Regulation A legislative act of general application, binding in its
entirety and directly applicable in all member states.

European Directive A legislative act binding in the effect to be achieved, on

framework law the member states to which it is addressed, but which
allows member states freedom as to the means by which
the result is achieved.

European regulation A non-legislative act of general application which may
either be binding in its entirety and directly applicable
in all member states or binding as to the result to be
achieved but which leaves member states free to choose
the means of achieving the required result.

European Decision Decision A non-legislative act, binding in its entirety on those to

whom it is addressed.

Recommendation

Recommendation

No binding force, where adopted by the institutions.

Opinion

Opinion

No binding force, where adopted by the institutions.

Fig 2.6 Proposed legislative acts under the draft European constitution

for member states to co-ordinate their policies,
e.g. economic and employment policies.

m European legislation. The draft constitution
reduces the number of legal instruments to six.
The nature of each proposed type of legal act and
its relationship with existing European legislation
is set out in Fig 2.6.

® Qualified majority voting (QMYV). The draft con-
stitution increases the number of Council decisions
which can be made by QMYV and redefines QMV
as 55 per cent of member states representing
65 per cent of the Union’s population. This pro-
vision would take effect from 2009.

m Subsidiarity and proportionality. The draft con-
stitution enshrines the principles of subsidiarity
and proportionality. Subsidiarity means that the
Union is subsidiary to the member states and it
should only take action where the desired object-
ives cannot be achieved satisfactorily at state
level but can be better achieved by the Union. The
principle of proportionality requires that any action
must not go further than necessary to achieve an
objective. The Commission will be required to

explain how these principles have been taken
into account when it proposes legislation and if
one-third of national parliaments think the prin-
ciples have not been respected, they can force the
Commission to re-think its proposals.

m Charter of Fundamental Rights. The draft con-
stitution incorporates the Charter of Fundamental
Rights which was agreed at Nice in December
2000. The scope of the Charter is broader than
the European Convention on Human Rights (see
pp 39-46), including, for example, the social rights
of workers such as the right to strike, protection
of personal data and the freedom to conduct a
business. Its provisions will have binding legal
force and the European Court of Justice will be
responsible for ensuring adherence to the Charter.

m The Court of Justice. The Court of Justice will
consist of the European Court of Justice, the High
Court (currently called the Court of First Instance)
and other specialised courts.

Agreement on the Constitutional Treaty was
reached in June 2004 and member states began the



process of ratification in accordance with domestic
arrangements. The Treaty was ratified by 13 of the
25 member states but in 2005 the French and Dutch
voted ‘No’ to the Constitution in national referenda.
The leaders of member states agreed to a period of
reflection before deciding what action to take next.
It is unlikely that any steps will be taken before the
end of 2008.

HUMAN RIGHTS

European Convention on Human Rights
and the Human Rights Act 1998

The UK is very unusual in having no written con-
stitution which sets out the powers of the Crown,
Parliament, the government and the judiciary, and
the rights of citizens. In the UK, a person is free to
do anything which is not specifically prohibited by
the law. However, there is no statement of basic
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civil rights and no mechanism to prevent Parliament
from passing legislation which restricts civil rights.
Most other countries have written constitutions which
incorporate a statement of fundamental civil rights
guaranteed by the state and the courts.

In 1950 the Council of Europe adopted a European
Convention on Human Rights (ECHR) which was
based on the United Nations’ Universal Declaration
on Human Rights. The UK ratified the ECHR in
1951. The rights and freedoms protected by the
ECHR and subsequent amendments (known as pro-
tocols) ratified by the UK are set out in Fig 2.7.

Rights under the Convention are not all the same.
There are three types of Convention right:

m absolute rights (i.e. Arts 2 and 3) which cannot
be restricted in any circumstances including times
of war or other general emergency and which
must not be balanced with any public interest;

m limited rights (i.e. Arts 5 and 6) which are rights
which may be limited by provisions specified

Atrticle Rights and freedoms Type of right
2 The right to life Absolute
& Freedom from torture or inhuman or degrading treatment Absolute
4 Freedom from slavery and forced labour Absolute
5 The right to liberty and security of the person Limited
6 The right to a fair trial Limited
7 Protection from any retrospective effect of the criminal law Absolute
8 Right to respect for private and family life Qualified
9 Freedom of thought, conscience and religion Qualified

10 Freedom of expression Qualified

11 Freedom of assembly and association Qualified

12 The right to marry Qualified

14 The enjoyment of Convention rights without discrimination on the

grounds of sex, race, colour, language, religion, political or other
opinion, national or social origin, association with a national minority,
property, birth or other status

Protocol 1

1 The right to peaceful enjoyment of one’s possessions Qualified

2 The right to education Qualified

& The right to free elections Qualified

Protocol 6

1 Abolition of the death penalty Qualified by Art 2

2 Death penalty in times of war

Fig 2.7 The European Convention on Human Rights
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within the Article or where the government can
enter a derogation, restricting the exercise of
certain rights in times of war or other public
emergency;

m qualified rights (i.e. Arts 8 and 9) which are those
rights which may be limited or restricted pro-
vided the interference with rights is prescribed
by law, is done to pursue a legitimate aim set out
in the relevant Article (e.g. prevention of crime,
interest of national security), the interference is
necessary in a democratic society by fulfilling a
pressing social need, pursuing a legitimate aim and
is proportionate to the achievement of the aim.

Unlike the Universal Declaration on Human Rights,
the ECHR established institutions and procedures
for protecting the rights enshrined in the Convention.
The European Court of Human Rights, which sits
at Strasbourg, adjudicates on petitions brought by
individual citizens against a state and cases brought
by one state against another. Individual petitions may
only be brought to the court if the relevant state has
accepted the rights of its citizens to bring a petition
and all domestic remedies have been exhausted. The
European Commission on Human Rights is respons-
ible for ensuring that the individual petition is
admissible and in all cases trying to help the parties
to resolve the dispute. If an out-of-court settlement
cannot be reached, the case may be referred to the
court. If the court decides that a state is in breach
of the ECHR, it can award compensation or other
Yust satisfaction’ of the case. The court has no
powers of enforcement and in practice it relies on
the goodwill of states to implement its judgments.

Although the UK ratified the ECHR, and from
1966 allowed UK citizens to bring individual peti-
tions to the court, the provisions of the ECHR
were not incorporated into UK law. As with other
treaties, UK judges in domestic courts could take the
ECHR into account in interpreting UK legislation
and in applying the rules of common law. However,
if the legislation was clear but in conflict with the
ECHR, judges had to apply the UK legislation. Indi-
viduals were forced to exhaust all rights of appeal in
UK courts, at great expense, before being allowed
to take the case to the European Court of Human
Rights. About half of the other signatory states
had incorporated the ECHR into their domestic

law. Their citizens could rely on the ECHR in their
domestic courts and any legislation in conflict with
the ECHR could be declared invalid.

In 1997 the Labour government indicated its inten-
tion to incorporate the ECHR into UK law. The
Human Rights Act 1998 (HRA 1998), which came
fully into force on 2 October 2000, enables people
to enforce their Convention rights in UK courts
rather than having to exhaust all domestic remedies
before bringing a case to the European Court of
Human Rights in Strasbourg. UK legislation must
now be interpreted as far as possible by the courts
in a way which is compatible with Convention rights
(s 3). If a provision of UK legislation is incompatible
with Convention rights, specified courts are able
under s 4 to make a ‘declaration of incompatibility’.
The courts specified include the House of Lords, the
Judicial Committee of the Privy Council, the Court
of Appeal and the High Court. The incompatible
provision remains in force until it is amended by
ministerial order. Where the legislation emanates
from the Scottish Parliament or the Assemblies in
Wales and Northern Ireland, the courts have the
power to overrule provisions which are incompat-
ible with the ECHR. By July 2006, when the Lord
Chancellor published a review of the implementa-
tion of the HRA 1998, there had been 11 declara-
tions of incompatibility by superior courts and
12 occasions when the s 3 requirement to interpret
UK legislation in a way which is compatible with
Convention rights had been used. The following is
an example of a case relevant to business where a
declaration of incompatibility was upheld by the
Court of Appeal.

International Transport Roth GmbH v Secretary of
State for the Home Department (2002)

This case arose out of the government’s attempts to
reduce the number of people entering the UK illegally by
imposing fixed penalties on those responsible. Under the
scheme, established by Part Il of the Immigration and
Asylum Act 1999, owners, hirers and drivers of lorries were
liable to pay a fixed penalty of £2,000 per clandestine
entrant unless they could establish (i) that they were acting
under duress, or (i) that they had neither actual nor con-
structive knowledge of the clandestine entrant and that
there was an effective system of preventing the carriage of
illegal entrants which was operated properly on the occa-
sion in question. Where a penalty notice had been issued,



a senior immigration officer had the power to detain the
vehicle if he believed that there was a serious risk that the
penalty would not be paid. The six claimants, who were
liable for penalties, sought judicial review of the statutory
scheme on the grounds that it was incompatible with Art 6
and Protocol 1, Art 1 of the European Convention on Human
Rights and that it was contrary to Arts 28 and 49 of the EC
Treaty (the right to free movement of goods).

The Court of Appeal held by a majority that the scheme
was incompatible with Art 6: the penalty was criminal rather
than civil in character and therefore attracted the protection
of Art 6. The fixed nature of the penalty offends the right of
the person responsible to have the penalty determined by
an independent tribunal. The scale and inflexibility of the
penalty scheme had the effect of imposing an excessive
burden on carriers in breach of Protocol 1, Art 1. The
scheme was not inconsistent with Arts 28 and 49 of the EC
Treaty. The declaration of incompatibility made by Sullivan J
in the lower court was upheld. The scheme was amended
by the Nationality, Immigration and Asylum Act 2002.

A minister in charge of a Bill is required to make
a written statement that he believes the Bill is com-
patible with the ECHR or, if he is unable to make
such a statement, that he nevertheless wishes the
House to proceed with the legislation.

It is unlawful under s 6 for a public authority to
act in a way which is incompatible with the ECHR.
Although the HRA 1998 does not define the term
‘public authority’, s 6 states that it includes courts
and tribunals and any person whose functions are
of a public nature. Obvious examples of core public
authorities include central and local government,
the armed forces, the police, immigration and prison
officers. However, there are hybrid organisations
which exercise both public and non-public functions.
Some examples of non-governmental organisations
discharging public functions include the privatised
utilities supplying gas, electricity and water, charities
in receipt of public funds and commercial compan-
ies operating prisons. In a recent case the House of
Lords held that there was no single test which could
be used to decide whether a function is public; a range
of factors must be considered including whether ‘the
body is publicly funded, or is exercising statutory
powers, or is taking the place of central government
or local authorities, or is providing a public service’
(per Lord Nichols, Aston Cantlow and Wilmcote
with Billesley Parochial Church Council v Wallbank
(2003)). A housing association has been held to be
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a public authority, as it had a close relationship
with and was exercising similar functions to a local
authority (Poplar Housing and Regeneration Com-
munity Association Ltd v Donoghue (2001)). In
contrast, a parochial church council was found not
to be a public authority (Wallbank, above), as was
a charity providing residential care (Heather v Leon-
ard Cheshire Foundation (2002)).

Only individuals who are affected by the unlawful
act, referred to as ‘victims’, are entitled to take pro-
ceedings. It should be noted that core public author-
ities do not enjoy Convention rights and cannot be
‘victims’ but non-governmental hybrid authorities
acting in a private nature are not disabled from
enjoying Convention rights and can be victims.

Under s 8 of the HRA 1998, a court may grant such
relief or remedy as it considers just and appropriate
and is within its powers. The remedies may include
damages, in which case the court must take into
account the principles established by the European
Court of Human Rights in awarding damages. Other
forms of relief include quashing an unlawful decision,
releasing a defendant on a criminal charge or quash-
ing the conviction, or preventing a public authority
from taking an act which would be unlawful.

There is a time limit, known as a limitation period,
of one year from the date when the act complained
of took place in which proceedings must be com-
menced, although the period can be extended by the
court if it deems it to be equitable. However, if there
is a shorter time period for the type of proceeding in
question, e.g. three months for judicial review, that
limit will apply.

In November 2003 the Secretary of State for
Constitutional Affairs announced the government’s
intention to establish a Commission for Equality and
Human Rights, which would bring together the work
currently undertaken by the separate race, equal
opportunities and disability commissions, and pro-
vide institutional support for promoting human
rights. The Equality Act 2006 establishes the new
Commission for Equality and Human Rights (CEHR)
which will commence operations in October 2007.

The impact of the European Convention on Human
Rights and its incorporation into English law by
the HRA 1998 will be noted in the context of the
specific area of business law under consideration
later in the text.
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European Union Charter of
Fundamental Rights

The European Charter of Fundamental Rights was
agreed by the Presidents of the Council, Commission
and Parliament on behalf of their respective institu-
tions in December 2000 in Nice. The European
Charter extends beyond the scope of the Convention,
covering, for example, economic and social rights.
The contents of the Charter are set out in Fig 2.8.

The draft European Constitution incorporates the
Charter and its provisions will have binding force in
respect of European Union law. The Charter states
that it is addressed primarily to the institutions,
bodies and agencies of the Union; and to member
states, but only when they are implementing EC
law. It also seeks to reassure member states that the
Charter does not seek to extend the application of
EC law beyond the powers of the Union or to estab-
lish new powers.

Title | Dignity Titlell Freedoms Title Il Equality

Art [I-1 Human dignity must ArtlI-6  Right to liberty and Art 1I-20  Equality before
be respected and security the law
e Artll-7  Respect for private Art1I-21  Prohibition of

Art 1I-2  Right to life and family life discrimination on the

Art1I-3  Right to the integrity Artll-8  Protection of grounds of sex, race,

colour, ethnic or
of the person personal data . -
social origin,

Art [I-4  Prohibition of torture Art1l-9  Right to marry and nationality, genetic
or inhuman or right to found a family features, language,
degraclllr:]g tre?tment Art1I-10  Freedom of thought, religi'on or belief,
or punishmen T —— po!lt!cal or other .

Art II-5 Prohibition of slavery religion oplnlon,. memb_ershlp
1) eree] [EsEr A . of a natlonzfll minority,

rt1I-11  Freedom of expression property, birth,
and information disability, age or
Art lI-12  Freedom of assembly sexual orientation
and association Art11-22 Respect for cultural,
Art I-13  Freedom of the arts religious and
and sciences linguistic diversity
Art [I-14  Right to education Art 1I-23  Equality between
men and women
Art1I-15 Freedom to choose an ) ]
occupation and right to Art 1I-24  Rights of the child
engage in work Art 1I-25 Rights of the elderly
Art lI-16 Freedom to conduct Art 11-26 Respect for nghts of
a business the disabled
Art lI-17  Right to property
Art 11-18 Right to asylum
Art [I-19  Protection in the
event of removal,
expulsion or
extradition

Fig 2.8 European Union Charter of Fundamental Rights
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consumer protection

Title IV Solidarity Title V  Citizen’s Rights Title VI  Justice
Art 1I-27 Worker’s right to Art [I-39 Right to vote and to Art 1I-47 Right to an effective
information and stand as a candidate remedy and to a fair
consultation within at elections to the trial
the undertaking European Parliament Art1l-48  Presumption of
Art 11-28 Right of collective Art 1I-40 Right to vote and innocence and right
bargaining and action stand as a candidate of defence
Art1l-29  Right of access to at municipal elections | 4 |1 49 Principles of legality
placement services Art lI-41  Right to good and proportionality of
Art 11-30  Protection in the administration cgrrllw;ﬂiaeisoffences and
event of unjustified Art lI-42 Right of access to P
dismissal documents Art 1I-50 Right not to be tried
Artll-31 Fairand justworking | Art1-43 Right to refer or punished twice for
o . . the same criminal
conditions maladministration
to the European ClIS:
Art [I-32  Prohibition of child
. Ombudsman
labour and protection
of young people Art [I-44  Right of petition to
at work the European
Art [I-33  Protection for family Parliament
and professional life Art I-45 Freedom of
Art [I-34  Entitlement to social moyement and
. . residence
security and social
assistance Art 1I-46  Entitlement to
ol ti
Art 1I-35 Right of access to diplomatic and .
consular protection
health care
Art 1I-36 Right of access to
services of general
economic interest
Art 1I-37 Integration of
environmental
protection and
improvements in the
environment into
policies of the union
Art [I-38 High level of

Fig 2.8 (continued)
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Self-test questions/activities

Identify four sources of legal change and explain what objectives these organisations are seeking to achieve.
Describe the relationship between Parliament and the judiciary in respect of Acts of Parliament.

Explain the differences between the following pairs:

(@) MP and MEP;

(b) ratio decidendi and obiter dicta;

(c) a Bill and a statute;

(d) ECSC and EEC;

(e) Orders in Council and byelaws;

(f) a binding precedent and a persuasive precedent;

(g) the golden rule and the mischief rule;

(h) the Council of the European Union and the Commission;
(i) aregulation and a directive;

(j) the European Community and the European Union;

(k) the European Convention on Human Rights and the European Union Charter of Fundamental Rights.

Specimen examination questions

(a) ‘As | see it, that balance is this: Parliament enacts statute law and the judges interpret it. Statute law
is necessarily expressed in words, Parliament decides upon these words. The judges say what those
words mean.’

Lord Denning, The Closing Chapters (1983)

Discuss critically the role of judges in the interpretation of statutes.

(b) Smoking (Prohibition) Act 2004
An Act to promote public health by probihiting smoking in public buildings.

Section 1 It shall be an offence to smoke tobacco products in —

(@) an aircraft, train, ship or other vessel, or public service vehicle;

(b) a cinema, theatre, concert hall or other place normally used for public entertainment;

(c) all or part of a licensed premises, or place of work.

Section 2 There shall be displayed at all times at all premises to which members of the public have

access, a sign indicating clearly that smoking is prohibited.

Discuss whether the Act has been breached in each of the following situations:

() Dylan is arrested while smoking a cigarette at an open air rock concert and charged with an
offence under s 1(b). He claims that the Act is intended to deal with smoking in buildings and does
not apply to smoking outside.

(i) Charles is arrested while smoking a pipe in a pub. He claims that he is smoking a herbal mixture
which does not contain tobacco and is not therefore covered by the Act.

(iiiy Sharon and Tracey, who are students, are arrested while smoking cigarettes in the college café. They
believe they should not be convicted because they were unaware that smoking was prohibited in
the café because the college authorities had failed to display a ‘no smoking’ notice in accordance
with s 2 of the Act.

2 How has Britain’s membership of the European Community affected the English legal system?

3 What are the advantages and disadvantages of the doctrine of judicial precedent?
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Website references

The following links are a useful resource for students to gain an appreciation of law making in the UK and
Europe, the changing nature of statute-based law and the common law, including reform bodies. There are also
links to many of the institutions and bodies in the field.

http://www.direct.gov.uk This is a first entry point to UK public sector information on the Internet. Key parts
of this site relevant to the English legal system include:

http://www.dca.gov.uk One of the roles of the Department for Constitutional Affairs (DCA) (formerly the Lord
Chancellor’s Department) is to secure the efficient administration of justice in England and Wales. Broadly speak-
ing, the Department is responsible for the effective management of the courts; the appointment of judges, magis-
trates and other judicial office holders; the administration of legal aid; overseeing of a varied programme of
government civil legislation and reform in such fields as family law, property law, defamation and legal aid. This
site contains information about constitutional reform including the reform of the House of Lords, the abolition
of the office of Lord Chancellor and the creation of a Supreme Court to replace the Judicial Committee of the
House of Lords.

http://www.lawcom.gov.uk The Law Commission — an independent body that reviews and suggests reform of
English law.

http://www.civiljusticecouncil.gov.uk The Civil Justice Council is charged with monitoring the civil justice
system and ensuring that it is fair, efficient and accessible.

http://www.opsi.gov.uk/legislation This website provides access to UK Acts of Parliament and statutory instru-
ments from 1988 onwards. Since 1999 explanatory notes have been produced for all General Public Acts to make
legislation more accessible to ordinary readers.

http://www.parliament.uk The Houses of Parliament website — information on the Commons, Lords and
Parliament, including daily business, publications, register of members’ interests, etc.

Devolution

http://www.scottish.parliament.uk The Scottish Parliament, elected on 6 May 1999, sat for the first time the
following week on 12 May. It took up its full legislative powers on 1 July. This website has information on the
history and function of the Parliament as well as up-to-date information on current parliamentary business.

http://www.wales.gov.uk The website of the National Assembly for Wales. In July 1997, the government pub-
lished its White Paper, A Voice for Wales, which outlined its proposals for devolution in Wales. These proposals
were endorsed in the referendum of 18 September 1997. Subsequently, Parliament passed the Government of
Wales Act 1998, which established the National Assembly for Wales, and the National Assembly for Wales
(Transfer of Functions) Order 1999 (SI 1999/672), which enables the transfer of the devolved powers and res-
ponsibilities from the Secretary of State for Wales to the Assembly. This website has information on Welsh
legislation, policy, current business and how the Assembly works.

http://www.niassembly.gov.uk The website for the Northern Ireland Assembly, which was established
following the Good Friday agreement. The Assembly met for the first time on 1 July 1998. It was suspended from
midnight on 14 October 2002. Devolution was restored following elections to a new Assembly on 7 March 2007
which were held under the terms of the St Andrews Agreement. A power-sharing Executive will be formed and
powers devolved on 8 May 2007.

EC law and institutions

http://europa.eu/index_en.htm. Europa, the European Union’s server. It hosts most of the sites overleaf:
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http://www.consilium.europa.eu The website of the European Council which brings together the heads of state
or government of the member states of the European Union and the President of the European Commission.

http://ec.europa.eu/index_en.htm The website of the European Commission.

http://www.europarl.org.uk The website of the European Parliament. Its debates, opinions and resolutions are
published in the Official Journal of the European Union.

http://curia.europa.eu/en/index.htm The website of the European Court of Justice and the Court of First
Instance.

http://europa.eu.int/constitution/futurum/index_en.htm The site takes you to the Futurum website, which is
designed for European citizens to debate the future of the European Union. It provides links to the draft European
constitution and contains citizens’ guides and other background information.

Human Rights Act 1998

http://www.dca.gov.uk/peoples-rights/human-rights This is the website for the Human Rights Unit which
is located in the Department for Constitutional Affairs. The site provides information about how the UK is imple-
menting its obligations under the European Convention on Human Rights. There are also links to websites
dealing with human rights generally, both domestic and international.



Chapter 3

RESOLVING DISPUTES

Learning objectives

After studying this chapter you should understand the following main points:

m the sources of legal advice and assistance available to individuals and business;

m the civil and criminal justice systems, including the composition and jurisdiction of the main courts;

m the nature and distinctive features of tribunals;

m alternatives to litigation and the different forms of alternative dispute resolution (ADR).

Every facet of modern business life is governed by
the law. Today’s businessperson needs to be alert to
the legal implications of his activities. He will require
a basic understanding of the principles of business
law so that legal considerations can be built into
the planning and decision-making process. At some
stage, however, professional legal advice and help
are likely to be needed — to advise on the implica-
tions of a recent change in the law or to draft a legal
document or to assist in resolving a dispute. In this
chapter we will consider the sources of legal advice
and information available to business and the vari-
ous methods of resolving disputes.

LEGAL SERVICES

The question of who is allowed to provide particular
types of legal service has undergone significant change
as a result of reforms initiated by the Courts and
Legal Services Act 1990 and continued by the Access
to Justice Act 1999. In 2005 the government pub-
lished a White Paper, The Future of Legal Services:
Putting Consumers First, which proposes changes
to the regulatory framework of legal services. A
draft Legal Services Bill was laid before Parliament
in 2006 for pre-legislative scrutiny.

THE LEGAL PROFESSION

The legal profession in England and Wales is
divided into two distinct branches: barristers and
solicitors. These two types of lawyer fulfil different
functions, although there is a certain amount of
overlap in their activities.

Solicitors

Solicitors are the general practitioners of the legal
profession, providing an all-round legal service.
Solicitors may practise alone but usually they oper-
ate in partnership with other solicitors. Solicitors
are often the first port of call for anyone with a legal
problem; consequently, their work is enormously
varied. The workload associated with personal or
private clients includes drafting wills, conveyancing
(the legal formalities of buying and selling a house),
winding up a deceased person’s estate, dealing with
claims for compensation arising from accidents or
matrimonial problems. Business clients generate a
different kind of work: for example, forming com-
panies or drafting partnership agreements, apply-
ing for licences, drawing up contracts, advising on
tax changes or new legal obligations in respect of
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employees. When the legal problem involves court
proceedings, the solicitor deals with the preparatory
stages, such as gathering evidence and interviewing
witnesses. A solicitor is entitled to appear in court
on behalf of his client, although rights of audience
used to be limited to the magistrates’ court and the
county court (if the case necessitated an appearance
in a higher court, then the services of a barrister had
to be obtained). The Courts and Legal Services Act
1990, however, introduced new arrangements for
determining advocacy rights, which has led to suit-
ably qualified solicitors enjoying more extensive
rights of audience in the higher courts. Since 1996
solicitor advocates have been eligible for appoint-
ment as Queen’s Counsel (QC) (see the section on
barristers below). Solicitors without full rights of
audience are now also allowed to appear in the
higher courts in limited circumstances, e.g. in criminal
appeals from the magistrates’ court to the Crown
Court and reading out formal unchallenged state-
ments in the High Court.

The opportunity for a solicitor to become a judge
used to be limited to appointment as a circuit judge.
However, the introduction of increased rights of
audience for some solicitors following the Courts
and Legal Services Act 1990 has opened the way
for solicitors to obtain higher judicial office, e.g.
appointment as a High Court judge.

The Law Society is the governing body for solic-
itors. It controls the education and examination of
students, issues ‘practising certificates’ which solic-
itors wishing to practise must obtain, sets standards
of professional conduct and deals with complaints
about solicitors (through the Legal Complaints
Service).

Barristers

If solicitors are the ‘GPs’ of the legal world, barris-
ters are the consultant specialists. They specialise in
advocacy (i.e. representing a client in court) and
have a right to appear in any court or tribunal. They
used to enjoy exclusive rights of audience in the
higher courts, such as the House of Lords, Court of
Appeal and High Court. However, the Courts and
Legal Services Act 1990 dismantled this monopoly
and introduced new arrangements for deciding who
may act as an advocate in the courts. A barrister’s

work is not confined to advocacy. Indeed, some
barristers spend most of their time on paperwork —
writing opinions on specialised and difficult areas of
law for solicitors or drafting documents.

There are two types of barrister: QCs (Queen’s
Counsel) and juniors. After 15-20 years’ practice, a
barrister may apply to become a QC or to ‘take silk’.
Queen’s Counsel (or ‘silks’) are appointed by the
Queen on the advice of the Lord Chancellor. They
represent the top 10 per cent of the barristers’ pro-
fession (and 0.5 per cent of solicitor advocates). There
are several advantages to taking silk: QCs enjoy a
higher status, they command higher fees, they may
specialise in particular types of legal work and may
concentrate on advocacy and giving opinions rather
than poorly remunerated ‘paperwork’. They are
known as ‘leaders’ because they manage the case,
leading a team of barristers: they normally only
appear in court accompanied by a junior barrister.
In July 2003 the government published a consulta-
tion paper on the future of the system of QCs. In
November 2004 the Bar Council and the Law Society
reached agreement on new procedures for appoint-
ing QCs. The main features of the new scheme are:
creation of an independent selection panel which
includes lay membership; self-assessment against
competences required of an advocate; references
from judges, professionals and clients; an interview
with the candidate; and a complaints committee.
The first appointments were made in 2006.

Barristers are not allowed to form partnerships;
they must practise on their own account. Neverthe-
less, groups of barristers share chambers (rooms
in an office) and collectively employ a barrister’s
clerk who acts as their office manager. The Courts
and Legal Services Act 1990 abolished any common
law rule which prevented barristers from forming
multi-disciplinary practices with other professions,
but the Act preserved the right of the General
Council of the Bar to make rules prohibiting such
arrangements.

The General Council of the Bar, which was estab-
lished in 1987, is the governing body of barristers.
Admission to the Bar is controlled by the four Inns
of Court (the Inner Temple, the Middle Temple,
Gray’s Inn and Lincoln’s Inn). The education and
examination of students for the Bar is the respons-
ibility of the Council of Legal Education.



The relationship between solicitors
and barristers

Together, solicitors and barristers provide a compre-
hensive legal service. A person with a legal problem
starts by consulting a solicitor and in so doing will
enter into a contract for legal services. The solicitor
will be competent to deal with most of the matters
brought to him but in some cases he will need to
retain the services of a barrister. The barrister’s brief
may be to give an opinion on a difficult point of law
or to represent the client in court. A solicitor may
approach any barrister to undertake the brief and,
according to the ‘cab rank’ principle, the barrister
must accept the work subject to his availability and
the negotiation of a proper fee. Traditionally, bar-
risters have not stood in a contractual relationship
with the solicitors who briefed them. The fee was
regarded as an ‘honorarium’, and as a result barris-
ters could not sue solicitors who were reluctant
to pay, although the same solicitors could bring an
action against recalcitrant clients. Section 61 of the
Courts and Legal Services Act 1990 abolished any
common law rule preventing a barrister from enter-
ing into a contract for the provision of his services,
although the General Council may continue to
make rules prohibiting barristers from entering into
contracts.

Until recently, both solicitors and barristers were
immune from actions in negligence arising from
the conduct of a case in court or work immediately
preparatory to such a case. However, in Arthur Hall
and Co v Simons (2000) the House of Lords decided
that the immunity could no longer be justified. Both
branches of the legal profession can be liable in
negligence now for all aspects of their work.

In the past, a barrister could only be instructed by
a solicitor. Clients did not have direct access to the
barrister’s services. The rules have now been relaxed
to allow certain organisations and individuals to
instruct a barrister directly on their own behalf or
on behalf of clients. The Bar Council has set up the
BarDIRECT scheme under which suitable organisa-
tions and individuals with expertise in particular legal
matters (e.g. the Association of Building Engineers,
Chartered Insurance Institute, Free Representation
Unit) may apply to the Bar Council for a licence
to instruct barristers directly for either advice or
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representation or both in those areas. In addition,
members of some professional bodies such as the
Institute of Chartered Accountants and Institution
of Chemical Engineers, and ombudsmen, e.g. the
Banking Ombudsman, may instruct barristers directly
to obtain advice or representation for non-court
litigation and in tribunals and magistrates’ courts
under the Direct Professional Access (DPA) scheme.
The draft Legal Services Bill provides for the devel-
opment of ‘alternative business structures’ (ABS)
for delivering legal services. It would allow different
types of lawyers, e.g. barristers and solicitors, and
lawyers and non-lawyers to work together in an
ABS firm. ABS firms will be required to obtain a
licence from an approved regulator or the proposed
Legal Services Board.

OTHER LEGAL PERSONNEL

Public notaries

A notary public is an officer of the law who is
authorised, among other things, to draw up, attest
and certify deeds and other documents, to prepare
wills and probate documents, to administer oaths
and take a statement of truth. Most notaries are
also solicitors.

Legal executives

Most firms of solicitors employ staff who are not
qualified as lawyers to deal with some of the more
routine work of the legal office, such as conveyancing.
Legal executives, as they are known, have achieved
professional recognition with the establishment
of the Institute of Legal Executives (ILEX) in 1963.
Unadmitted clerks may now qualify for membership
by combining practical experience with success in
the Institute’s examinations. In 1997, ILEX received
approval from the Lord Chancellor and four desig-
nated senior judges for an application to grant limited
rights of audience in the courts to suitably qualified
Fellows of the Institute.

Licensed conveyancers

Up until the mid-1980s, solicitors enjoyed a statutory
monopoly over conveyancing work. (The monopoly
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extended to barristers as well, but, as a rule of prac-
tice, they do not carry out conveyancing work.)
It was a criminal offence for an unqualified person
to prepare documents relating to the transfer of title
to property for gain. Many solicitors were heavily
dependent on conveyancing work but there were
growing criticisms of the level of charges and
standard of service provided. A small measure of
competition for conveyancing work was introduced
with the creation of a new profession of ‘licensed
conveyancers’ by Part II of the Administration of
Justice Act 1985. The Council for Licensed Con-
veyancers is responsible for the admission, training,
professional standards and discipline of licensed
conveyancers.

Lawyers in industry, commerce and
public service

The vast majority of qualified lawyers work in private
practice providing legal services to a wide range of
clients. A growing number of organisations, however,
are setting up their own legal departments staffed
by solicitors and barristers. The functions of these
‘in-house’ lawyers depend on the type of organisa-
tion they work for. Banks, insurance companies and
building societies employ lawyers to fulfil their
specialist legal requirements. Central government
departments and local authorities employ their own
lawyers to help them discharge their statutory func-
tions. The legal department of a private company
undertakes legal work of a general nature, i.e. con-
veyancing, drawing up contracts, providing advice
on employment matters, company administration
and so on.

OTHER SOURCES OF INFORMATION
AND ADVICE

Information and advice for business

The legal profession is not the only source of
information and advice on legal matters which a
businessperson can turn to. Accountants are well
versed in the intricacies of tax laws and the complex
requirements of company law. Some of the large
firms of accountants have established business and

management consultancy services. Government de-
partments are a fruitful source of information for
those in business: e.g. the Department of Trade and
Industry on employment legislation; and HM
Revenue & Customs on tax and VAT regulations.
There is also a large number of government-sponsored
organisations providing information and advice: the
Equal Opportunities Commission, the Commission
for Racial Equality, Disability Rights Commission
(which will merge to become the Commission for
Equality and Human Rights from October 2007);
the Health and Safety Commission, the Office of Fair
Trading and the Small Business Service, to name a
few. A businessperson may also benefit from joining
a trade association. The Consumer Credit Trade
Association, for example, produces a quarterly
journal which reports changes in the law. It also runs
a Legal Advisory Bureau for its members. Profes-
sional associations (e.g. the Chartered Institute of
Personnel and Development) perform a similar service
for its members employed in business.

Information and advice for citizens
and consumers

Many people are deterred from seeking legal advice
and taking legal action because of fear of what it will
cost them. However, there are schemes and organisa-
tions which aim to provide low-cost legal help.

Community Legal Service Fund

Unlike businesspeople, private individuals may be
able to obtain financial help in legal matters from the
Community Legal Service Fund, which is adminis-
tered by the Legal Services Commission, as estab-
lished by the Access to Justice Act 1999. The help

available includes:

1 Community Legal Services (formerly the civil
legal aid scheme) — available for individuals requir-
ing help in relation to civil matters. A solicitor may
provide legal help (previously referred to as ‘advice
and assistance’) with problems which fall within
the scope of the scheme, such as housing problems,
clinical negligence, credit and debts, contract disputes,
welfare benefits and financial claims arising from
divorce. The scheme does not cover defamation and
malicious falsehood, conveyancing, company or



partnership law, neighbour or boundary disputes.
Eligibility for immediate help is based on a means
test carried out by the solicitor. Applicants will
qualify for help if they are receiving certain state
benefits or are on a low income. If the application is
successful, the solicitor will be able to carry out two
hours’ worth of work (three hours in the case of
divorce work). If more work is required, the solicitor
must apply to the Legal Services Commission for
permission to carry on. Permission will be granted
only if the case satisfies a ‘merits’ test, i.e. the applic-
ant has a good enough case to justify further sup-
port. If court proceedings become necessary, a
Legal Representation Certificate must be obtained.

2 Criminal Defence Service. Under the Access to
Justice Act 1999, the Criminal Defence Service has
replaced the system of criminal legal aid. Advice,
assistance and representation in criminal matters is
available from private practice solicitors who have
contracted with the Legal Services Commission to
provide such services. The Legal Services Commission
also directly employs a number of criminal defence
lawyers, known as public defenders. The duty solic-
itor scheme ensures that solicitors are available in
police stations and magistrates’ courts to give free
legal advice.

Conditional fees

The Courts and Legal Services Act 1990 introduced
conditional fee arrangements. Advocates or litigators
can enter into agreements with their clients whereby
they receive their normal fee plus an uplift in the
event of success (known as a success fee) but nothing
if unsuccessful. The percentage of any uplift must
be specified in the agreement and is subject to a
maximum percentage determined by the Lord
Chancellor in consultation with the designated
judges, the Bar, the Law Society and other appropri-
ate authorised bodies. The maximum uplift permitted
is 100 per cent. The scheme, which became available
in 1995, was originally limited to cases involving
personal injury, insolvency and the European Court
of Human Rights. However, in 1998 conditional
fee arrangements were extended to all civil cases,
other than family proceedings. The Access to Justice
Act 1999 made a number of changes to the scheme.
It allows the uplift payable in successful cases to be
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recovered from the losing side and for the cost of
any insurance premiums to be similarly recoverable.
Conditional fee arrangements are now an important
method of funding civil actions, particularly as the
Access to Justice Act 1999 removed personal injury
cases (with the exception of clinical negligence) from
eligibility for legal aid.

There is a range of voluntary organisations
which provide legal advice and assistance to private
individuals. Citizens’ Advice Bureaux provide free
advice on many legal matters including housing,
social security entitlement, consumer complaints and
employment rights. Some inner-city areas are served
by law centres. Law centres are staffed by lawyers
and tend to provide more specialised advice and
assistance on social welfare matters, including
immigration, landlord and tenant, debt and social
security benefits. There are also specialised advice
centres available in the areas of housing and consumer
problems. Over time the Community Legal Service
will develop its role in co-ordinating the activities of
these organisations with the aim of ensuring a com-
prehensive system of advice and other legal services
to match local needs.

Trade unions often offer free legal advice and
assistance on employment matters to their members.
Legal advice and assistance may form part of a
person’s insurance cover. Motoring organisations,
such as the AA and RAC, provide legal advice and
help for their members.

METHODS OF DISPUTE SETTLEMENT:
THE COURTS

The courts are the focal point of our legal system.
They provide a formal setting for the final settlement
of many of the disputes that occur in our society.
The conflict may be between individuals or, where a
breach of the criminal law has been alleged, between
the state and one of its citizens. It is the function of
the court to establish the facts of the case, identify the
legal rules to be applied and to formulate a solution.
The decision of the court not only has an immediate
impact on the parties concerned, but it also affects

similar cases which may arise in the future as a result
of the operation of the doctrine of judicial precedent.
Our present-day system of courts and tribunals can
be classified in a number of different ways:
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1 Civil and criminal courts. Some courts deal ex-
clusively with either civil or criminal matters, but
the majority hear both civil and criminal cases, e.g.
magistrates’ courts.

2 First instance and appeal courts. A court which
hears a case for the first time is known as a court of
first instance or a court of original jurisdiction. These
courts can make mistakes, so there is provision for
cases to be reheard by an appeal court. Some courts
hear cases both at first instance and on appeal, e.g.
the High Court.

3 Courts and tribunals. In addition to the ordinary
courts, Parliament has created a large number of
special courts and tribunals to administer various
aspects of social and welfare legislation. The Lands
Tribunal, for example, has a wide jurisdiction in
matters relating to land including the valuation of
land, compensation for compulsory purchase and
applications to discharge restrictive covenants.

In this part of the chapter we will consider an out-
line of the existing criminal and civil court systems
and briefly explain the role of tribunals. We will also
consider alternatives to going to court, such as arbit-
ration, conciliation, mediation and ombudsmen as
means of resolving disputes.

Classification of criminal offences

If a person is charged with a criminal offence, he
or she will be tried by either the magistrates’ court
or the Crown Court. Cases are distributed between
these two courts according to the seriousness of the
offence. There are three types of criminal offence.

1 Summary offences. These are minor offences, for
example most motoring offences, which are tried
summarily in the magistrates’ court.

2 Indictable offences. These are more serious
offences, such as murder and robbery, which are
tried on indictment in the Crown Court.

3 Either-way offences. These are offences which may
be tried either in the Crown Court or in the magis-
trates’ courts. Examples of either-way offences include
theft and applying a false trade description. A person
who is charged with an either-way offence may insist
on being tried at the Crown Court. If the accused

does not elect to go to the Crown Court, the magis-
trates decide the most appropriate venue for the
trial, bearing in mind the seriousness of the offence
and the limited sentencing powers available to them.
The system of appeals from the decisions of these
two courts is illustrated in Fig 3.1 (less serious
offences) and Fig 3.2 (more serious offences).

CRIMINAL COURTS

Criminal Courts Review

In December 1999, Sir Robin Auld, a senior Court
of Appeal judge, was appointed to undertake a
review of the criminal courts. His report, which
was published in 2001, contained the following
recommendations:

m The criminal law should be codified with codes
for offences, evidence, procedure and sentencing.

® A national Criminal Justice Board should be
established to provide overall direction of the
criminal justice system. Local Criminal Justice
Boards would have responsibility for implement-
ing the national board’s plans and managing the
system at local level.

m The Crown Court and magistrates’ courts should
be replaced by a unified criminal court organised
into three divisions: the Crown Division would deal
with indictable and serious either-way offences,
the District Division, consisting of a judge and
two magistrates with sentencing powers of up to
two years would deal with mid-range either-way
offences, and the Magistrates Division would deal
with summary offences and less serious either-way
offences.

m The defendant should lose the right to elect to be
tried in any of the new divisions or, if the proposal
for a unified court was not accepted, the right
to trial by jury for either-way offences under the
existing arrangements.

m A centrally funded executive agency should take
over administrative arrangements for all courts
except the House of Lords.

m Juries should be more representative of national
and local communities. Although people with
criminal convictions and mental disorder should
remain ineligible to serve, other groups such as
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Court of Justice of the
European Communities

!

Any court may (and in some cases must) seek a
preliminary ruling on a point of European law

House of Lords

A

!

Appeal on a point of law of
general public importance

Divisional Court of the
Queen’s Bench Division

of the High Court

Appeal on a point
of law by way of
‘case stated’

Appeal on a point
of law by way of Crown Court

‘case stated’

Re-hearing Committals for

sentencing

Youth and Magistrates’ Court

Trial Retrial by different
bench to correct error

Y

Fig 3.1 Criminal courts dealing with minor offences

members of the clergy, the judiciary and those
involved in the administration of justice should
no longer be ineligible, and other groups, such as
MPs, doctors and nurses, should no longer be
excused as of right. There should be ethnic min-
ority representation on juries where race is relev-
ant to the case.

m As noted above, defendants should lose the right
to elect trial by judge and jury. Although jury trial
would continue to be the normal form of trial for

Y

indictable and serious either-way offences in the
proposed Crown Division, trial without a jury
would be possible in four exceptional cases: where
the defendant agreed to a judge-only trial; in seri-
ous and complex fraud cases the judge could try
the case with two lay members; a youth court,
consisting of a judge and two youth panel magis-
trates could hear serious cases involving young
defendants; and a judge should decide fitness to
plead issues.
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proceedings

Fig 3.2 Criminal courts dealing with serious offences

There should be greater flexibility in the deploy-
ment of judges, with High Court judges reserved
for the most serious cases.

There should be greater use of fixed penalty
notices, with a right of challenge in the courts.
There should be a thorough review of the law of
criminal evidence, including reform of the rules

Y

in relation to the admissibility of hearsay evidence
and the defendant’s previous misconduct.

The routes of appeal should be simplified and lim-
ited exceptions to the rule against double jeopardy
should be permitted to allow the prosecution to
appeal against acquittals where the offences are
punishable by life or long terms of imprisonment.



The government’s response to the Auld Review
of Criminal Courts and the Halliday Report of the
Review of the Sentencing Framework, also published
in 2001, was set out in a White Paper, Justice for All
(July 2002). The Criminal Justice Act 2003 imple-
ments the government’s reforms in relation to court
procedures and sentencing. Reference is made to the
changes introduced by the 2003 Act, in the follow-
ing description of the criminal court structure.

Magistrates’ courts

Magistrates’ courts have been part of the legal scene
for over 600 years. Today their importance lies in
the fact that magistrates’ courts handle over 95 per
cent of all criminal cases. There are two kinds of
magistrate, or justices of the peace, as they are also
known. There are approximately 30,000 part-time,
unpaid amateur judges, known as lay magistrates.
They are appointed by the Lord Chancellor on the
recommendation of local Advisory Committees. (In
Greater Manchester, Lancashire and Merseyside,
appointments are made by the Chancellor of the
Duchy of Lancaster.) Since legal knowledge is not a
qualification for the position, a new magistrate must
undergo an initial course of training. In court, the
justices are given guidance on points of law by a
legally qualified justices’ clerk. A minimum of two
lay magistrates is required to try a case, but usually
three sit together. There are approximately 130 full-
time, paid, professional District Judges (Magistrates’
Court), formerly known as stipendiary magistrates.
District Judges (Magistrates’ Court) are appointed
from persons having a seven-year general advocacy
qualification within the meaning of the Courts and
Legal Services Act 1990. (A person has a general
advocacy qualification if he or she has a right of
audience in relation to any proceedings in the Supreme
Court, or all proceedings in county courts or magis-
trates’ courts.) They work in London and other big
cities, such as Birmingham and Manchester, and sit
alone to try a case.

The appointment and removal of magistrates and
the organisation and management of magistrates’
courts through Magistrates’ Courts Committees
(MCCs) was governed by the Justices of the Peace
Act 1997. However, the Courts Act 2003, which
implements the court-related recommendations of
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Sir Robin Auld’s Review of Criminal Courts in
England and Wales, repeals the 1997 Act. The Courts
Act paves the way for the Secretary of State for
Constitutional Affairs to establish a single centrally
funded agency to manage all courts, including mag-
istrates’ courts, and to establish locally based Courts
Boards. Her Majesty’s Court Service was launched
in April 2005.

Jurisdiction

As well as their civil jurisdiction, which will be
discussed later in this chapter, the magistrates deal
with the following criminal matters.

1 Trial of minor offences. The magistrates are
responsible for deciding both the verdict and the
sentence. Their sentencing powers are limited. The
Criminal Justice Act 2003 provided for an increase
in the maximum sentencing powers of magistrates
for one offence from six months to 12 months and
from 12 months to 65 weeks for two or more offences
to be served consecutively. However, this part of
the Act has not been brought into force. Although
magistrates exercise limited sentencing powers they
have the power to send a convicted person to the
Crown Court for sentencing, where a heavier sen-
tence can be imposed. However, the introduction of
new procedures for allocating either-way offences
introduced by the Criminal Justice Act 2003 will
severely limit the circumstances in which a defendant
can be sent to the Crown Court for sentencing. The
new allocation procedure is yet to come into force.

Under the Magistrates’ Courts Act 1980, as
amended by the Criminal Appeals Act 1995, the
magistrates have the power to rectify an error by
means of a retrial by a different bench.

2 Sending for trial and committal proceedings.
Traditionally, a person could not be tried by the
Crown Court unless the evidence had been examined
by the magistrates’ court to see whether the pro-
secution had a good enough case to justify a trial.
Committal proceedings either took the form of a
full hearing of the evidence, known as an ‘old-style’
committal, or without consideration of the evidence,
a procedure known as a ‘paper committal’. If there
was a prima facie case, the accused was committed
for trial in the Crown Court. One magistrate could
sit alone for this purpose. The Criminal Justice and
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Public Order Act 1994 proposed replacing commit-
tal proceedings with a ‘transfer for trial” procedure.
The new procedure was never implemented and the
relevant provisions were repealed by the Criminal
Procedure and Investigations Act 1996. The 1996
Act modified committal proceedings by excluding
oral evidence at ‘old-style’ committal hearings. The
evidence at contested old-style committals is now
limited to documentary evidence, i.e. written state-
ments and depositions, and exhibits presented by
the prosecution.

A ‘sending for trial procedure’ was introduced by
the Crime and Disorder Act 1998 for adults charged
with indictable only offences. Under this new pro-
cedure, the accused appears before the magistrates’
court in order to resolve issues relating to bail, legal
aid, the taking of depositions and exhibits. The court
provides the defendant with a statement of the
offences with which he is charged and the evidence
and the location of the trial. The defendant is then
sent for trial at the Crown Court.

3 Youth courts. If a child (aged 10 to 13) or young
person (aged 14 to 17) commits a criminal offence,
he or she can be brought before a specially selected
group of magistrates sitting as a youth court. The
court has a wide range of sentences at its disposal,
including custodial measures. Young people are
protected from the potentially damaging effects of
a court appearance in a number of ways. The less
formal proceedings must be held separately from an
adult court, the public is not admitted and there are
strict controls on what the press can report.

4 Criminal administration. Magistrates issue sum-
monses, warrants of arrest and search, and they can
grant bail to people awaiting trial.

Crown Courts

Crown Courts were established in 1972 by the Courts
Act 1971 to replace the long-established system of
quarter sessions and assize courts. Trial on indictment
in the Crown Court is by a judge normally assisted
by a jury of 12. The most serious cases, such as mur-
der, must be heard by a High Court judge, while less
serious matters may be dealt with by either a circuit
judge or a recorder (a part-time judge). The Criminal
Justice Act 2003 introduces two circumstances in

which trials on indictment may take place without a
jury by a judge sitting alone. They are (i) the trial of
serious or complex fraud cases, and (ii) where there
is a danger of jury tampering or a jury has been dis-
charged because of jury tampering. The Fraud (Trials
whithout a July) Bill 2007, when enacted, will allow
the Government to introduce trial of fraud cases by
a judge alone without the need for an affirmative
resolution in both Houses of Parliament.

The jury comprises men and women between the
ages of 18 and 70, drawn at random from the electoral
roll. The main legislation governing jury service, the
Juries Act 1974, has been amended recently by the
Criminal Justice Act 2003 with the purpose of lim-
iting the categories of people ineligible for jury ser-
vice, curtailing opportunities to seek excusal from
jury service and to redefine those disqualified from
jury service because of their criminal convictions.

The functions of the judge and jury are quite dis-
tinct. The judge is responsible for the conduct of the
trial. The judge rules on points of law and sums up
the case for the jury. The jury must consider all the
evidence to decide whether the accused is guilty or
innocent. If the jury convicts, the judge plays the
final part in the proceedings by passing sentence.

When the Crown Court is hearing an appeal, there
is no jury: the judge sits with between two and four
lay magistrates. Following changes made by the
Access to Justice Act 1999, magistrates no longer sit
on committals for sentencing.

Jurisdiction

The Crown Court has the power to deal with the
following criminal matters:

1 Trial of serious offences.

2 Committals for sentencing from the magistrates’
courts.

3 Appeals from magistrates’ courts. The defendant
(but not the prosecution) may appeal against con-
viction and/or sentence. The appeal takes the form of
a complete rehearing of the case. The Crown Court
can confirm or reverse or vary the decision of the
magistrates or return the case to them with an expres-
sion of its opinion. The court can impose any sentence
which the magistrates’ court could have passed.
This means that the defendant faces the danger that
he may receive a more severe sentence on appeal.



High Court

The High Court is split into three divisions: Queen’s
Bench, Family and Chancery. In the past when the
court was hearing an appeal or, in the case of the
Queen’s Bench Division, exercising its supervisory
jurisdiction, a minimum of two High Court judges
sat together and it became known as a ‘Divisional
Court’. Under the Access to Justice Act 1999, how-
ever, a single judge of the High Court is able to hear
judicial review applications, appeals by way of case
stated and applications for habeas corpus in criminal
cases, which were previously only heard by a Divi-
sional Court.

Jurisdiction

The jurisdiction of the High Court in criminal matters
is as follows:

1 Appeals from magistrates’ courts. An appeal may
be made by way of ‘case stated’ by either the pro-
secution or the defence, but only on a point of law.
This form of appeal requires the magistrates to pro-
vide a ‘case’ for the opinion of the High Court. The
‘case’ consists of a statement containing the magis-
trates’ findings of fact, the arguments put forward
by the parties, the decision and the reasons for it.
The Divisional Court has the power to confirm,
reverse or amend the decision of the magistrates’
court or it can send the case back with an expression
of its opinion.

2 Appeals from Crown Court. The Divisional Court
also hears appeals by way of case stated from the
Crown Court, in respect of all criminal cases dealt
with by that court.

3 Judicial review. The Divisional Court of the
Queen’s Bench plays an important role in monitor-
ing abuse of power when it deals with applications
for judicial review. As part of this general supervisory
power, it can quash the decision of a magistrates’
court which has exceeded its powers or failed to
observe the rules of natural justice.

Court of Appeal (Criminal Division)

The Court of Appeal consists of two Divisions. The
Criminal Division is composed of the Lord Chief
Justice, a maximum of 35 Lords or Lady Justices of
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Appeal and any High Court judge who is asked to
sit. Normally, three judges sit to hear a case, but if
a difficult or important point of law is involved, a
court of five or seven may be convened.

Jurisdiction

The Court of Appeal deals with the following crim-
inal cases:

1 Appeals from trials on indictment in the Crown
Court. The defence (but not the prosecution) may
appeal against the conviction and/or sentence. In an
appeal against conviction, the court may confirm
or quash the conviction or order a new trial. Where
there is an appeal against the sentence, the court may
confirm or reduce the sentence or substitute one form
of sentence for another. The Criminal Justice Act
2003 introduces what is known as an ‘interlocutory’
right of appeal against the ruling of a judge in the
Crown Court which is exercisable by the prosecution.
(‘Interlocutory’ means in the course of the proceed-
ings.) This right may be exercised in the case of two
kinds of rulings: the first kind are rulings made
during the proceedings up to the start of the judge’s
summing up which have the effect of terminating
the trial and the second kind are evidentiary rulings
made in trials for certain offences, up to the point of
the opening of the defence case, which have the effect
of significantly weakening the prosecution case.

2 References by the Attorney-General. There are
two kinds of reference which may be made by the
Attorney-General. The first is where a person has
been acquitted following trial on indictment in the
Crown Court. The Attorney-General may refer any
point of law which has arisen in the case to the Court
of Appeal for its opinion. The decision of the court
does not affect the outcome of the original trial. The
second kind of reference is where a person has been
sentenced by the Crown Court but the Attorney-
General considers the sentence to be unduly lenient.
The Court of Appeal may impose any sentence which
the Crown Court could have imposed. Thus, the
defendant could be dealt with more severely by the
Court of Appeal.

The Criminal Justice Act 2003 introduces a new
right for the prosecution to apply to the Court of
Appeal for an acquittal to be quashed and for a
retrial to take place. This provision provides a limited
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exception to the law against ‘double jeopardy’, which
prevents a person being tried twice for essentially the
same offence. The prosecution’s right to seek a retrial
applies only in respect of acquittals for serious
offences, i.e. specified offences which carry a max-
imum life sentence such as murder and rape, which
are judged to have a particular serious impact either
on the victim or society generally. New and com-
pelling evidence against the accused must have come
to light since the trial. The prosecution must obtain
the consent of the Director of Public Prosecutions
(DPP) before taking significant steps in re-opening
investigations and in making an application to the
Court of Appeal.

3 References by the Criminal Cases Review Commis-
sion. The Criminal Appeals Act 1995 established an
independent body to investigate and, where appro-
priate, refer to the Court of Appeal cases involving
possible wrongful conviction or sentence. The Crim-
inal Cases Review Commission, which started work
in April 1997, consists of 14 Commissioners. One-
third of the commissioners must be legally qualified
and the remaining two-thirds must have knowledge
of some aspect of the criminal justice system. The
Commission may only refer a case to the Court of
Appeal if a new issue by way of argument or evid-
ence is raised and there is a ‘real possibility’ that the
conviction, verdict, finding or sentence will not be

upheld.

House of Lords

The House of Lords is not only the second chamber
of our Parliament, but also acts as a final court of
appeal in both civil and criminal matters for both
England and Northern Ireland, and in civil matters
for Scotland. The judges are drawn from the Lord
Chancellor, Lords of Appeal in Ordinary (Law
Lords) and peers who have held or are holding high
judicial office. A minimum of three is required,
but in practice five normally sit to hear an appeal.
Decisions are by majority judgment.

The Constitutional Reform Act 2005 replaces
the system of Law Lords sitting as an Appellate
Committee of the House of Lords with a Supreme
Court. The Supreme Court for the UK will consist
of 12 members. The current Law Lords will become

the first justices of the Supreme Court and will retain
their membership of the House of Lords. The Act
provides for a new procedure for filling vacancies by
a selection commission consisting of the President
and Deputy President of the Supreme Court and
members of the appointment bodies for England,
Wales, Scotland and Northern Ireland. New judges
will not become members of the House of Lords, and
will be known as Justices of the Supreme Court. The
new Supreme Court will be located in Middlesex
Guildhall and is expected to open in 2009.

Jurisdiction

The House of Lords hears the following criminal
appeals:

1 Appeals from the Court of Appeal (Criminal
Division).

2 Appeals from the Divisional Court of the Queen’s
Bench Division. In both cases, either the prosecution
or defence may appeal, provided that a point of law
of general public importance is involved. Permis-
sion must be obtained from the House of Lords or
the Court of Appeal or the Divisional Court, as
appropriate.

CIVIL COURTS

Reform of civil litigation

In 1994 the then Lord Chancellor, Lord Mackay,
invited Lord Woolf to undertake a review of the
rules and procedures of the civil courts in England
and Wales. Lord Woolf produced an interim report
in 1995 and his final report, Access to Justice, in July
1996. Lord Woolf identified the following problems
with the civil justice system:

m a lack of equality between wealthy powerful
litigants and their under-resourced opponents;

m the system was too expensive, the costs of bring-
ing a case often exceeding the value of the claim;

m it was difficult to estimate how long the litigation
would last and how much it would cost;

m the system was very slow;

civil procedure was too complicated;

m the system was fragmented; no one had overall
responsibility for the administration of civil
justice;



m the system was too adversarial; the parties set the
pace of litigation, rather than the courts.

Some of the proposals in Lord Woolf’s interim
report were implemented before the publication of
the final report. The financial limit for small claims
cases was increased from £1,000 to £3,000 (except
for personal injury cases) from January 1996 (since
then the limit has been raised again to £5,000).

The main changes recommended in Lord Woolf’s
final report were given effect by the Civil Procedure
Act 1997 and new Civil Procedure Rules 1998 (SI
1998/3132), which came into effect on 1 April 1999.
The main changes are as follows:

1 New terminology. The new rules are expressed in
more modern language. For example, ‘plaintiffs’ are
now known as ‘claimants’, and ‘writs’ are called ‘claim
forms’. A summary of some of the more important
changes to legal terminology is set out in Fig 3.3.

2 Encouraging settlement. The new rules contain a
number of features which are designed to encourage
the parties to settle their dispute.

(a) Alternative dispute resolution (ADR). The parties
are actively encouraged at various stages to use ADR
(see later).

(b) Pre-action protocols. Cases are managed in
accordance with pre-action protocols, which operate
like codes of practice, with which the parties must
comply at the pre-trial stage. The protocols include
timetables for the exchange of information and use
of expert witnesses, e.g. the parties are encouraged
to instruct a single expert witness, rather than each
side mustering their own expert witnesses. The effect
of the protocols is that there is more work, and
therefore costs, which must be paid for up front.

(c) Costs and payments into court. The judge now
has greater discretion about the award of costs. The
criteria to be considered include the conduct of the
parties at the pre-trial stage, whether it was reason-
able to raise a particular issue and the way in which
the parties have pursued their cases. It has always
been the case that the defendant can make a payment
into court so as to reduce costs if the claimant’s
award does not exceed the amount paid in. It is now
possible for the claimant to make an offer to settle
with a similar effect on the matter of costs.
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Civil justice reforms - a new language

Old term New term
Plaintiff Claimant
Writ, originating summons,  Claim form

petition

Pleading (the reason for Statement of case

the claim)

Minor/infant (person under  Child

the age of 18)

Affidavit Statement of truth

In chambers or in camera In private

Ex parte Without notice

Subpoena Witness summons

Discovery (of documents) Disclosure

Anton Piller orders (a pre-trial Search orders
order empowering a plaintiff to

enter the defendant’s property

to search for and seize

documents and articles

relating to the cause of action)

Interlocutory injunction Interim injunction

Mareva injunction (granted
by a court to prevent the
defendant transferring
assets abroad)

Freezing injunction

Next friend (adult who acts
on behalf of child in litigation)

Litigation friend

Fig 3.3 New terminology following the Woolf
reforms

3 A single jurisdiction. The High Court and county
courts become a single jurisdiction operating to a
common set of procedural rules. Proceedings are
commenced in the same way in any court. Cases are
then allocated to the most appropriate court.

4 Case management. Cases are allocated to one of
three tracks, depending on their value and complexity.

(a) A fast track for claims between £5,000 and
£15,000. These cases are heard by the county court
within 30 weeks. The judge sets a timetable to ensure
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that the case can be tried on time. The normal hear-
ing time should be three hours but with an absolute
maximum of one day.

(b) A small claims track for all cases up to £5,000,
except personal injury and housing cases, where the
limit is £1,000. These cases are dealt with by the judge
following any procedure he or she considers fair.

(¢) A multi-track for all claims over £15,000 and for
complex cases of less than £15,000. Judges manage
these cases, setting and monitoring the timetable to
be followed by the parties. Estimates of the costs are
published by the court or agreed by the parties and
approved by the court. The High Court deals with
multi-track cases.

Appeals — Access to Justice Act 1999

The Access to Justice Act 1999 made provision for
reform of the system of appeals in civil and family
cases. The main changes in relation to civil appeals
are as follows:

m Provision for permission to be required to exercise
a right of appeal in civil cases at all levels.

m Limits to the right to bring a second appeal,
unless the appeal would raise an important point
of principle or practice, or there is some other
compelling reason.

m The Lord Chancellor has the power to prescribe
the routes of appeal within county courts, the
High Court and the Civil Division of the Court
of Appeal.

The following appeal routes have now been
prescribed:

(a) appeals from county courts other than in family
proceedings lie to the High Court;

(b) appeals from the decisions of masters, registrars
and district judges of the High Court lie to a
judge of the High Court;

(c) appeals from district judges in county courts lie
to a judge of a county court;

(d) in multi-track proceedings, appeals of final
orders or where the decision itself was made on
appeal, the appeal lies to the Court of Appeal
irrespective of who heard the case in the first
place.

m Provision for the Master of the Rolls or a lower
court to direct that an appeal which would norm-
ally be heard by either the county court or the
High Court should instead be heard by the Court
of Appeal.

The structure of the civil courts is set out in
Fig 3.4.

County courts

County courts were established in 1846 to provide
a cheap and speedy method for the settlement of
small civil disputes. Today, the vast majority of civil
proceedings are dealt with by these local courts.

The county courts are staffed by circuit judges.
They usually sit alone to hear a case, but a jury of
eight may be called where, for example, fraud has
been alleged. The judge is assisted by a district judge,
appointed from persons having a seven-year advoc-
acy qualification within the meaning of the Courts
and Legal Services Act 1990. He or she also has lim-
ited jurisdiction to try cases where the claim does
not exceed £5,000 or, with the consent of both of
the parties, any action within the general jurisdiction
of the court.

Jurisdiction

The jurisdiction of the county courts is governed by
the County Courts Act 1984, the Courts and Legal
Services Act 1990, the Civil Procedure Act 1997 and
the Civil Procedure Rules. The types of action which
the court can deal with are as follows:

1 Actions in contract and tort (including defama-
tion if the parties agree). The county court deals
with all small claims track and fast track actions,
and some multi-track cases.

2 Actions for the recovery of land or concerning
title or rights over land.

3 Actions in equity where the amount involved does
not exceed £30,000. This category includes proceed-
ings involving mortgages and trusts.

4 Bankruptcies. The jurisdiction is unlimited in
amount, but not all county courts have bankruptcy
jurisdiction.
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Fig 3.4 System of courts exercising civil jurisdiction
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5 Company winding-ups where the paid-up share
capital of the company does not exceed £120,000.
The court must have a bankruptcy jurisdiction.

6 Contested probate proceedings where the amount
of the deceased person’s estate does not exceed
£30,000.

7 Family matters, e.g. undefended divorce. The court
must have divorce jurisdiction. Under the Civil
Partnership Act 2004, a county court may be desig-
nated a civil partnership proceedings court and as
such deal with the dissolution of civil partnerships
(registered partnerships with homosexual and les-
bian couples) and arrangements for the children of
such partnerships. The jurisdiction of the courts in
respect of the financial maintenance of children whose
parents live apart is now the responsibility of the
Child Support Agency.

8 Consumer credit, landlord and tenant, and racial
discrimination cases.

9 Patents. Following the recommendation of the
Oulton Committee, the Copyright, Designs and
Patents Act 1988 made provision for the establish-
ment of a patents county court with country-wide
jurisdiction to deal with cases relating to patents
and designs.

Actions which exceed the limits of the county
court are normally heard by the High Court. How-
ever, the parties may agree to such an action being
dealt with by the lower court.

Small claims

In 1973, the Lord Chancellor introduced a special
scheme for small claims in the county court. This
was a response to the criticism that people were
discouraged from pursuing actions because county
court justice was likely to cost more than the amount
in dispute. At present, if the amount claimed does
not exceed £5,000 (or £1,000 for personal injury),
the case will be allocated to the small claims track.
Small claims cases are usually heard by a district judge
who will follow any procedure he or she considers
fair. The parties are encouraged to do without legal
representation: legal aid is not available and the
costs of legal representation are not normally recov-
erable. The hearing can be held in private in an

informal atmosphere and strict rules of procedure
can be dispensed with. The procedure for making
a small claim in the county court is considered in
Chapter 14.

Magistrates’ courts

The overwhelming majority of cases heard by the
magistrates are criminal, but they also have a limited
civil jurisdiction.

Jurisdiction

1 Family proceedings. The jurisdiction of the mag-
istrates in family law matters includes:

(a) Matrimonial proceedings, such as separation
orders where the parties to a marriage are not
immediately seeking a divorce and orders for the
financial maintenance of the parties and their children.
(Under the Child Support Act 1991 responsibility for
securing child maintenance payments from parents
who live apart from their children has been transferred
to the Child Support Agency. The Agency, opera-
tional from April 1993, is responsible for assessing,
collecting and enforcing child maintenance. The
amount of maintenance to be paid by absent par-
ents is calculated according to a statutory formula.
The jurisdiction of the courts in respect of child
maintenance has been restricted accordingly.)

(b) Child care proceedings, including the power to
make contact orders (replacing access orders) and
residence orders (replacing custody orders).

(c) Care proceedings, whereby a child can be taken
into the care of a local authority.

2 Recovery of certain civil debts, e.g. income tax,
electricity and water charges.

3 Licensing. Magistrates used to have a role in liquor
licensing. However, under the Licensing Act 2003,
this responsibility has been transferred to local auth-
orities who now operate a single system for licensing
pubs, cinemas, theatres and other places of entertain-
ment. The Gambling Act 2005 similarly transfers
the responsibility formerly exercised by magistrates
in relation to the licensing of gambling premises to
local authorities.



High Court

The High Court has its headquarters in London at
the Royal Courts of Justice in the Strand, but there
are district registries in the larger cities in England and
Wales. Each division of the High Court is presided
over by a senior judge: the Lord Chief Justice is
head of the Queen’s Bench Division; from October
2005 the effective Head of the Chancery Division is
the Chancellor of the High Court (formerly known
as the Vice-Chancellor); and there is a President
of the Family Division. They are assisted by a max-
imum of 106 High Court judges, who are distributed
between the divisions, the largest number being
attached to the Queen’s Bench. When the High Court
is operating as a court of first instance, trial is usually
by judge alone. However, a jury of 12 may be called
in cases involving defamation, malicious prosecu-
tion, false imprisonment or fraud. The Divisional
Courts consist of two or three judges.

Jurisdiction

All three divisions are equally competent to hear any
case, but in practice specific matters are allocated to
each division.

1 Queen’s Bench Division. The jurisdiction of this
division covers civil and criminal matters, cases at first
instance and on appeal. In addition, it exercises an
extremely important supervisory function.

When sitting as an ordinary court, it hears the
following cases:

(a) Actions in contract and tort. The High Court will
normally deal with cases allocated to the multi-track
procedure.

(b) Judicial review. Under the Access to Justice Act
1999, judicial review applications may now be heard
by a single judge sitting alone.

(¢) A Commercial Court deals with disputes con-
cerning insurance, banking and the interpretation
of commercial documents.

(d) An Admiralty Court deals with admiralty
actions arising out of, for example, collisions at sea
and salvage.

(e) A Technology and Construction Court (formerly
known as the Official Referee’s Court) deals with
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cases involving technical issues, such as construction
and engineering disputes.

The Divisional Court of the Queen’s Bench Divi-
sion hears the following matters:

(a) Civil appeals (other than in matrimonial proceed-
ings) by way of case stated from the magistrates’
court and from the Crown Court.

(b) Judicial review of the actions of inferior courts,
tribunals and administrative bodies. For this purpose,
the court may make a mandatory order, a prohibiting
order, a quashing order or grant an injunction to
restrain a person from acting in an office to which
he or she is not entitled to act. If someone has been
unlawfully detained, for example in a mental hos-
pital, he or she may apply to the Divisional Court for
a writ of habeas corpus.

2 Chancery Division. The Chancery Division hears
the following actions:

(a) Equity matters, which were dealt with by the old
Court of Chancery before 1875 and other cases alloc-
ated to it since then. These include actions involving
trusts, mortgages, contentious probate, partnerships,
specific performance of contracts, rectification of
deeds, bankruptcies and taxation.

(b) A Court of Protection deals with actions invol-
ving the management of the property and affairs of
mental patients.

(c) A Companies Court deals with applications
relating to companies under legislation such as the
Companies Act 1985 and the Company Directors
Disqualification Act 1986.

(d) A Patents Court deals with patents and related
matters outside the jurisdiction of the patents county
court.

(e) Appeals from the Commissioners of Inland
Revenue on income tax matters.

The Divisional Court of the Chancery Division
hears appeals from the county courts in bankruptcy
matters.

3 Family Division. The first-instance jurisdiction of
the Family Division includes:
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(a) Matrimonial matters, e.g. defended divorces.

(b) Actions involving children, e.g. adoption and
legitimacy.

The Divisional Court of the Family Division
hears appeals from magistrates’ courts and county
courts in matters relating to the family.

Crown Court

Like the magistrates’ court, the Crown Court is mainly
a criminal court, but it too has a civil jurisdiction,
hearing appeals from the magistrates’ court.

Court of Appeal (Civil Division)

The Civil Division of the Court of Appeal is headed
by the Master of the Rolls, who is assisted by the
Lord and Lady Justices of Appeal. Normally, three
judges sit to hear an appeal, although in import-
ant cases a full court of five may be assembled.
The decisions are made by a simple majority. Since
1982, some cases have been heard by two judges, in
an attempt to reduce the waiting time for hearings.
Under the Access to Justice Act 1999, the Master of
the Rolls, with the agreement of the Lord Chancellor,
is allowed to give directions about the minimum
number of judges required for various types of pro-
ceedings, and the Master of the Rolls will be able to
decide how many judges should hear any particular
appeal. The Civil Division of the Court of Appeal
now has much greater flexibility in its operation by
being able to operate in courts of one, two or more
judges.

Jurisdiction

The court hears appeals from the High Court,
county courts (except in bankruptcy cases) and
various tribunals, such as the Lands Tribunal and
the Employment Appeal Tribunal. It may uphold or
reverse the decision of the lower court, or change
the award of damages. In certain situations, it may
order a new trial.

House of Lords

The House of Lords is the final court of appeal in
civil matters. Its composition was discussed earlier
in this chapter.

Jurisdiction

The Law Lords hear civil appeals from the follow-
ing sources:

1 The Court of Appeal, with the permission of the
Court of Appeal or the House of Lords.

2 The High Court, under the ‘leapfrog’ procedure
introduced by the Administration of Justice Act 1969.
This form of appeal goes straight to the House of
Lords, ‘leapfrogging’ the Court of Appeal. The trial
judge must certify that the case is suitable for an
appeal direct to the House of Lords because it
involves a point of law of general public importance
relating wholly or mainly to a statute or statutory
instrument (often concerned with taxation); the
House must grant leave to appeal and the parties
must consent.

OTHER IMPORTANT COURTS

Court of Justice of the European
Community

On joining the European Community in 1973, the
United Kingdom agreed to accept the rulings of the
European Court of Justice in matters of European
law (see further Chapter 2). The House of Lords
continues to be the final court of appeal in respect
of purely domestic law, but, where a dispute has
a European element, any English court or tribunal
may (and in some cases must) seek the opinion of
the European Court in Luxembourg on the point
of European law in question.

Judicial Committee of the Privy Council

The Judicial Committee of the Privy Council is not
a formal part of our court structure, yet it has had a
considerable influence on the development of English
law. The jurisdiction of the Judicial Committee covers
three main areas.

1 Final Court of Appeal for crown dependencies and
certain Commonwealth countries. The Committee
advises the Queen on criminal and civil appeals from
the Isle of Man, the Channel Islands, British Colon-
ies and Protectorates and from certain independent
Commonwealth countries. The Committee’s decisions



are very influential because cases are usually heard
by Law Lords with the addition of senior Common-
wealth judges, where appropriate.

2 Devolution references from courts in Scotland,
Northern Ireland or England and Wales or Law
Officers concerning the competence of devolved
administrations under the devolution legislation.

3 Various domestic matters, e.g. pastoral schemes of
the Church of England Commissioners, appeals from
the Disciplinary Committee of the Royal College of
Veterinary Surgeons.

Under the Constitutional Reform Act 2005, the
new Supreme Court will take over the devolution
jurisdiction of the Judicial Committee of the Privy
Council; the Commonwealth jurisdiction will not
be changed.

European Court of Human Rights

The European Court of Human Rights, which sits
at Strasbourg, deals with claims that the European
Convention on Human Rights has been breached.
Cases may be brought either by individuals, provided
that the relevant state has accepted the right to
bring an individual petition, or by one state against
another.

The Court of Human Rights comprises 44 judges,
a number equal to the number of states which have
ratified the Convention. Cases are usually heard by
seven judges sitting together.

The decisions of the court are binding on govern-
ments in international law but do not bind UK courts.
However, UK courts must take the judgments of the
Court of Human Rights into account when deciding
a question in relation to a Convention right, follow-
ing the incorporation of the European Convention
on Human Rights into UK law by the Human Rights
Act 1998.

TRIBUNALS

The work of the ordinary courts is supplemented by
a large number of tribunals set up by Act of Parlia-
ment to hear and decide upon disputes in specialised
areas. As the lives of ordinary people have been
affected more and more by the activities of govern-
ment, particularly since the advent of the welfare
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state, so there has been a considerable growth in the
number and jurisdiction of administrative tribunals.

In May 2000 the Lord Chancellor commissioned
Sir Andrew Leggatt, a former Court of Appeal judge,
to undertake a review of the tribunal system. The
report, which was published in 2001, noted that there
are 70 different administrative tribunals in England
and Wales, dealing with nearly one million cases a
year. Tribunals deal with a wide range of subjects,
such as social security, employment, immigration
and mental health. The attraction of tribunals is that
they operate cheaply and quickly with a minimum of
formalities. Although the chairman is usually legally
qualified, other members are drawn from non-legal
experts in the subject under consideration. Legal re-
presentation is discouraged as generally legal aid is
not available and costs are not awarded. The work
of tribunals is subject to scrutiny by the courts. An
appeal from the decision of a tribunal can normally
be made to the ordinary courts on a point of law but
not on the facts. The Divisional Court of the Queen’s
Bench Division ensures that a tribunal acts fairly,
according to its powers.

One of the best-known tribunals is the employ-
ment tribunal (formerly known as the industrial
tribunal). When it was established in 1964, it had
a very limited jurisdiction, but now it is one of the
busiest tribunals. It sits locally to hear complaints by
employees about contracts of employment; unfair
dismissal; redundancy; sex, race, disability and age
discrimination in employment; and equal pay. Since
1994 employment tribunals have also been able to
hear claims for breach of a contract of employment
where the amount claimed does not exceed £25,000.
The breach must arise from or be outstanding at the
termination of the employment. Previously these
claims could only be heard in the ordinary courts.
Personal injury claims and claims relating to living
accommodation, intellectual property and restraint
of trade are not included in the transfer of jurisdic-
tion and will continue to be heard in the civil courts.
The tribunal normally consists of a legally qualified
chairman aided by two lay members, one represent-
ing employers and the other representing employees.
However, changes introduced in 1993 enabled
employment tribunal chairmen to sit alone to hear
certain cases. The proceedings are relatively informal,
especially as the strict rules of evidence are relaxed.
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Employees may receive ‘legal help’ from the Com-
munity Legal Service Fund to help them prepare for
the hearing by, e.g., drafting documents. Financial
help to cover the cost of representation at the tri-
bunal hearing is not available, although applicants
can be represented by a trade union official or a
friend. Normally each side pays its own costs. The
tribunal’s powers include being able to make awards
of compensation totalling thousands of pounds. An
appeal lies to the Employment Appeal Tribunal and
from there to the Court of Appeal. The Employment
Rights (Dispute Resolution) Act 1998 introduced
changes to the law relating to the resolution of
individual employment rights disputes, which are
discussed in more detail in Chapter 16.

Reform of the tribunal system

As noted earlier, in August 2001, the government
published Sir Andrew Leggatt’s report on his review
of the tribunal system, Tribunals for Users: One
System, One Service. The report noted that, in the
44 vyears since tribunals were last reviewed, they
had grown considerably in number and complexity.
However, of the 70 tribunals identified, only 20 hear
more than 500 cases a year. A consequence of having
such a large number of disparate tribunals, many of
which hear only a small number of cases, is that it
has not been possible to achieve economies of scale.
Resources have been wasted and training and IT
have been under-resourced. Their procedures are
often old-fashioned and are not accessible to users
who find the experience very daunting. Tribunals are
often established and sponsored by a government
department and, as a result, ‘The tribunal neither
appears to be independent, nor is independent in
fact’. Sir Andrew stated that the objective of the
report was to recommend a system that is independ-
ent, coherent, professional, cost-effective and user-
friendly. The recommendations include:

m To establish a common, unified administrative
service, known as the Tribunal Service, within
the Lord Chancellor’s Department.

m To establish a single Tribunal System, operating
in divisions according to subject matter, e.g.
education, financial, health and social services,

immigration, land and valuation, social security
and pensions, transport, regulatory and employ-
ment. Each division would have an appellate
tribunal headed up by a President.

m The Tribunal System should be headed by a Senior
President, who should be a High Court judge.

m There should be a right of appeal, but only by per-
mission, on a point of law on the generic ground
that the decision of the tribunal was unlawful.
The appeal would lie from the first tier tribunal
to the corresponding appellate tribunal and from
there to the Court of Appeal.

m All appointments of chairmen and members of
tribunals should be by the Lord Chancellor.
Training, particularly in interpersonal skills,
should be improved.

m There should be active case management, similar
to the system used in the civil courts following
the Woolf reforms.

m Tribunals should work with user groups to
improve the accessibility of tribunals, for example,
by ensuring that: (i) original decision-makers pro-
duce reasoned decisions; (ii) the Tribunal Service
provides information about, for example, how to
start a case, present it at a hearing and how to
appeal; (iii) voluntary and other user groups are
properly funded to assist users; and (iv) tribunal
chairmen are appropriately trained to assist users
to present their cases and make the proceedings
intelligible.

m [T systems should be improved both to enhance
administrative efficiency and also to improve
public understanding of the work of tribunals.

The government’s response was contained in a White
Paper, Transforming Public Services: Complaints,
Redress and Tribunals (2004). In April 2006 the
Tribunals Service was established as an executive
agency of the Department for Constitutional Affairs
to provide a common administrative support to the
main tribunals. The Tribunals, Courts and Enforce-
ment Bill, which was published in July 2006, creates
a new, simplified statutory framework for tribunals;
brings the tribunal judiciary together under a Senior
President; and replaces the Council on Tribunals,
which supervises tribunals, with an Administrative
Justice and Tribunals Council.



ALTERNATIVE DISPUTE RESOLUTION

So far in this chapter we have examined formal
methods of settling disputes by means of legal action,
known as litigation, in a court or tribunal. In practice,
only a relatively small number of disputes are resolved
in this way. The vast majority of disputes are settled
by other means outside the formal court system.
There are many good reasons why the parties them-
selves may prefer an ‘out-of-court’ compromise to
courtroom conflict: e.g. fear of spoiling an otherwise
satisfactory relationship; the cost of legal action, the
amount of money at stake; difficulty in predicting
the outcome of the case; or the likelihood of bad
publicity. The drawbacks of pursuing a court action
act as a powerful incentive for the parties to seek
alternatives to litigation.

In its 1998 White Paper, Modernising Justice, the
government stated that one of its objectives was to
increase access to justice and to ensure that there were
effective solutions available to people who needed
help, which were proportionate to the issue at stake.
In its view, litigation in courts and tribunals should
only be used as a last resort. The different alternatives
to litigation are usually referred to as alternative
dispute resolution (ADR). In recent years, potential
litigants have received strong encouragement to
resolve their differences by using ADR. The new
Civil Procedure Rules require courts to encourage
the use of ADR in appropriate cases. So what is
the position if one of the parties does not want to
participate in ADR? The Court of Appeal cases of
Halsey v Milton Keynes General NHS Trust and Steel
v Joy (2004) both considered the circumstances in
which a court should impose a costs sanction against
a successful litigant on the grounds that he has
refused to take part in ADR. The court’s guidelines
are as follows:

E A court cannot compel the parties to engage in
mediation. ADR is a process which is entered into
voluntarily and an order to engage in ADR may
be a breach of Art 6 of the European Convention
on Human Rights (right of access to the courts).

m The role of the court is to encourage ADR. The
encouragement may be ‘robust’.

m Costs may be awarded against the successful party
if he has unreasonably refused to agree to ADR.
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m The burden of showing that the refusal was unrea-
sonable rests with the unsuccessful party.

m Factors which are relevant to deciding the ques-
tion of reasonableness include the nature of the
dispute, the merits of the case, the extent to which
other settlement methods have been tried, whether
the costs of ADR would be disproportionately high,
whether any delay in establishing ADR would be
prejudicial, and whether ADR has reasonable
prospects of success.

m There is no presumption in favour of mediation.

The term ADR covers a wide range of techniques
and processes for resolving disputes outside the courts.
It is difficult to generalise about ADR as each type
of ADR has different characteristics and therefore
different benefits and drawbacks. Nevertheless, some
of the disadvantages of litigation and the potential
benefits of ADR are as follows:

m Litigation is adversarial and confrontational. The
parties may wish to maintain a continuing rela-
tionship after the dispute has been resolved.

m In order to pursue litigation, you will usually need
a lawyer to help prepare your case and to represent
you, particularly in the higher courts. You may
not be able to afford professional legal services
or the amount at stake does not justify incurring
significant costs.

m Despite the civil procedure reforms, litigation can
still be very slow. You may need a speedy resolu-
tion to the problem.

m Litigation in the courts can be a daunting prospect
for a lay person. ADR can be more user-friendly
with simpler procedures.

m Litigation is very stressful and the fear of mounting
costs can cause great anxiety. Some ADR tech-
niques, e.g. conciliation, are specifically designed
to overcome these problems.

m The remedies available to a court are quite lim-
ited, e.g. damages, injunction or a declaration of
rights. A wider range of remedies may be available
through ADR, e.g. securing a change in the way an
organisation operates or securing an explanation
of what happened.

m In most situations litigation is a public process.
The case may be reported in the press and the
judgment will be freely available to members of
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the public. Through ADR your case may be dealt
with in privacy and you can avoid adverse or
intrusive publicity.

m Although there is some degree of specialisation
in the judiciary, most judges are generalists. The
parties may wish to refer their dispute to some-
one with specialised or expert knowledge.

m Litigation takes place at a time and location
specified by the courts and according to pre-
determined Civil Procedure Rules. ADR can
operate more flexibly at a time and place con-
venient to the parties and sometimes by mutually
agreed rules.

In this section we explain the main types of ADR.

Arbitration

Arbitration allows the parties to present their argu-
ments to an independent arbitrator of their choice,
in private and at their own convenience. The arbit-
rator may be legally qualified but usually he has
special knowledge or experience of the subject matter.
Sometimes an arbitration panel is used. Both sides
agree to be bound by the decision of the arbitrator,
which can be enforced as if it were the judgment of
a court.

A court appearance can be a very costly and
public way of resolving a dispute. Many in the com-
mercial world seek to avoid the possibility by agree-
ing at the outset that any dispute will be referred
to arbitration. Such clauses are often contained in
contracts of insurance and partnership. Arbitration
schemes have also been set up by trade bodies, such
as the Association of British Travel Agents, to deal
with complaints involving their members.

The Arbitration Act 1996 now provides a com-
prehensive statutory framework for the conduct of
arbitration.

Early neutral evaluation

This is where a neutral person, who may be a
lawyer or an expert in the field, looks at each side’s
case and gives an opinion on its merits. The opin-
ion, which is not binding on the parties, can be used
as a basis for further negotiation or reaching an
agreement.

Expert determination

The parties agree to appoint an independent expert
in the field to decide the dispute. The parties agree
to be bound by the decision.

Mediation

Another alternative to litigation in the civil courts is
mediation. This form of alternative dispute resolution
consists of using a neutral third party (mediator) to
help the parties to a legal dispute to reach a common
position. Mediation can either be ‘evaluative’ in the
sense that the mediator evaluates the strength of a
case or ‘facilitative’ in that the mediator concentrates
on helping the parties to reach agreement. The advant-
ages of mediation compared to litigation include
reduced costs and a reduction in conflict, making
it particularly suitable for the following kinds of
disputes:

m divorce, separation and other family problems;
m neighbours, e.g. about noise, boundaries;

m work, e.g. discrimination;

m education, e.g. exclusions from school.

If mediation is successful, the parties may record
their agreement in the form of a binding contract,
enforceable in the courts.

Conciliation

Conciliation is very similar to mediation, in that a
third party helps the parties to reach a resolution.
However, in conciliation the third party plays a more
active role in bringing the parties together and sug-
gesting solutions. In some cases the initiative for a
settlement comes not from the parties themselves, but
from an outside agency; for example, the Advisory,
Conciliation and Arbitration Service (ACAS) tries
to resolve both collective and individual disputes
between employers and employees by means of con-
ciliation. ACAS receives a copy of all employment
tribunal applications. A conciliation officer will then
offer his services to the parties to help them reach a
settlement. Many claims are settled at this stage
with the parties avoiding the ordeal of a tribunal
hearing.

‘Conciliation’ is now regarded as a form of
mediation.



Med-arb

This is a combination of mediation and arbitra-
tion. An independent person will first try mediation
but, if it fails, the parties agree to refer the dispute
to arbitration. The same person may act as both
mediator and arbitrator.

Neutral fact finding

This is a process which is used in cases involving
complex technical or factual issues. A neutral third
party, who is usually an expert in the field, will
review the facts in dispute and assess the merits of
the case. The parties may use the outcome as a basis
for further negotiations or to reach a settlement.

OMBUDSMEN

The Swedish term ‘ombudsman’ describes an official
or commissioner who acts as an independent referee
between a citizen and his government and its admin-
istration. The first ombudsman to be appointed in
the UK was the Parliamentary Commissioner for
Administration (PCA) in 1967. The job of the PCA
is to investigate complaints of maladministration by
government departments and various other public
bodies, such as the Charity Commission and the
English Tourist Board. Maladministration means
poor or failed administration and can include
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unreasonable delay, bias or unfairness, failure to
follow proper procedures, mistakes in handling
claims and discourtesy. The PCA will not normally
deal with matters which could be resolved through
a court or tribunal. Complaints can only be brought
by someone with a specific interest in the matter,
i.e. it affects him or the organisation to which he
belongs, and should not relate to events more than
12 months old. The PCA can investigate complaints
received directly from the public. The powers of
the PCA are confined to conducting an investigation
into a complaint and, if the complaint is justified,
recommending a remedy. The PCA has no power to
order a specific remedy and there is no right of appeal
from the decisions of the PCA. The ombudsman
method of dealing with complaints has found favour
in many areas of official and commercial activity.
Examples of ombudsmen are set out in Fig 3.5.

REGULATORS

When public utilities were privatised in the 1980s
and 1990s, the government established regulators
to oversee the industries concerned. The main regu-
lators are OFGEM (gas and electricity companies),
OFCOM (telecommunications companies) and
OFWAT (water companies). The regulators will not
normally deal with complaints directly but they will
investigate whether the company has dealt with a
complaint properly.

Self-test questions/activities

1 For each of the actions listed below state:
(@) Which court or tribunal would hear the case?

(b) What type of lawyer could represent the parties?

(c) Who would try the action?

(d) To which court or tribunal would an appeal lie?

() in a prosecution for murder;
i) in an undefended divorce;
i

(
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in a claim for damages of £75,000 for negligence causing personal injury;
in an application for a late extension by the licensee of a public house;

v) in a claim by an employee that he has been unfairly dismissed;

(vi) in a bankruptcy petition where the debts are £20,000;

(vii) in a claim by a resident that his local authority has failed to produce accounts for public inspec-

tion as required by law;

(viii) in a claim for damages of £200 for breach of contract;
(ix) in an application by a social services department to take a child into care.
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Complaint about

Ombudsman

Comments

Estate agents

Ombudsman for Estate
Agents (OEA)

Deals with disputes between member estate agencies and
potential buyers or sellers of residential property.

The OEA can award compensation up to £25,000.

Central government
departments and
other public bodies

Parliamentary
Commissioner for
Administration

Deals with complaints from the public about
maladministration and obtaining access to official
information.

Complaints cannot be made direct and must be referred by
an MP.

The PCA can recommend a remedy but has no power to
enforce his/her rulings.

Local government

Local Government
Ombudsman

Deals with complaints about maladministration by local
authorities.

The ombudsman may make recommendations to resolve
the complaint, including making suggestions about
remedies.

Financial services, e.g.
banks, building societies,
insurance companies,
financial advisers

Financial Ombudsman
Service

Deals with complaints about most financial services.

The ombudsman may make non-binding recommendations.

National Health Service
(NHS)

Health Service
Ombudsman

Covers complaints by or on behalf of patients about
unsatisfactory treatment or service by the NHS.

The ombudsman may ask the NHS to provide a suitable
remedy but this would not normally include compensation.

Child Support Agency

Independent Case
Examiner

Deals with complaints about the Child Support Agency.

Legal profession:
including solicitors,
barristers, licensed
conveyancers, legal
executives and patent
agents

Legal Services
Ombudsman

Deals with complaints about the way professional bodies
have handled a complaint. The ombusdman can
recommend that the professional body reconsider its
decision and/or pay compensation. He or she can also
formally criticise the professional body and, in exceptional
cases, make a binding order of compensation.

Housing Independent Housing Deals with disputes between landlords and tenants.
Qi eIz The ombudsman may recommend, e.g. that compensation
be paid or that repairs be carried out.
Pensions Pensions Ombudsman Investigates and deals with complaints and disputes about
the way occupational and personal pension schemes are run.
Judiciary Judicial Appointments Created by the Constitutional Reform Act 2005, this

and Complaints
Ombudsman

Ombudsman investigates complaints about the judicial
appointments process and the handling of matters involving
judicial conduct.

Fig 3.5 Ombudsmen
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2 What part do laymen take in the administration of the legal system? Should they be replaced by
professionals?

3 Our legal system often allows for two levels of appeal. Is this a wasteful use of resources?

4 What are the advantages and disadvantages of using tribunals rather than the ordinary courts to decide
disputes?

Specimen examination questions

1 (a) Comment on the view that magistrates’ courts are the workhorses of the criminal justice system.
(b) Explain how criminal cases are allocated for trial between magistrates’ courts and the Crown Court.

2 Critically evaluate the changes to civil justice procedure introduced by the Woolf reforms.

3 What alternatives to litigation in the ordinary courts are available? What are the advantages and disad-
vantages of these alternative methods of dispute resolution compared to litigation in the courts?

Website references

Legal profession

http://www.lawsociety.org.uk The Law Society is the representative and regulatory body for solicitors of
England and Wales. In order to practise, all solicitors must have a practising certificate which is issued by the Law
Society on an annual basis. There are over 80,000 solicitors on the Roll.

http://www.lawscot.org.uk The Law Society of Scotland is the governing body for Scottish solicitors. In
essence, the Society promotes the interests of solicitors in Scotland and provides services to the public in this

field.

http://www.barcouncil.org.uk The Bar Council® is the regulatory and representative body for barristers in
England and Wales. This site gives information on what barristers do, their history and how they are regulated,
etc.

http://www.conveyancers.org.uk This is the website for the Council of Licensed Conveyancers, the professional
body for those specialising in property law.

http://www.ilex.org.uk On this website you will find information about the Institute of Legal Executives
(ILEX), the professional body which represents 22,000 legal executives.

Courts and tribunals

http://www.dca.gov.uk/index.htm The website for the Department for Constitutional Affairs (DCA) provides
a broad range of legal information. This part of the site covers the legal system and there are links to the Courts
Service, judgments and court procedure and a section dealing with tribunals. In March 2007, the Prime Minister
announced that as part of the reform of the Home Office, responsibility for the criminal justice system, including
the prison and probation services, would be transferred to a new Ministry of Justice. The new ministry will take
over the responsibilities of the Department for Constitutional Affairs.
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Criminal justice and procedure, reform

http://www.cjsonline.gov.uk The Criminal Justice System website provides access to information about the
operation of the Criminal Justice System in England and Wales.

http://www.criminal-courts-review.org.uk The site for the Auld Committee review of the criminal courts.

Civil justice and procedure, reform

http://www.dca.gov.uk/civil/cjustfr.htm On this part of the Department for Constitutional Affairs’ website you
will find information on the Department’s work on policy affecting the civil law, including the Woolf reforms.

http://www.dca.gov.uk/procedurerules/civilpr_background.htm This part of the Department for Constitutional
Affairs’ website deals with the Civil Procedure Rules.

http://www.civiljusticecouncil.gov.uk The Civil Justice Council is charged with monitoring the civil justice
system and ensuring that it is fair, efficient and accessible.

Alternative dispute resolution

http://www.adr.civiljusticecouncil.gov.uk This part of the Civil Justice Council’s website deals with ADR.
http://www.legalservices.gov.uk/public/help/leaflets.asp The Community Legal Service (CLS) provides a

range of leaflets on this site, including those dealing with debt, the Human Rights Act, and alternatives to court
— which provides detailed guidance on ADR systems.

http://www.bioa.org.uk The website of the British and Irish Ombudsman Association provides links to the
websites of UK ombudsmen and other complaint handling schemes.
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Chapter 4

CLASSIFICATION AND SURVEY OF TYPES
OF BUSINESS ORGANISATION

Learning objectives

After studying this chapter you should understand the following main points:

m the different types of business organisation, including advantages and disadvantages;

m the nature and consequences of the use of juristic personality in relevant organisations;

m methods of financing the organisations and the securities a lender may require;

m the publicity requirement placed on relevant organisations in terms of public disclosure.

CLASSIFICATION OF BUSINESS
ORGANISATIONS

The private sector

A business can be run in what is called the private
sector of commerce and industry through any one
of three types of business organisation. These are
given below.

The sole trader

This means going it alone with a one-person business.
You can own all the assets and take all the profits of
the business but suffer all its losses and have all the
problems and worries.

The partnership — generally

There are three types of partnership that can be used
as a business vehicle.

An unlimited partnership

You can share the losses (if any) and the problems
and worries with a partner or partners but of course
the profits must also be shared. This is certainly the
case with what are called full or equity partners; but
liability for the debts of the firm can arise even where

profits are not shared, as in the case of salaried part-
ners and consultant partners who receive a salary
or fees. A ruling of the Court of Appeal in M Young
Legal Associates Ltd v Zabid Solicitors (a firm) (2006)
is to the effect that it is not necessary to share profits
before the legal status of partner, at least in the con-
text of debt liability, can be established under the
definition in s 1 of the Partnership Act 1890 which
states that the partners must be in business ‘with a
view of profit’ but says nothing about sharing the
profits. Becoming a partner by estoppel (see below)
is a different way in which a person can come to be
regarded as a partner (see further p 120). Others
may be liable by estoppel or under the definition as
in M Young Legal Associates Ltd v Zabid Solicitors
(a firm) (2006) (above).

It is normally necessary for the partners to make
a contract called a partnership agreement which is
often in writing because it then provides a good record
of what was agreed about the business. However,
writing is not necessary; a verbal agreement will do
and, indeed, a partnership can in some cases be
inferred from conduct. For example, if A acts as if
he were the partner of B he may become one in law,
at least to a creditor who has relied on the apparent
situation, even though there is no contract, verbal
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or written, between them. Partnership by estoppel,
as it is called, is more fully explained in Chapter 5.

The liability of the partners is unlimited, so if the
firm cannot pay its debts, each general or equity
partner is liable to pay them with a right to ask for
a contribution from the others.

A limited partnership

It is possible to form a limited partnership as a busi-
ness vehicle. So long as one partner has full liability
where the firm cannot pay a debt, the others may have
limited liability. This means that if the business falls
on hard times, they may lose the capital they invested
in it but will have no further liability as the unlimited
partner has. These partnerships are not commonly
used in the generality of business organisations. They
are used for collective investment schemes such as unit
trusts. The firm manages the scheme and the invest-
ments. Authorisation under the Financial Services Act
2000 by the Financial Services Authority is required
by those who act as managers of the scheme. The
limited partners cannot take part in management. If
they do, they become personally liable for debts in-
curred by the firm during their period of management.

A limited liability partnership

This is the most recently created form of business
ownership: the limited liability partnership or LLP.
It is registered with the Registrar of Companies and
owns the assets of the business as a juristic person
separate from the members, as they are called. The
LLP is fully liable for its debts but there is no personal
liability in the members as is the case with the un-
limited partnership. If the LLP becomes insolvent,
the members may well lose the capital they con-
tributed but beyond this have no duty to contribute
to the assets of the LLP if on winding-up there is a
shortfall. They can agree to make such a contribution
in the LLP agreement but are not forced by law to
do so. However, the court has a discretion to order
repayment of any withdrawals made by a member
of an LLP within the two years prior to winding-up
if the member knew or ought to have concluded that
the withdrawal would increase the risk of subsequent
insolvency. Experience of the LLP shows that up to
now the relevant legislation, i.e. the Limited Liability
Partnerships Act 2000, has been used mainly by
partnerships of solicitors and accountants and other
professionals where personal liability, e.g. for negli-

gence claims, can be high if the firm cannot meet the
damages.

The company

A business may be incorporated as a registered
company. This is created by following a registration
procedure carried out through the Registrar of Com-
panies in Cardiff. He is an official of a government
department called the Department of Trade and
Industry.

A registered company is commonly formed by
two or more people who become its shareholders.
Directors must be appointed to manage the com-
pany and act as its agents. Under the Companies
Act 2006 a private company need not appoint a
company secretary but may do so if it wishes. In a
private company it is common for the appointment
to be made either from the shareholders or from
among those advising the business, such as an
accountant (provided he is not also the company’s
auditor, who cannot hold an office of profit within
the company) or solicitor. Since the implementation
of an EC directive by the Companies (Single
Member Private Limited Companies) Regulations
1992 SI 1992/1699), a private company limited by
shares or guarantee may be formed with one mem-
ber only or allow its membership to fall to one. This
and its ramifications are explained in Chapter 6.
The relevant provisions are now contained in the
Companies Act 2006.

If the business is large enough and the company
is a public limited company, it must under the Com-
panies Act 2006 appoint a company secretary,
normally after public advertisement of the post. No
special qualifications are required for secretaries of
private companies where these are appointed but
qualifications are laid down for secretaries of public
companies. These are explained in Chapter 6.

In the past, trading companies were incorpor-
ated by Royal Charter. However, incorporation by
registration was set up in 1844 by the Joint Stock
Companies Act of that year, and it is most unlikely
that incorporation by Royal Charter would be used
today to incorporate a commercial business. Charters
are still used to incorporate certain organisations,
such as professional bodies which control the pro-
fessions, e.g. the Chartered Institute of Secretaries
and Administrators, and for incorporating certain
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BUSINESS ORGANISATIONS
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Fig 4.1 Business organisations in terms of natural and juristic persons

bodies in the public sector, such as the British
Broadcasting Corporation.

As to how you get a charter, the organisation
wanting one sends what is called a petition to the
Privy Council. The Privy Council consists of mem-
bers of the current Cabinet who become members
of the Council when they first take office, former
members of the Cabinet, and others appointed by
the Queen on the recommendation of the Prime
Minister as an honour for service in some branch of
public affairs at home or overseas. There are also
what are called convential members who become
members by reason of holding another office, e.g.
the Speaker of the House of Commons. The peti-
tion asks for the grant of a charter and sets out the
powers required. If the Privy Council considers that
it is appropriate to grant a charter, the Crown will
be advised to do so.

The public sector

At the end of the Second World War the then
Labour government thought it right to bring into
the public sector certain organisations providing
goods or services to the public on a national basis
with a complete or partial monopoly, e.g. the min-
ing of coal. Public corporations were formed to
manage these organisations. These organisations
have now been returned to the private sector
through the medium of public limited companies
with shareholders. The commercial public corpora-
tions are for all practical purposes non-existent,
though an example in the social services area is the
Health and Safety Executive set up by the Health
and Safety at Work etc. Act 1974 to supervise and
enforce health and safety through inspectors (see
further, Chapter 16).
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NATURAL AND JURISTIC PERSONS

Natural persons

These are human beings who are known to the law
as natural persons. An adult human being has in
general terms the full range of legal rights and a full
range of legal duties. Thus, if A makes a contract
with B and B fails to perform it, A has a right, e.g.
to damages, because B failed to perform a duty. A
similar situation would occur if A failed in his duty
to perform the contract thus denying B his right to
have it performed.

However, the law distinguishes between certain
classes of human beings and gives them a status
which means that they have more limited rights and
duties than are given to other persons. Examples are
minors (persons under the age of 18), and persons
who lack mental capacity.

Some contracts of minors are not binding on them
and they cannot be sued for damages for breach
of contract if they fail to perform them. As regards
persons who allegedly lack mental capacity, the
Mental Capacity Act 2005 provides that a person is
assumed to have mental capacity, e.g. to make the
contract in question, unless either party can prove
to the contrary. If it is shown that there is insufficient
mental capacity then the contract is not binding on
either party. The Act contains provisions relating to
payment for necessary goods, e.g. food and clothing
and services, where these have been supplied and
delivered to the person who lacks mental capacity.
These matters are more fully dealt with in Chapter 7.

Non-human creatures are not legal persons and
do not have those rights and duties which a human
being gets at birth. However, animals may be pro-
tected by the law for certain purposes, such as
conservation. For example, s 9 of the Wildlife and
Countryside Act 1981 protects certain wild animals
by making it a criminal offence for a person inten-
tionally to kill, injure or take any animal included in
Sch 5 to that Act, e.g. bats.

The Animal Welfare Act 2006 is also relevant
and is concerned, e.g., with trade in exotic animals
where standards of animal care are often poor. It
has also a wider impact on animal care in, e.g., pet
shops and pet fairs where standards of care are too
often wholly inadequate. There is also the Hunting

Act 2004 which in general prohibits the use of dogs
to hunt wild animals in England and Wales.

Juristic persons

Legal personality is not given only to human beings.
Persons can form a corporation, that corporation hav-
ing a legal personality with similar rights and duties
to human beings. As we have seen, these corporations
are formed by Royal Charter, Act of Parliament, or
by registration under the Companies Act 2006 or
previous Acts. There are also corporations sole, which
were introduced by lawyers under common law.

Charter companies and those formed by Act of
Parliament have their own legal personalities and
act through human agents. This is also true of the
registered company, which is allowed by law through
the agency of its directors to make contracts, hold
property, and carry on business on its own account,
regardless of the particular persons who may happen
at the particular time to hold its shares.

Thus, if A and B form a registered company, AB
Ltd, the separate legal personality of AB Ltd is created
on formation. A and B can now, if as is likely they
have been appointed as directors of the company,
make contracts on behalf of AB Ltd as its agents. The
rights and duties under those contracts will belong to
AB Ltd and not to A and B as individuals. The rule of
corporate personality is illustrated by the following.

Salomon v Salomon & Co (1897)

Mr Salomon carried on business as a leather merchant
and boot manufacturer. In 1892 he formed a limited com-
pany to take over the business. Mr Salomon was the major
shareholder. His wife, daughter and four sons were also
shareholders. They had only one share each. The sub-
scribers to the company’s memorandum met and appointed
Mr Salomon and his two elder sons directors and, there-
fore, agents of the company (see further Chapter 6). The
company gave Mr Salomon 20,000 shares of £1 each in
payment for the business and he said that a further £10,000
of the purchase price could be regarded as a loan to the
company which it could repay later. Meanwhile, the loan
was secured on the assets of the company. This charge on
the assets made Mr Salomon a secured creditor who, under
the rules of company law, would get his money before
unsecured (or trade) creditors if the company was wound
up. The company fell on hard times and a liquidator was
appointed. The assets were sufficient to pay off the deben-
tures but in that event the trade creditors would receive
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nothing. The unsecured creditors claimed all the remaining
assets on the ground that Mr Salomon and the company
were one. Thus he could not lend money to himself or give
himself a security over his own assets. Eventually, the
House of Lords held that the company was a separate and
distinct person. The loan and the security were valid trans-
actions between separate individuals, i.e. Mr Salomon and
the company, and therefore Mr Salomon was entitled to
the remaining assets in payment of the secured loan.

Comment. The creditors of Mr Salomon’s original business
had been paid off. The unsecured creditors were creditors
of the company and the House of Lords said that they must
be deemed to know that they were dealing with a limited
company whose members, provided they had paid for
their shares in full, could not be obliged to meet its debts.

Looking behind the corporate personality

This idea of corporate personality can lead to abuse
and where, for example, it has been used to avoid legal
obligations, the courts have been prepared to ignore
the separate personality of the company (or draw aside
the corporate veil or curtain) and treat the business
as if it was being run by its individual members. An
illustration of this appears in the following case.

Gilford Motor Co Ltd v Horne (1933)

Mr Horne had been employed by Gilford. He had agreed
to a restraint of trade in his contract under which he would
not approach the company’s customers to try to get them
to transfer their custom to any similar business which
Mr Horne might run himself.

Mr Horne left his job with Gilford and set up a similar
business using a registered company structure. He then
began to send out circulars to the customers of Gilford
inviting them to do business with his company.

Gilford asked the court for an injunction to stop Mr Horne’s
activities and Horne said that he was not competing but
his company was and that the company had not agreed to
a restraint of trade. An injunction was granted against both
Mr Horne and his company to stop the circularisation of
Gilford’s customers. The corporate structure could not be
used by Mr Horne to evade his legal contractual duties.

Corporations sole

All the forms of corporation which have been dis-
cussed so far have one feature in common which is
that they are corporations aggregate, having more
than one member. However, English law also re-
cognises the idea of the corporation sole which is a
corporation having only one member.

A number of such corporations were created
by the common lawyers in early times because they
were concerned that land did not always have an
owner and that there could be a break, however
slight, in ownership.

Church lands, for example, were vested in the vicar
of the particular area and at higher levels in other
church dignitaries, such as the bishop of the diocese.
When such persons died, the land had no legal owner
until a successor was appointed to the job so the
common lawyers created the concept of the corpora-
tion sole under which the office of vicar or bishop was
a corporation and the present vicar or bishop the
sole member of that corporation. The land was then
transferred to the corporation and the death of the
particular vicar or bishop had thereafter no effect
on the landholding because the corporation did not
die and continued to own the land. The Bishop of
London is a corporation sole and the present holder
of the office is the sole member of the corporation.
The Crown is also a corporation sole.

It does not seem likely that any further corpora-
tions of this sort will be created by the common law
but they can still be created by Act of Parliament.
For example, the Public Trustee Act 1906 sets up
the office of Public Trustee as a corporation sole.
The Public Trustee will act as an executor to admin-
ister a person’s estate when that person dies, or as
a trustee, to look after property for beneficiaries
such as young children, and a lot of property is put
into his ownership for the benefit of others from
time to time. It would be very difficult to transfer
all this property to the new holder of the office on
the death or retirement of the civil servant who is
in fact the Public Trustee. So the person who holds
the office of Public Trustee is the sole member of
a corporation called the Public Trustee and the
property over which he has control is transferred
to that corporation and not to the individual who is
the holder of the office.

The Public Trust Office was abolished with effect
from 1 April 2001. From that date, the work of the
Public Trust Office was transferred to the Office
of the Official Solicitor. The two posts of Official
Solicitor and Public Trustee are now held by the same
individual but the two posts have not been amal-
gamated and trust work can be undertaken in either
capacity depending on administrative arrangements.
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The corporation sole principles still apply to the
individual who holds the joint office. He is, in effect,
a member of a corporation sole, either the Official
Solicitor or Public Trustee.

SURVEY OF TYPES OF BUSINESS
ORGANISATIONS: ADVANTAGES
AND DISADVANTAGES

The major advantages and disadvantages of the
various forms of business organisations in the private
sector will now be looked at under the headings set
out below.

COMMENCEMENT OF BUSINESS

Sole traders and ordinary and
limited partnerships

These organisations can commence business merely
by opening the doors of the premises. It is usual to
register for Value Added Tax, though this is not
compulsory unless the turnover of the business is at
registration level (currently more than £61,000), and
of course the premises which are being used must,
under planning and other regulations, be available
for business purposes. Planning requirements are
considered later in this chapter.

If the organisation is not using the name of its
proprietor(s), but using a business name, as where
Freda Green trades as ‘London Fashions’ (the busi-
ness name), or Fred and Freda Brown trade as ‘Paris
Fashions’ (the business name), then the organisation
must comply with the requirements of the Companies
Act 2006. This will be dealt with in more detail in
later chapters, e.g. Chapter 3, but it contains provi-
sions restricting the choice of the business name.
For example, a name must not be chosen which sug-
gests a connection with central and local govern-
ment unless the Department of Trade and Industry
consents. This is to prevent the public getting a
possibly false sense of security because these govern-
ment authorities get a regular and safe income from
taxes and Council Tax and business rates. There are
also requirements regarding disclosure of the name
during the lifetime of the business.

Limited liability partnerships

Those wishing to trade as a limited liability partner-
ship (LLP) must send an incorporation document
to the Registrar of Companies. If the Registrar is
satisfied that the requirements for registration have
been complied with the incorporation document will
be registered and the Registrar will give a certificate
that the LLP is incorporated. From the date of the
certificate the members can trade through the med-
ium of the LLP. Trading before that date could be
construed as trading through an ordinary informal
partnership governed by the Partnership Act 1890.
An existing ordinary partnership converting to an
LLP would until incorporation trade under its exist-
ing partnership articles and the 1890 Act. These
matters apart, the above material relating to other
partnerships applies.

Companies

A private company cannot trade until its application
for registration has been dealt with by the Registrar
of Companies and he has given the company a
certificate of incorporation.

The Companies Act 2006 requires public com-
panies to have an authorised and issued share capital
of at least £50,000 in nominal value, of which at
least one-quarter has been paid plus the whole of
any premium. This is essential so that the company
can trade and/or borrow.

If, therefore, a public company does have an author-
ised capital of £50,000 and the shares are £1 each
but are sold for £1.50, that is at a premium of 50p,
the company must have a paid-up share capital of
£37,500 before it can trade and/or borrow.

All business is carried out in the name of the
company which will normally register for VAT. The
choice of the corporate name and a business name,
if the company uses one, is controlled by the Com-
panies Act 2006, and this Act provides also for
publicity to be given to the name. These matters will
be dealt with in Chapter 6.

Community interest companies

These companies are not involved in business as
such and are included here for the sake of com-
pleteness. They are designed for use by social
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enterprises wishing to operate under a corporate
structure.

They are intended for use by non-profit distribut-
ing enterprises providing benefit to the community.
Organisations active in areas such as child care, social
housing, leisure and community transport may wish
to make use of the corporate structure of a commun-
ity interest company (CIC) given the relative freedom
of a non-charitable company form but with a clear
assurance of restricted profit distribution status.

A CIC is subject to the general framework of com-
pany law and to the Companies Act 2006. There are
two forms of CIC: a company limited by guarantee
(CIG); or a company limited by shares (CIS). CICs
are registered with the Registrar of Companies and
are subject to corporate regulatory constraints,
including oversight by the Department of Trade and
Industry’s Companies Investigations Branch.

Although a non-profit distributing organisation
may use the CIC form and carry on a policy of not
paying dividends, a CIC limited by shares can pay a
dividend on those shares if it wishes. There is a cap
on the amount, which will be set from time to time
by the Community Interest Company Regulator
whose office is located in Companies House in
Cardiff. The cap can be fixed by reference to a rate
fixed by an outside body, e.g. the Bank of England’s
minimum lending rate, from time to time. This con-
trol on dividends is referred to as the ‘asset lock’.

RAISING BUSINESS FINANCE -
GENERALLY

Sole traders and all partnerships

All businesses need money to begin trading: some
kind of start-up finance. Sole traders must either
put in enough of their own money if they have it or
put in what they have and try to borrow the rest.
Partners are in the same position. Certainly, a bank
will not lend 100 per cent of the finance.

Usually the best place to try for a loan is one of
the large banks. The bank will want some security
for its money and this may mean giving the bank
a mortgage on the house of the sole trader, or
houses of the partners. It should be borne in mind
that lenders such as banks will not advance the full

market value of the property offered as a security.
For example, a lender may lend up to, say, 70 per
cent of the value of freehold land and buildings.
The figures for borrowing are less than the asset
value because of the impact on that value of the
forced sale that takes place when a lender calls in
the security, if the loan cannot be repaid.

Interest rates can differ according to the deal given
by the bank. Interest may be variable and change
with the base rate, as is the case where the bank allows
the organisation to overdraw a bank account up to
a certain amount. The alternative is a loan at a fixed
rate of interest. These are usually more expensive
but may be better than an overdraft facility if the
loan is taken at a time of low interest rates.

A partnership can, of course, attract more capital
by admitting new partners. There was a limit of 20
partners in a partnership. This was designed to force
the larger partnership to become a registered company
where there was greater statutory control of its busi-
ness affairs. The Regulatory Reform (Removal of
20 Member Limit in Partnerships, etc.) Order 2002
(S12002/3203) removed entirely the 20-partner limit
from all unlimited and limited partnerships. Many
of these partnerships including those of accountants
and solicitors were already exempt under previous
legislation. The restriction was never applied to the
number of members in a limited liability partner-
ship. These Regulatory Reform Orders can be used
to reform any legislation, even a statute that imposes
a burden on business. There is no need for primary
legislation, i.e. an Act of Parliament.

Companies

Here the capital structure is more complicated. If
two people wishing to form a private company and
be its directors contribute £10,000 each to form the
company, each of the two members taking 20,000
shares of £1 each, then:

1 all the company’s current capital is issued;
2 the £20,000 cash received by the company is its
paid-up capital.

Under previous legislation, a company had to be
registered with a stated authorised capital and no
capital could be issued beyond this limit unless the
authorised capital was increased by a resolution of
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the members. The Companies Act 2006 abolishes
the concept of authorised capital and the company
can issue further shares of an unlimited number
provided that, after issue, it files with the Registrar
of Companies a Statement of Share Capital which
shows, among other things, the current number of
shares in the company.

A company may also raise money by borrowing,
often from a bank, either by way of a loan at fixed
interest or, more commonly, by the granting of an
overdraft facility.

The lender does not become a member of the com-
pany and if the company falls on hard times and is
wound up the lender, being a creditor, is entitled to
recover his loan before the shareholders get any-
thing for their shares.

A lending bank will take a security (called a
debenture) over the company’s assets for its loan
and will usually ask the directors to give another
security by guaranteeing the loan so that if the com-
pany does not repay it they will have to. This takes
away some of the advantages of limited liability.

Once again, the bank will not advance the full
value of the property offered as a security by the
company for the reasons stated above.

There is no limit on the number of shareholders
which a company may have and so it can raise as
much capital as it wishes if it can sell its shares to
outsiders. A public company can offer its shares to
the public, but a private company must negotiate
personally with outsiders who might buy its shares.

RAISING BUSINESS FINANCE -
SECURITIES

We have already given some consideration to the
methods of financing business organisations (see
above). We have noted the advantage of forming
a limited company because of the ability within the
company structure to issue share capital. If required,
share capital can be issued with a variety of differ-
ent rights in terms, for example, of voting. It can be
preference with a fixed dividend and/or ordinary
on which dividend will be paid only if and when
distributable profits are made.

However, in other forms of business organisation,
for example the sole trader and the partnership, it is
also necessary, as it is in the company structure, to

consider in more detail the raising of loan capital
and the method by which some sort of security, over
and above the contractual promise of the borrower
to repay the loan, can be given.

As regards loan capital, a company has a great
advantage in that it can give a floating charge over
its assets to a substantial lender, e.g. a bank. Partner-
ships and sole traders cannot do this because they
are subject to bills of sale legislation which in effect
stops it (see p 83); however, the Law Commission
has issued a consultation paper prepared at the request
of the Department of Trade and Industry in which
it invites views from business as to whether partner-
ships should be allowed to grant floating charges by
making changes in the law. (See Partnership Law,
Law Commission, Autumn 2000; and see later in this
chapter.) No changes in the law have as yet been
brought forward by Parliament.

Limited liability partnerships can give a floating
charge over their assets in the same way as a com-
pany can. Bills of sale legislation does not apply.

A sole trader or a firm can only mortgage its
business premises and fixed plant and give personal
guarantees from the sole proprietor or the partners.
Sole traders and partners can also mortgage their
own private property. These forms of security are also
quite common in the private limited company where
directors will normally be asked to give guarantees
of the company’s major debts and mortgage their
private property to secure, for example, bank lend-
ing to the company. All of this makes something of
a mockery of limited liability so far as directors of
private companies are concerned.

We shall now consider these securities in more
detail.

CHARGES

A charge is a type of security by which a person
who borrows money gives the lender rights over his
(the borrower’s) assets to support the duty of the
borrower to repay what is owed under the contract
of loan. The lender thus has two rights:

1 to sue the borrower on the contract of loan; and
2 to sell the assets which the borrower has charged
in order to recover what is owed to him but no
more. Any surplus on sale, less the costs of selling
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the property, must be returned to the borrower.
The charge may be fixed or floating (see below).

A mortgage, which will be considered below, is
a term most often used to mean a fixed charge over
land. However, the term ‘mortgage’ may be used to
describe any type of fixed (but not a floating) charge
over any item of land or other property such as a
mortgage by a shareholder who uses his shares, which
are personal property, as security for a loan.

Fixed charges

A fixed legal charge can be given over identified prop-
erty belonging to the borrower. This property may
be either real property, e.g. land and buildings, or
personal property, e.g. machinery and equipment.

If real property is being used, there is no need
for the borrower to transfer his ownership in the
land to the lender. The Law of Property Act 1925
allows the lender who has taken the fixed legal
charge over, say, land and buildings, to sell it on
his own without any assistance from the borrower,
even though the lender has not taken a transfer of
the ownership from the borrower by what is called
a conveyance.

If personal property, such as machinery and equip-
ment, were to be used as security, the borrower would
have to transfer, by a method called assignment, the
ownership in the machinery and equipment to the
lender. Unless this was done, the lender could not
give a good title to a buyer of the machinery and
equipment if he decided to sell it, which he would
want to do if the borrower did not repay the loan.

The great benefit of the fixed legal charge is that
once it has been given, the lender can sell the prop-
erty charged by himself. The contract of loan will,
of course, end his right to do this once the loan has
been repaid.

Furthermore, if the company becomes insolvent
the preferential creditors (e.g. those owed wages or
salaries up to £800 for a period of four months),
do not count for payment before the fixed charge.
Therefore, a creditor, such as a bank with a fixed
charge, will get more than it would under a floating
charge, as preferential creditors do rank before a
floating charge. Thus, if the directors have given
a personal guarantee of the company’s overdraft,

they will have less to pay on the overdraft to the
bank if the bank holds a fixed charge.

Floating charges

1 Generally. This is a charge which is not attached
to any particular asset when the charge is made.
Instead it applies to the assets of the borrower as
they are at the time the charge crystallises, as it will,
for example, if the borrower fails to make repay-
ment of the loan as agreed. The borrower is in the
meantime free to sell the assets he has and any new
assets which his business acquires are available to
be sold by the lender if they were in the ownership
of the borrower when the charge crystallised. When
the charge crystallises, it becomes, in effect, a fixed
charge over the assets which the borrower then has.
The lender can then sell them to recoup his loan.

2 Floating charges restricted to companies and
LLPs. In theory, a floating charge could be used by
a sole trader or other partnership but, because of
legislation relating to bills of sale, such a charge is
not viable except in the case where the borrower is
a company.

A floating charge gives the lender an interest in the
personal property, e.g. stock in trade, of the borrower,
and yet those goods are left in the borrower’s posses-
sion. This may make him appear more creditworthy
to another trader who sees the borrower’s assets but
does not realise that these are already charged to
secure a loan.

If such a charge is to be valid there must be the
registration of a bill of sale listing the items charged,
e.g. the stock, in the Bills of Sale Registry. The float-
ing charge does not lend itself to the listing of the
property charged in this way because its essential
feature is that the assets charged are always chan-
ging. If the borrower sold a tin of beans from his
stock, he would have to amend the bill of sale; if he
bought four dozen jars of jam, it would also have
to be amended. The Bills of Sale Acts 1878 and
1882 do not apply to charges given by companies
and LLPs and so they do not have to follow this
particular registration procedure. However, as we
shall see in Chapter 6, the registration procedures
of the Companies Act 2006 must be carried out by
both organisations.
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GUARANTEES

Generally

If a bank lends money to a business it will norm-
ally want, in addition to a charge over the assets,
a guarantee from the sole trader or partner, or the
directors of the company. These persons promise to
meet the business debt from their personal resources
if the business cannot.

Partners’ and directors’ bank guarantees are usu-
ally joint and several. This means that any partner
or director is obliged to pay the whole debt and may
then sue his co-partners or co-directors for a con-
tribution. The nature of this liability is explained
in Chapter 5 and the formalities necessary for a
guarantee in Chapter 7.

Guarantees can be open, that is to cover whatever
figure a loan or overdraft may reach, or be limited
to a fixed amount.

Independent advice

A special problem has arisen in business law in rela-
tion to the giving of guarantees and other securities,
e.g. charges over land, by third parties to support the
business borrowing of another. The major examples
relate to the giving of guarantees and other securities
by a spouse or elderly parent to a bank to support
the business borrowing of the other spouse or a son
or daughter.

After much case law, often of an involved and less
than definitive nature, those in business have now
mainly to know the ruling of the House of Lords
in Royal Bank of Scotland v Etridge (No 2) (2001).

Signed and delivered as a deed by the said Joseph
Jones in my presence after the contents of this
guarantee had been fully explained by me to him.

Signed

< ) Solicitor

Fig 4.2 An appropriate form of words for
a guarantee

This ruling of the House of Lords simplifies at least
for business lenders, such as banks, the law in rela-
tion to undue influence which is the contractual
concept at the root of the lender’s problems in these
situations. The changes made by Etridge place signi-
ficant burdens upon solicitors advising those enter-
ing into a security arrangement for the borrowing of
another. These obligations are not of any real con-
cern to the business person since if the lawyer does
not give the kind of independent advice required
of him or her by Etridge, it is the lawyer who will be
sued in negligence and/or breach of contract. The
security will be enforceable and this is really the only
concern of the lender.

Little needs to be said about the facts of Etridge
except that a wife in that case had charged her joint
interest in the family home in favour of the bank as
security for the debts of her husband and his busi-
ness. She later wished to avoid the contract of charge
and issues of undue influence and lack of proper
advice were raised. The House of Lords dismissed
Mrs Etridge’s case finding on the facts that she had not
established grounds to avoid the security. However,
the House of Lords went on to lay down definitive
guidelines for lenders and legal advisers. So far as busi-
ness lenders are concerned the position is as follows:

m A transaction under which a wife guarantees
her husband’s debts does not call for an explana-
tion of itself but it is clear that the lender is put
on notice that undue influence is a possibility
whenever a wife (or husband) offers to guarantee
the other spouse’s debts and or those of his or her
company. This applies whether the couple are
married, or, being homosexual, have registered a
civil partnership under the Civil Partnership Act
2004, or are just living together in a heterosexual
or homosexual relationship.

m However, the lender need go no further than
taking reasonable steps to satisfy itself that the
wife or other third party has brought home to her
or him in a meaningful way the practical implica-
tions of the proposed transaction, e.g. that in the
case of a joint interest in the family home that
the home will be sold if the debt is not repaid and
the joint interest will be lost.

m To achieve the above, the lender will ensure that
the wife has independent legal advice and will
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provide that adviser with all the financial informa-
tion needed to give appropriate advice. The wife
should be contacted directly and the lender should
ensure that it has the husband’s authority to give
the necessary information. If not the transaction
should not proceed.

m From then on, if the transaction does proceed and
all permissions are given, the business lender can
assume that the legal adviser has carried out his
or her function as laid down in the Etridge case.
The lender will have an enforceable transaction
against the wife.

m Where the legal adviser has failed in his or her
duties in terms of giving proper advice, the wife
may make a claim against the adviser.

The problem, therefore, has been resolved by
the Etridge case at the expense of the legal
adviser, if that adviser does not understand or do
what Etridge expects of him or her. The cost of
advice in this type of transaction has, for obvious
reasons, risen.

MORTGAGES

Generally

A mortgage is a type of loan. It is special because the
borrower (called the mortgagor) has not just promised
to repay the loan to the lender (called the mortgagee)
but has given him also a charge on his (the borrower’s)

property. If the borrower fails, for example, to repay
the loan, the lender can sell the property and pay
himself from the sale price. Alternatively, if the lender
thinks he can get his money back from the rents, if
any, which the property is producing he can ask the
court for the appointment of a receiver who will
collect the rents until the loan is paid off.

A person when buying a house often gets a loan
in the form of a mortgage from a bank or building
society and charges the house as security.

Legal mortgages of land

If Alan Brown wishes to borrow money from the
Barchester Bank by giving the bank a legal mort-
gage of his (Alan’s) private house, he will normally
create a charge by way of legal mortgage over the
house. This is done by means of a short deed stating
that a charge on the land is created.

An example of a suitable deed for Alan Brown
to sign is given in the Law of Property Act 1925.
The deed may be expanded to include other matters
which the borrower agrees to do, e.g. to insure the
property charged, but the basic provisions are set
out below (Fig 4.3). Alan Brown will then sign the
deed and his signature will be witnessed.

The mortgage deed usually provides that the
money is to be repaid six months after the date of
the deed. However, the borrower is not expected
to repay the loan by this date. It is only put in so

hereby covenanted to be paid by Alan Brown.

THIS LEGAL CHARGE, is made the first day of June 2004 between Alan Brown of 14 River Street,
Barchester of the one part and the Barchester Bank of the other part.

WHEREAS Alan Brown is seised of the hereditaments hereby charged and described in the Schedule hereto
for an estate in fee simple in possession free from encumbrances;

NOW IN CONSIDERATION, of the sum of £100 000 now paid by Barchester Bank to Alan Brown (the
receipt whereof Alan Brown doth hereby acknowledge) this Deed witnesseth as follows;

1. Alan Brown hereby covenants with Barchester Bank to pay on the first day of December next the sum of
£100 000 with interest thereon at the rate of 10 per cent per annum.

2. Alan Brown as beneficial owner hereby charges by way of legal mortgage All and Singular the property
mentioned in the Schedule hereto with the payment to Barchester Bank of the principal money and interest

Fig 4.3 A mortgage deed
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that the lender has all his remedies from that date
since he can regard himself as being owed the
principal sum. There is no particular reason to have
six months as the repayment date and in fact it is
not uncommon for mortgage deeds to be drafted to
provide that the mortgage money is due immediately
on the signing of the deed.

The contract of loan (or in some cases the mort-
gage itself) will state the time within which the loan
must be repaid, but if the borrower is in breach of
that arrangement the charge is fully effective for use
by the lender after six months.

This form of charge could also be used by Alan
Brown to give as security any leases which he had,
as where he was only renting business premises under
a 25-year lease and wished to give a legal mortgage
of that lease.

Equitable mortgages of land

An equitable mortgage can arise where the lender
and borrower do not follow the procedures set
out in the section above. Where a customer wanted
an overdraft from his bank, he could formerly just
leave the title deeds of his house with the bank.
This created an equitable mortgage. However, the
law relating to equitable mortgages and charges
has been changed by United Bank of Kuwait plc v
Sahib and others (1995). The bank had obtained
a charging order against the debtor’s interest in his
jointly owned home in Hampstead, London. Before
the charging order was made an organisation called
SoGenAl had made a loan to the debtor who orally
agreed to hold his title deeds in the property to the
order of SoGenAl. The court was asked whether
there was an equitable charge or mortgage in favour
of SoGenAl which took priority over the interest
of the bank. The answer was no because the old
rule that a mere deposit or oral agreement about
title deeds created for the purpose of securing a debt
operated, without more, as an equitable mortgage
or charge had not survived s 2 of the Law of
Property (Miscellaneous Provisions) Act 1989. This
section requires that ‘A contract for the sale or other
disposition of an interest in land can only be made
in writing and only by incorporating all the terms
which the parties have expressly agreed in one docu-
ment, or where contracts are exchanged in each.’

(Emphasis is added.) Therefore, such a written docu-
ment must accompany the deposit of title deeds.
(See further, Chapter 7.)

The position of the lender is not so strong where
the mortgage is equitable. The lender cannot sell the
property but must first apply to the court for an order
for sale or if he thinks he can get his money back
from the rents, if any, which the property is pro-
ducing he can ask the court for an order appointing
a receiver.

It is worth noting briefly at this point that when
considering the words ‘writing’, ‘signature’ and ‘deed’
the passing of the Electronic Communications Act
2000 should be borne in mind. Section 7, which is
already in force, allows electronic signatures to be
adduced and acceptable as evidence of a signature.
However, delegated legislation is required to make
changes in legislation such as the Law of Property
(Miscellaneous Provisions) Act 1989 to eliminate
‘paper’ requirements. The writing and signature
requirements of the Act will come to cover elec-
tronic methods.

The borrower’s right of redemption

Lawyers call this the ‘equity of redemption’ and,
as we have seen, the mortgage deed provides when
the money is to be repaid. It is usual to say ‘after six
months’ in order that the lender’s range of remedies
is available after that period. Originally, at common
law, the land used as a security became the property
of the lender as soon as the date for repayment had
passed unless the loan had been repaid by then,
even if only a small amount was still owed. How-
ever, equity allowed and still allows the borrower
the right to redeem the land and free it from its posi-
tion as a security even though the contractual date
for repayment has passed and even though it has
not yet arrived.

If a person wants to repay a mortgage early, he will
normally have to give notice, say, of six months, that
he intends to do this or be prepared to pay interest
for, say, six months ahead after he has repaid the loan,
so that the lender can find another investment.

Thus, if A repays his loan on 30 June (ahead of
time), he will probably, according to the agree-
ment, have given notice not later than 31 December
in the previous year. If not, he will, according to
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the agreement, pay off the capital plus the interest
due to date on 30 June but also interest until 31
December next.

A mortgage is also subject to the rule of restraint
of trade (see Chapter 7). It may also sometimes
happen that a mortgage may prevent repayment
for a reasonable time as regards the rule as to
equity of redemption and yet redemption may be
allowed before that time because while the mort-
gage term lasts unreasonable restrictions are placed
on the freedom of a person to pursue his trade or
profession.

Thus, in Esso Petroleum Co Ltd v Harper’s
Garage (Stourport) Ltd (1967) (see also Chapter 7)
an agreement not to repay a mortgage on a garage
for 21 years was probably not an unreasonable time
in terms of the equity of redemption rule. However,
during that time the garage owner had to sell only
Esso fuels. It was decided that the restraint on fuel
sales was unreasonable and that the mortgage could
be repaid earlier, leaving the owner of the garage
free to sell other fuels.

A further right of the borrower on repayment of
the loan is that on redemption the property must be
returned to him free of any conditions which applied
while the loan was unpaid and the mortgage was
in existence. Restrictions applicable before redemp-
tion are more likely to be upheld by the court than
those which are stated to survive redemption.

Noakes and Co Ltd v Rice (1902)

Mr Rice wanted to buy a public house. He borrowed the
money from Noakes and Co Ltd who were brewers and
owners of the pub. The brewers lent Mr Rice the money
but he had to agree to sell only Noakes’ beer. After Mr Rice
had repaid his mortgage, Noakes said he must still sell
only their beer. The court decided that he was not bound
to do so. During the mortgage Mr Rice was bound to sell
only Noakes’ beer but not after repayment of the loan.

Comment. Much depends upon the bargaining power of
the parties. In mortgage arrangements between large com-
panies what is called a collateral advantage may be allowed
to continue after repayment of the loan. For example, in
Kreglinger v New Patagonia Meat and Cold Storage Co Ltd
(1914) Kreglinger had lent money to New Patagonia and
New Patagonia gave Kreglinger a mortgage of its property.
The mortgage said that for five years New Patagonia should
not sell sheepskins to anyone without offering them first to
Kreglinger. New Patagonia repaid the loan after two years

but the House of Lords decided that New Patagonia was
still bound to offer the sheepskins first to Kreglinger.

The possibility of using the rules of restraint of
trade to attack restraints during the period of the
mortgage is considered above. (See Esso Petroleum
Co Ltd v Harper’s Garage (Stourport) Ltd (1967).)

Consumer Credit Act

By reason of sections inserted into the Consumer
Credit Act 1974 by the Consumer Credit Act 2006,
the court may make an order to regulate agreements
arising out of a relationship that is ‘unfair’ as
between the creditor and the debtor. The court has
wide-ranging powers, e.g. to reduce or discharge
any sum payable by the debtor. However, the unfair
relationship test does not apply to credit agreements
entered into by incorporated associations or part-
nerships of more than four members. It does apply
to agreements made by individuals and so would
apply to a sole trader. (See further, Chapter 13.)

MORTGAGES OF PERSONAL
PROPERTY

Just as land can be used as a means of securing
debts, so also can personal goods. The main way in
which this can be done is by mortgage.

In this case the person who borrows the money
retains the business assets, e.g. office equipment,
but transfers the ownership of them to the lender to
secure the loan.

As we have seen, this raises a problem because,
since the borrower keeps the assets, those who do
business with him, perhaps on credit, may be misled
as to his creditworthiness, because the assets displayed
are owned by a lender and not by the borrower who
has them.

To stop this happening the security is void and
the lender cannot sell the goods mortgaged unless a
bill of sale is made out and registered in the Central
Office of the Supreme Court under the Bills of Sale
Acts 1878-82. These bills must be re-registered every
five years if they are still in operation. This Register
is open to public examination and therefore those
who do business with the borrower can find out
whether he has mortgaged his goods.
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MORTGAGES OF CHOSES IN ACTION

As we have seen, personal property (i.e. property
other than land) is divided into two kinds known as
choses in possession and choses in action. Choses in
possession are goods such as jewellery and furniture
which are tangible things and can be physically used
and enjoyed by their owner. Choses in action are
intangible forms of property which are not really
capable of physical use or enjoyment. Their owner
is normally compelled to bring an action at law if
he wishes to enforce his rights over property of this
sort. A contrast is provided by a fire extinguisher
and a fire insurance policy. The extinguisher is a
chose in possession. If you had a fire, you could use
the extinguisher to put it out — the insurance policy
would not be much use for this. However, it is a
valuable piece of property because although, as a
chose in action, it has no physical use it gives a right
to require the insurance company to make good any
loss caused by the fire. Other examples of choses in
action are debts, patents, copyrights, trade marks,
shares, negotiable instruments such as bearer bonds
issued by some companies to those who lend them
money, and the goodwill of a business.

It is possible to use a chose in action as security
for a loan and lenders frequently take life assurance
policies as security. A bank would do this in the case
of an overdraft. However, shares in companies are
perhaps the commonest chose in action to be used
as security.

Shares can be made subject to a legal mortgage
but the shares must actually be transferred to the
lender and his name is in fact entered on the com-
pany’s share register. An agreement is made out in
which the lender agrees to retransfer the shares to
the borrower when the loan is repaid.

You can also have an equitable mortgage of com-
pany shares and this is in fact often the method used.
The share certificate is deposited with the lender,
together with a blank transfer. This means that it
is signed by the registered holder, i.e. the borrower,
but the name of the person to whom the shares are
to be transferred is left blank. The shares are not
actually transferred, but the agreement which accom-
panies the loan allows the lender to sell the shares
by completing the form of transfer and registering
himself or someone else as the legal owner if the

borrower fails to repay the loan. The shares can
then be sold and transferred as required.

LIABILITY OF THE PROPRIETORS

Sole traders

A sole trader is liable for the debts of the business to
the extent of everything he owns. Even his private
possessions may be ordered to be sold to pay the debts
of the business. There is no such thing as limited
liability. A sole trader can make a free transfer of
personal assets to a husband or wife (spouse) or other
relative, but the transfer can be set aside and the
assets returned to the sole trader and then used to
pay the business creditors if the court is satisfied
the transfer was made to defeat creditors. Also, if
property is transferred to a spouse, it is lost to the
sole trader if the marriage ends in divorce and the
spouse refuses to give it up.

Partnerships

In the case of a partnership governed by the Partner-
ship Act 1890, partners are jointly and severally liable
for the debts and other liabilities of the firm, such
as negligence liability, even though the negligence
results from the work of one only of the partners. The
problem is made more acute for these firms and the
partners because there is unlikely to be full insurance
cover on offer for professional liability claims.

They can be sued together by a creditor who has
not been paid. They can also be sued individually
(or severally). Thus, if A, B and C are partners and
the firm owes X £3,000 but this cannot be paid from
the partnership funds, then, for example, X may sue
A for the whole £3,000 and A may then try to get a
contribution of £1,000 from B and £1,000 from C.
If they are insolvent, he will not get the contribution,
or at least not all of it.

The liability extends to the private assets of the
partners. Even the estate of a deceased partner is
liable for the debts of the firm incurred while he was
a partner if there is anything left in his estate after
paying his private debts.

There is also liability for the debts of the firm
incurred after retirement unless the firm’s existing
customers are informed of the retirement and public
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notice of retirement is given in The London Gagzette,
which is a daily publication obtainable from the
Stationery Office.

There may be a limited partnership and those who
want to put a limit on their liability for the debts
of a partnership firm may become limited partners.
This is provided for by the Limited Partnerships
Act 1907.

However, at least one partner must have unlim-
ited liability for all the debts of the firm. A limited
partner is not liable for the debts of the firm, though,
if the firm fails and is dissolved, his capital may be
used to pay its debts as far as required before any
of it is returned to him.

A limited partnership is, however, unsatisfactory
because the limited partner has no right to take
part in the management of the firm. If he does, he
becomes liable with the other partners for the debts
and liabilities of the firm during the period for
which he was involved in management.

Limited liability partnerships (LLPs)

These can be registered under the Limited Liability
Partnerships Act 2000. The provisions of this legisla-
tion are considered more fully in Chapter 5. However,
on the matter of liability the Act goes some way to
meeting the concerns of partners regarding unlimited
liability. The LLP is a separate person like a com-
pany. The LLP and not its members is liable to third
parties. However, a negligent member’s personal
assets are at risk since in the case of professional
negligence the assets of the LLP are at risk as are the
personal assets of the negligent member, but not the
personal assets of the other non-negligent members.

This should only occur, however, if the member of
the LLP appears to have given a personal undertaking
of liability.

Example

A, B and C are the members of Grabbit & Run, LLP, a firm
of accountants. Let us suppose that one of their clients is
Boxo Ltd, a private company, whose owners wish to sell
it. They ask Grabbit and Run to prepare financial state-
ments showing the worth of the company and to explain
these statements to the would-be purchaser. The work is
allocated to A who prepares the statements negligently
so that Boxo is overvalued. The purchaser acquires the
company at a valuation based on the financial statements

and suffers a loss. The purchaser will have a claim against
A in a personal capacity if it appears that he was acting
in a personal capacity towards the purchaser. The other
members will not have personal liability in this situation. In
an ordinary partnership they would be jointly and severally
liable with the negligent partner. However, liability for the
negligence of a member of an LLP will not arise provided
that when carrying out work for the firm the member makes
clear on all documentation that he or she is acting as an
agent for the LLP. That way only the assets of the LLP will
be liable for loss caused by negligence. There will be no
personal duty of care in the negligent member and no
personal liability in the other members.

Companies

The rule of limited liability which says that a share-
holder in a company who has once paid for his
shares in full cannot be required to pay any more
money into the company even if it cannot pay its
debts, does allow the shareholders in a company to
leave the company’s creditors unpaid.

However, directors, and in some cases members,
may have personal liability. As far as directors are
concerned, this applies most commonly if they have
continued to trade and incur debts when the com-
pany was unable to pay its existing debts. These
matters will be dealt with further in Chapter 6.

Also, company directors are, as we have seen,
often asked to give their personal guarantees of
certain debts of the company — for example, a bank
overdraft. This makes limited liability a bit of an
illusion for them since, if the company does not pay,
they can be required to do so.

CONTINUITY

Sole traders

The death of a sole trader brings the organisation
to an end and the executors who are in charge of the
sole trader’s affairs will either have to sell the busi-
ness as a going concern to someone else or sell the
assets one by one to other businesses. Of course, if
the assets of the business have been left to a person
by the will the executors have a duty to transfer
those assets to that person as part of the winding-up
of the estate, unless it is necessary to sell them to
pay the deceased’s debts.



90 PART 2 - BUSINESS ORGANISATIONS

If a sole trader becomes bankrupt, there is no way
in which he can legally continue in business because
if he obtains credit beyond a prescribed amount
(currently £500) either alone or jointly with someone
else, without telling the person who gives the credit
that he is an undischarged bankrupt, he commits a
criminal offence.

Partnerships

The death, bankruptcy or retirement of a partner
in an ordinary 1890 Act partnership can lead to the
firm closing down business, but it is usual for the
partnership agreement to provide that the busi-
ness shall continue under the remaining partner or
partners. However, the continuing partners or sole
partner (as he is perhaps strangely called) will have to
find the money to buy out the share of the deceased,
bankrupt or retiring partner. Unless the firm has
provided for this, it can cause difficulties in terms of
raising the necessary funds.

As regards limited liability partnerships, clearly
the firm, being a persona at law, is not dissolved by
the death, bankruptcy or retirement of a member
of the firm, but the personal representatives or the
former member on retirement are entitled to receive
any amount, e.g. by way of repayment of capital,
to which the former member was entitled. This
would, of course, involve the raising of the neces-
sary funds and the same would be true of the new
ordinary partnership that is envisaged by the Law
Commission, which would also have a separate legal
personality.

The details of the precise entitlement of a deceased
(or bankrupt or retiring) member in this event will
be agreed between the members of the LLP and set
out in the LLP Agreement. Details of the content of
an LLP agreement appear at p 142.

Companies

A company has what is called perpetual succession.
Thus, if A and B are the members of AB Ltd and A
dies or becomes bankrupt, the executors or trustee
in bankruptcy, as the case may be, must sell A’s
shares to a purchaser if they wish to realise the cash
paid for them. The company’s capital is unaffected
and the company is not dissolved. A company can

purchase its own shares under the Companies Act
2006 but it is not forced to do so.

PUBLICITY AND EXTERNAL CONTROL
OF THE UNDERTAKING

Sole traders and ordinary partnerships

Little, if any, publicity attaches by law to the affairs
of these organisations. Their paperwork and admin-
istration is a matter for them to decide, subject, in a
partnership, to anything that the partnership agree-
ment may say about this. These organisations can
keep their accounts on scraps of paper in a shoebox
if they wish to, though obviously they should keep
proper accounts. However, subject to satisfying the
Revenue as to the genuineness of their accounts,
usually through an independent accountant, there
are no legal formalities and no filing of documents
or accounts for the public to see.

Limited liability partnerships

Section 15 of the Limited Liability Partnerships
Act 2000 gives the Secretary of State for Trade and
Industry power to make regulations that apply any
law relating to companies to LLPs. These regulations,
i.e. the Limited Liability Partnerships Regulations
2001 (S12001/1090), impose a disclosure and filing
requirement in terms of accounts and reports similar
to that of registered companies (see below). Thus,
as is usual, the acquisition of limited liability will
involve public disclosure of profits and the distribu-
tion among the partners.

Companies

A considerable amount of publicity attaches to
companies — even small private ones.

Unless the members of the company have unlim-
ited liability — which is a possible form of corporate
organisation — the company must file its accounts
annually together with the reports of its directors
and auditors. These items are kept by the Registrar
and are available for inspection by the public on
request from Companies House.

In the past all companies whether public or private
were required to appoint auditors, which was an
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expense forced on them but not upon sole traders
and partnerships. However, there are now audit
exemptions as described below.

Audit exemption is available provided the company
is a small company (see opposite) with a turnover of
not more than £5.6 million and a balance sheet total
of not more than £2.8 million (i.e. asset value), and
employees do not exceed 50 (see opposite). How-
ever, any member or members holding not less than
one-tenth of the issued share capital can require the
company to obtain an audit for its accounts for that
year. A company is not entitled to the exemption if
at any time during its financial year it was:

1 a public company;

2 a banking or insurance company;

3 an organisation authorised to conduct invest-
ment business under the Financial Services Act
1986, which, although originally not allowed
the exemption, under regulations made by the
Secretary of State for Trade and Industry has
been allowed the exemption in regard to finan-
cial years ending on or after 31 December 2006;
or

4 a member of a group of companies, unless it
is an exempt group under the current (2004) reg-
ulations as where the turnover of the group as a
whole is not more than £5.6 million.

In order to qualify for the exemption, the company
must be an eligible company and the balance sheet
must include a statement by the directors that:

1 in the year in question the company was entitled
to the exemption;

2 no member or members have deposited with the
company a notice requesting an audit;

3 the directors acknowledge their responsibility to
ensure that the company keeps accounting records
complying with s 392 of the Companies Act 2006
and for preparing accounts which give a true and
fair view of the affairs of the company as at the
end of the accounting reference period and of its
profit and loss as required by s 399 of that Act
and which in other respects comply with the
Companies Act 2006 in relation to the accounts.

The Companies Act 2006 allows small companies
to avoid certain publicity in regard to the accounts.
A small company is one which has satisfied two

of the following conditions for the current financial
year and the one before:

1 Turnover, i.e. gross income before deducting the
expenses of running the business, not exceeding
£5.6 million.

2 Balance sheet total, which is in effect the total
assets, not exceeding £2.8 million.

3 Employees, not exceeding 50 as a weekly or
monthly average throughout the year.

A small company is allowed to file just an abbrevi-
ated version of its balance sheet with the Registrar
instead of a copy of the full accounts required by the
Companies Act 2006. The members of the company,
however, are entitled to a copy of fuller accounts.
In particular, the abbreviated accounts do not have
to show details of the salaries of directors, nor is it
necessary to file a directors’ report or a profit and
loss account.

As regards the fuller accounts to which members
are entitled, these need not be full Companies Act
2006 accounts. The Companies Act 2006 provides
that a small company will comply with the law if it
provides what are called shorter form financial
statements to the members. A number of items may
be left out of the shorter form statements, e.g. details
of any debentures issued in the course of the year.

The Companies Act 2006 also allows medium
companies to avoid certain publicity in regard to
the accounts but to a lesser degree. A medium com-
pany is one which has been within the limits of two
of the following thresholds for the current year and
the one before:

1 Turnover: not exceeding £22.8 million.

2 Balance sheet total: not exceeding £11.4 million.

3 Employees: not exceeding 250 as a weekly or
monthly average throughout the year.

Shareholders are entitled to full Companies Act 1985
accounts. The modifications in regard to the filed
accounts are:

1 the profit and loss account may commence with
‘gross profit or loss’ which combines ‘turnover’,
‘cost of sales information’ and ‘other operating
income” which would otherwise require separate
disclosure;

2 there is no need to give, in the notes to the
accounts, the analyses of turnover and profit
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according to the branches of the company’s busi-
ness in which they were made.

The directors’ report and balance sheet are
required in full. The reason for the modification is
that details of turnover and profit were used, some-
times to the unreasonable disadvantage of medium
companies, by competitors who could identify the
most profitable and the most unprofitable areas of
the medium company’s business.

The directors must state in the accounts that
the company satisfies the conditions for a small or
medium company and this must be supported by a
report by the auditors giving an opinion confirming
this. The auditors’ report on the full accounts must
accompany the modified accounts, even though the
full accounts are not sent to the Registrar. The refer-
ences to reports of auditors do not apply where the
company is exempt from the obligation to appoint
auditors.

All companies must file with the Registrar of Com-
panies an annual return showing, for example, who
the company’s directors and its secretary are and
the interests of the directors as directors in other
companies. The return also shows the changes in
the company’s membership over the year and a full
list of members must be given every three years.
However, the Companies Registration Office, i.e.
Companies House, has a system under which it
produces a document for the annual return listing
all the relevant information which it has on the
company. The company secretary merely confirms
that it is correct or amends it as required. The
‘shuttle system’, as it is called, is designed to save
a significant amount of form filling by company
administrators. The form of the shuttle document
appears at the end of Chapter 6 but it is worth noting
here that for companies with 20 or fewer members
Companies House will give a list of members from
previous records it holds so that the company will
have only to correct the list if necessary. This will
mean, in effect, that these companies, i.e. 98 per
cent of the Register of Companies, will be able to
submit a full list of members annually.

In addition, formal company meetings, called
annual general meetings, must be held by a com-
pany at specified intervals so that shareholders are
kept informed of corporate activities. However,

private companies may opt out of this requirement
by what is called an elective resolution (see further,
Chapter 6).

In conclusion, therefore, those who run companies
and limited liability partnerships will have to spend
some time in ensuring that the business is carried on
in such a way as to comply with relevant legislation.
The sole trader and ordinary partner have a much
less complicated legal environment which can be to
their advantage. However, the administrative burden
on companies, particularly small companies, may be
significantly reduced if deregulation proceeds.

In this connection, under regulations made under
the Limited Liability Partnerships Act 2000 small
LLPs will automatically qualify for audit exemption
in the same way as companies limited by shares.

Small and medium-sized companies and
international standards

The directors of companies have the option of pre-
paring Companies Act accounts following the Com-
panies Act 2006 and UK accounting standards or
the Companies Act 2006 and international accounting
standards (IAS). The only exception is charitable
companies, which must follow UK standards.

This option applies also to small and medium-sized
companies. However, it should be noted, if IAS
accounts are produced, that the accounts exemptions
available to small companies to prepare shorter form
accounts and the option for both small and medium-
sized companies to file abbreviated accounts apply
only where UK standards are followed.

TAXATION AND NATIONAL
INSURANCE

Once a business is running the question of the
taxation and national insurance (NIC) arises. The
subject is one of extreme complexity and so only
an outline of the system can be given.

Income tax - the system of schedules

In the UK different types of income are taxed under
what are known as Schedules. This dates back to
the days when different departments of the Inland
Revenue dealt with the different kinds of income
which a wealthy person might have. Its purpose was
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to achieve secrecy as to total income. These days one
inspector of taxes deals with all parts of a taxpayer’s
income and the word ‘Schedule’ no longer has any
significance. It simply means a ‘type’ of tax.

Income tax - generally

Income tax is the main tax which is paid by people
who have earnings either from an occupation or from
investment income. Employees pay income tax under
Schedule E. They pay weekly or monthly by deduc-
tion from pay. The self-employed pay income tax
under Schedule D and are responsible for making
the relevant payment to the Collector of Taxes. For
this reason the self-employed should keep full and
accurate records of all transactions of the business.

Taxation and the self-employed
sole trader

Sole traders should ideally draw up annual accounts,
though it is not necessary to do so. The trader’s annual
tax return (see below) provides space for a return of
business income and expenses in a standard format
which may in some cases be regarded as enough and
do away with the need for annual accounts. How-
ever, if accounts are drawn up, the question of what
accounting date to use will arise. In other words,
what is to be the year end for the relevant financial
statements? Accounts can be made up to the end of
the first year’s trading or to the end of the calendar
year, i.e. 31 December, or to the end of the tax
year on 5 April. Where calendar year or tax year is
chosen, the accounts may represent income for less
than 12 months but the following year and sub-
sequent years will cover a full 12 months’ trading.

The method of taxation

Assessments of income tax are made for tax years
which run from 6 April in each year. Thus, the tax
year 2005/2006 runs from 6 April 2005 to 5 April
2006. In broad terms the assessment will be based
on the profits of the business for the accounting year
which ends in the same tax year. Thus, if the year
end of the business is 30 September 2004, the 2004/
2005 assessment will be based on the profits of the
business for the year ended 30 September 2004.

Payment of tax — method of assessment

This is based upon a tax return, which will be
received by the sole trader in April of each year. The
return requires the trader to give all the information
required to calculate income tax and capital gains
tax (see below) due for the year. Under the system
of self-assessment, the trader can calculate what is
due and there are explanatory notes on the return
to assist in this. However, the trader may supply the
relevant figures and ask Her Majesty’s Revenue
and Customs (HMRC) to calculate the tax bill or,
alternatively, if the trader has an accountant, the
accountant may do it. The method is entirely a mat-
ter for the trader. The tax return also explains how
to calculate any national insurance contributions
(see below) that may be due. These are paid to the
Collector at the same time as the income tax.

The trader will then be required to make the two
payments towards the tax bill: one on 31 January
and the other on 31 July (but see below).

If the business makes a loss, this may be set
against any other taxable income or may be carried
forward to offset profits in subsequent years.

Payment of tax - timing

In an attempt to bring the self-employed more into
line with the PAYE system for employed persons,
HMRC has devised a system of payment that
involves estimating the income of the self-employed.
An illustration appears below:

John is a freelance journalist. His payment position is:

Tax year 2004/05: The year ends on 5 April 2005 and John’s
tax liability from earnings and, e.g., interest and income from
investments is calculated as £10,000. His tax bill for 2004/05
is payable in two instalments of £5,000, the first on or before
31 January 2006 and the second on or before 31 July 2006.

However, this is not the end of the matter. With John’s first
payment on 31 January 2006 HMRC will require one-half of
the tax John will owe for the tax year 2005/06 that ends
on 5 April 2006. This is estimated on John’s earnings during
the 2004/05 tax year, i.e. a liability of £10,000. Therefore, the
payment on 31 January 2006 will be £10,000 and the payment
on 31 July £5,000 as before.

If when the actual figures for the tax year 2005/06 are
available John has not earned enough to require payment of
£15,000 in tax, he will get a refund. If he has earned more, a
third payment will be required before 31 January 2007.
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Where accounts are prepared

An accountant should normally be employed to draw
up the business accounts. Nevertheless, the trader is
still responsible for the accuracy of the records on
which they are based and therefore for the accuracy
of the accounts and for correctly declaring the amount
of profit.

Under the rules of self-assessment it is not neces-
sary to send the accounts with the tax return. The
relevant information can instead be included as
indicated in the tax return. However, it should be
borne in mind that HMRC can ask to see the
accounts (if any) and the business records in order
to check the figures given in the return. These
powers will be used more often and include random
checks because where the trader or his accountant
computes the tax payable there must be a more
rigorous check on records and computation.

Employing labour

If the trader employs someone for the first time,
the local Office of HMRC must be informed. The
employee’s Office may not be the same as the trader’s
but the trader’s local Office will send the information
to the correct office. The Office will send the trader
a New Employer’s Starter Pack which includes the
necessary instructions, tables and forms.

The trader will then be responsible for deducting
income tax and Class 1 national insurance contribu-
tions from the employee’s pay in accordance with
the ‘Pay As You Earn’ system (PAYE). The tax and
NIC which the trader has deducted must be sent to
the HMRC Accounts Office. All employees have the
right to receive an itemised pay statement from their
employer every time they are paid. The statement
must show all the deductions which have been
made including income tax and national insurance
contributions. If the employer fails to comply, the
employee may take the matter to an employment
tribunal which can award the employee com-
pensation if deductions have been made without
the employee’s knowledge. If the employer deducts
national insurance contributions from earnings and
fails to pay them over to HMRC, the employee is
treated as though they had been paid over unless the
employee is negligent or has consented to connive in

the non-payment. The trader must also tell the Tax
Office, at the end of each tax year, how much each
employee has earned and the amount of deductions
for tax and NIC together with any benefits paid, e.g.
car allowance. The employees must also be given a
statement showing their earnings for the year, the tax
and NIC deductions paid, and any benefits provided.

National insurance

Most people who are in work pay national insurance
contributions. The class of contribution paid depends
upon whether the person concerned is employed or
self-employed.

Class 1 contributions are paid by employed
earners (primary contributors) and their employers
(secondary contributors). These contributions are
not paid where the earnings are less than the lower
earnings limit, currently £84 a week. For monthly
payments, the figure is £364 and the annual figure is
£4,368. These figures are for the year 2006/07 and
change annually. They are therefore an illustration
only.

Those who are self-employed pay two kinds of
NIC: Class 2 which all self-employed people pay
and Class 4 which becomes payable if profits are
above a certain limit.

Class 2 contributions must be paid by self-
employed earners unless they have a certificate of
exemption on the ground that their income is below
a certain level, e.g. £4,465pa in 2006/07. Expenses
are deducted when calculating earnings. Class 2
contributions are payable at a flat rate; this is £2.10
a week for 2006/07. Class 2 contributions can be
paid by a bank direct debit or under other billing
arrangements provided by HMRC national insurance
contributions office, the old Contributions Agency
having been merged with HMRC.

Class 2 contributions do not count for the pay-
ment of unemployment benefit, but they do count for
incapacity benefit, basic retirement pension, widow’s
benefit and maternity allowance. Application can
be made for repayment of Class 2 contributions if
the earnings in the relevant year are low enough to
entitle the earner to exemption.

Class 4 contributions are paid by self-employed
earners. They are levied as a percentage of profits,
i.e. for 2006/07 it is payable on earnings between
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£5,035 and £33,540 at the rate of 8 per cent. For
profits above the band, i.e. profits in excess of
£33,540, the rate is currently 1 per cent.

The profits are those chargeable to income tax
under Schedule D, and Class 4 contributions are
usually collected by HMRC with the income tax.
Class 4 contributions do not give the trader any
additional benefits.

Schedule D - advantages

A major advantage with Schedule D is the trader’s
ability to deduct expenses which would not be allow-
able to employed persons. For example, the trader
may use a room in his home as a study from which
to write and a partner may use another room as an
office from which to help with the work. If so, a
proportion of the heating and lighting and other
costs of the home may be allowable against tax,
whereas they would not be allowable to an employee
who brought work home to complete in a study.
There are also capital allowances available to the
trader in regard, for example, to plant and machinery,
such as a new computer which has been purchased
during the year.

Partnerships

The trading and professional income of a partner-
ship is charged to tax under Schedule D which
applies the current year basis of assessment to this
income as in the case of sole traders.

To a large extent a partnership is treated as a
separate entity for tax purposes in that assessments
are made jointly on the partnership. The profits
assessed for the tax year in question are allocated
among the partners according to the partnership
agreement, e.g. in the profit-sharing ratio. The tax
assessment for each partner is then calculated
separately taking into account personal circum-
stances, e.g. whether they are married or single and
whether they are entitled to mortgage relief and so
on. The individual assessments are then aggregated
and the total bill is a liability of the firm. Because
partners are <ointly and severally’ liable for the
debts of the firm (see further, Chapter 5) any of
the partners could be liable for the whole bill if the
other partners were insolvent.

As to settling the bill, there are two main ways
as follows:

m each partner pays his share of the liability into
the partnership account and the partnership pays
the bill; or

m the partnership pays the full amount and the
current accounts of the individual partners are
charged with each one’s share.

Capital allowances are allowed as deductions
from the profits of the firm for expenditure on, for
example, plant and machinery and motor vehicles.

Salaried partners will normally be regarded as
employees and pay income tax under Schedule E by
the PAYE system.

The profits of a limited liability partnership will
be taxed as if the business was carried on by indi-
viduals in an ordinary partnership and not as if the
business was carried on by a company.

Companies

Companies pay what is called corporation tax. The
tax is also levied on unincorporated associations but
not partnerships. It is thus payable by companies
which are limited or unlimited and extends to many
clubs. The tax is payable on profits of a UK resident
company whether these profits arise in the UK or
abroad. The tax is therefore ‘residence’ based. Relief
is given in respect of any foreign tax paid on profits
earned abroad. The tax is charged on the profits
of the company and this includes income from all
sources including capital gains. The basis of assess-
ment is the accounting period of the company. Rates
of tax are settled for each financial year, i.e. the
12 months ended 31 March. If a company’s account-
ing period straddles two 31 March periods, profits
are apportioned and the tax is charged on each part
of the year at the rate applicable to that part.
Capital allowances are deducted as part of adjust-
ment of total business profits but appropriations of
profit such as dividends and transfers to reserves are
not allowable as deductions. Directors’ emoluments
are allowed so long as they appear reasonable.
Large companies pay their corporation tax by
quarterly instalments. Broadly these are companies
with profits of over £1.5 million. For other companies
the whole of the tax is due on the date following the
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expiry of nine months from the end of the company’s
accounting period (or year end).

Traders who consider changing from a sole trader
or partnership regime usually do so for tax pur-
poses, but all the implications should be considered.
Corporate status involves giving more publicity to
the affairs of the business in terms of the need to
file documents, such as the annual return with the
Registrar of Companies, and to prepare statutory
accounts under the Companies Act 2006. These
must be filed, at least in an abbreviated version. A
small company will not require an audit, as we have
seen, but, since an accountant will normally prepare
the business accounts, the trader will find that the
charge will increase for statutory accounts.

The tax advantages depend upon the trader’s
circumstances. Those who commonly draw all the
profits from the business will find that the company
faces higher national insurance since a charge of
12.8 per cent is levied on directors’ pay but not on
sole traders’ or partners’ drawings. Dividends escape
national insurance. However, dividend income like
savings income is always treated as the highest part of
income when deciding what tax rates apply to it.

If it is intended to leave profits in the business,
there may be an advantage. Corporation tax on com-
pany profits was at a nil rate for the first £50,000.
This 0 per cent rate was abolished from April 2006
and companies with up to £50,000 of profits will
pay tax at 19 per cent. Companies with profits in
excess of £50,000 pay 30 per cent. This compares
with the highest rate of income tax of 40 per cent.
In addition, the transfer of assets from a sole trader’s
or partnership business can result in an assessment
for capital gains tax, though it is possible to follow
methods that allow some deferment of payment of
this tax. These matters are beyond the scope of this
book and are not considered further.

Capital gains tax

So far as ‘business’ is concerned, the taxation implica-
tions of this tax are likely to arise in a situation out-
side the scope of this book, i.e. business transfers.
If we assume that a sole trader or a partnership is to
transfer the business and its assets to a limited com-
pany with the sole trader or partners becoming the
major shareholders in the new company, then in so

far as certain of the assets may have been purchased
some years ago, e.g. land and buildings, and are
now valued at a higher price than when purchased,
a charge to capital gains tax may arise on the transfer.
There are somewhat complicated provisions called
tapering under which account is taken of the fact
that some of the gain may be merely inflation and
this element is deducted from the gain.
The following table gives the current position.

Number of Business
complete years assets disposals
after 5 April 1998 after 5 April

for which asset held 2007

(percentage of gain chargeable)

0 100
1 50
2 to 10 or more 25

This means that after the gain has been ascer-
tained only the above percentage of it is chargeable
to capital gains tax.

For 2006/07 all gains up to £8,800 are totally
exempt from the tax.

PLANNING

One of the features of the operation of a business,
no matter which vehicle is chosen, may be the need
to obtain at some stage planning permission in con-
nection with a business development.

Following the consolidation of the Planning Acts
in 1990, the statute law governing town and country
planning is now contained in the Town and Country
Planning Act 1990 and the Planning and Compensa-
tion Act 1991. Further changes have been made by
the Planning and Compulsory Purchase Act 2004.

In Wales the planning functions of the Secretary
of State are assumed by the Welsh Assembly.

To obtain planning permission it is necessary to
apply to the relevant local planning authority. Per-
mission should be granted unless there are clear-cut
reasons for refusal. The authority has in general to
decide applications in accordance with the develop-
ment plan for the area. Matters such as road safety
and congestion, and adequacy of water supply and
sewage disposal, are also relevant. It should also be
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borne in mind that most building work is subject
to building regulations regarding health and safety,
energy conservation and arrangements for the
disabled.

A check should be made with the relevant author-
ity to see whether planning permission is required.
Internal alterations do not generally require it
unless they in some way affect the exterior. Repair
and maintenance of existing buildings does not
normally require permission but you will need it if
you are putting up a new building. Extensions to
premises may require planning permission depend-
ing on the size of the extension intended. Permission
is not normally required if the premises were previ-
ously used for broadly the same purpose, e.g. a shop,
but it is if they are to be used for a different purpose.

The time taken

From the time of application, it can take anything
from about four weeks to three months or more for
a decision to be made, depending on the size and
complexity of the scheme.

Outline planning permission

It is possible to make an application for outline
planning permission to see whether permission will
be given in principle. This has the advantage that
detailed drawings are not required though as much
information as possible should be given. This can then
be followed with an application for full planning
permission. There is a fee involved and the relevant
authority will give the necessary information.

Statements of development principles

Under the Planning and Compulsory Purchase Act
2004 outline planning permission is supplemented
and will eventually be replaced by Statements of
Development Principles (SDPs). Councils will be
required to indicate whether they agree or disagree
with the principles of the proposed development.
The SDPs will not amount to consent. However, these
SDPs may become outline planning permission in all
but name, though at present it is difficult to see how
an SDP will operate and what reliance a developer
may place upon it.

Appeals

If the relevant authority refuses planning permis-
sion, an appeal can be made to the Secretary of State
for the Environment. An appeal may also be made
on the ground that the authority has imposed con-
ditions which the applicant cannot or does not wish
to accept. Failure to reach a decision within a time
limit of eight weeks or such longer period agreed
with the authority is also a ground for appeal.
Appeals can be made at any time within six months
of the authority’s decision or six months from the
date when it ought to have been made. There is no
charge for the appeal itself, but there are bound to
be some legal and other expenses. Most appeals are
dealt with within 20 weeks.

How long does permission last?

Both outline and detailed planning permission will
normally include a condition that the development
must be begun within three years. How soon it is
completed is a matter for the developer.

It is also worth remembering that planning per-
mission runs with the land and is not personal to the
owner or occupier. This means that land or build-
ings can usually be sold or let with the benefit of
planning permission, which should encourage and
assist a sale or letting and the price or rental.

Going ahead without permission

If the authority thinks the development is unaccept-
able, it may make an enforcement notice to put
matters right. This may even involve the demoli-
tion of any building work carried out. It is possible
to appeal against an enforcement notice to the
Secretary of State, but if the appeal is dismissed and
the enforcement notice becomes effective, it is an
offence not to comply with it and could lead to a
prosecution in a magistrates’ court.

Planning and environmental
considerations
In addition to problems of business development

in terms of planning, a business may also fall foul of
laws relating to the environment and the two may
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clash. In some cases the applicant must submit an
Environmental Impact Assessment setting out likely
environmental effects of the development together
with proposals for remedying these effects. In addi-
tion, the business may ask the High Court for judicial
review of the offending restriction as in R v Kennet
District Council, ex parte Somerfield Stores (1999)

where in terms of noise being emitted from refrigera-
tion equipment the council planning authority placed
a restriction of a lower number of decibels on the
planning permission than the environment authorities
had in an abatement order served under the Environ-
mental Protection Act 1990. The High Court ruled
in favour of the planning authority.

Self-test questions/activities

1 Which of the following business organisations have been formed by registration?

(a) Wilkinson-Brown & Co, Chartered Accountants;

(b) Mammoth plc;

(c) The United Kingdom Atomic Energy Authority;

(d) Small Ltd.

2 ‘Aregistered company is a juristic or legal person and is therefore a legal entity distinct from its members.’
Explain this statement and state two advantages of incorporation showing how these advantages

depend upon corporate personality.

3 The court will not allow the theory of corporate personality to be used as a means of fraud or sharp
practice — the judge has the power to ‘draw aside the corporate veil’.
Explain what happens when the court does draw aside the veil and describe a situation in which the

court has exercised its power.

4 A and B are partners in an ordinary partnership. The firm is insolvent. Joe, a creditor, has successfully
sued A for a debt of £2,000. What rights, if any, has A against B?

5 A, B, C and D wish to form a partnership in which all of them will be limited partners. Advise them.

6 What is the maximum number of employees allowed to a company which wishes to qualify as a ‘small’

company?

7 Outline the provisions under which companies can dispense with the audit requirement.

8 Explain the regime of taxation which applies to:
m sole traders; and
B companies.

9 Give a short account of ways in which mortgages of real and personal property may be created. Explain

what is meant by the ‘equity of redemption’.

10 Discuss the importance in securities transactions of the Bills of Sale Acts.

11 When is it important for a person giving a guarantee or other security to be advised by an independent
solicitor? State with reasons whether or not the guarantee or other security will be unenforceable if

independent advice is not received.

12 Fred Jones is a sole trader who wishes to expand his business premises. Explain the basic planning

procedures to be followed.
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Specimen examination questions

1 Explain the requirements that a company must comply with in order to be entitled to the maximum exemp-
tions in terms of its financial statements.

2 Assume you are one of a number of entrepreneurs who are considering the form of business organisation
that might be used to run a business. The other members of the group seek your advice as to whether
they should form a partnership or a company — their only concern at this stage being the liability of them-
selves for the debts of the organisation.

Explain what forms of business vehicles are available in the partnership and corporate structures and
then consider the position in terms of individual liability for the debts of each one.

3 You have been appointed to manage a branch of the National Knightsbridge Bank plc. A business cus-
tomer, Mr Egon Toast, has asked for a business loan and is offering the family home, of which he is the
joint owner with Mrs Toast, as security.

Explain why you should be concerned about making the loan and security transaction and what steps
you would take to overcome those concerns.

Website references

http://www.companieshouse.gov.uk This chapter is of a general introductory nature but further information
on partnerships, particularly LLPs and companies, including Guidance Notes on a wide variety of corporate
topics, can be accessed on the website of Companies House.






Chapter 5

NON-CORPORATE ORGANISATIONS - SOLE
TRADERS AND PARTNERSHIPS

Learning objectives

After studying this chapter you should understand the following main points:

m the rules that apply to the choice of a name for a business organisation;

m the bankruptcy procedure that follows individual insolvency;

m the law relating to the various kinds of partnership.

Having introduced the various business organisa-
tions, we will now consider, in more detail, the legal
environment in which sole traders operate.

FORMATION OF THE BUSINESS

Name of the organisation

Business names

1 Generally. The main formality facing the sole
trader on commencement of business is the Com-
panies Act 2006, which replaces the Business
Names Act 1985, which is wholly repeated. Even
this does not apply if he trades in his own name. If,
however, a business name is chosen, then the 2006
Act must be complied with. For example, a business
name occurs where the organisation is run in a
name which does not consist only of the surname
of the sole trader. Forenames or initials are allowed
in addition.

Therefore, if Charlie Brown is in business as
‘Brown’, or ‘C Brown’, or ‘Charlie Brown’, the name
of the organisation is not affected by the Act. The
names are not business names. Recognised abbrevi-

ations may also be used, such as ‘Chas Brown’, and
still the name is not a business name.

However, if Charlie Brown is in business as ‘High
Road Garage’, or ‘Chas Brown & Co’, ‘C Brown &
Co’, ‘Brown & Co’, he is using a business name and
the 2006 Act must be complied with as regards
choice of the name and disclosure of the name of the
true owner.

The rules regarding disclosure do not apply where
the only addition to the name of the sole trader is an
indication that the business is being carried on in
succession to a former owner.

Often a sole trader will want to use the name
of the previous owner of the business so that he
can use the goodwill attached to it. Goodwill is
the probability that customers will continue to use
the old business for their requirements. It may also
be a reputation for a certain class of article, such as
a Rolex watch. If Charlie Brown bought a business
called “The Village Stores’ from Harry Lime, the new
business could be called ‘Charlie [“Chas” or “C”]
Brown (formerly Harry Lime’s)’ and would not
be affected by the Act. However, if Charlie Brown
went further than merely including his own name
and that of the previous owner as if he traded as
‘Charlie [“Chas” or “C”] Brown Village Stores (for-
merly Harry Lime’s)’ or ‘Village Stores’, he would
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have a business name and would have to comply
with the Act.

2 Restriction on choice of business name. As we
have seen, the main controls are that a sole trader’s
business must not be carried on in Great Britain:

(a) Under a name which leads people to believe that
it is connected with a central or local government
authority unless the Department of Trade and Indus-
try agrees. This is to prevent a possibly false sense of
security in the public who deal with the business
because these authorities get regular income from
the enforced payment of taxes and Council Tax.
Thus, trading under a name such as ‘County Council
Supplies’ would require the permission of the DTL

Also in this category, and requiring the consent
of the DTI, are names which imply a national or
international connection, such as “The International
Metal Co’, and names which imply that the organ-
isation is in some way distinguished, e.g. ‘Society’
or ‘Institute’. Words which imply the carrying on of
a specific function also require DTI permission, e.g.
‘Insurance’ and ‘Building Society’. This will not be
obtained unless those functions are the ones which
the organisation carries out.

(b) Under a sensitive name unless the relevant body
agrees. These are set out in regulations issued by
the Department of Trade and Industry. Examples
are that if the word ‘Royal’ is to be used, the Home
Office must agree.

The use of the word ‘Charity’ requires the per-
mission of the Charity Commissioners. Regulations
in 1992 have made it clear that plural or possessive
forms of sensitive names are included. So ‘Charities’
and ‘Charities’ > are controlled.

(¢) Under obscene names such as ‘Hookers & Co’
or names obtained by deception, as where a person
is using the word ‘charity’ having got permission
from the Charity Commissioners following the sub-
mission of false or misleading information about
the functions of the organisation.

3 Disclosure of true owner’s name: what must be
disclosed? A user of a business name must disclose
his or her name together with a business or other
address in Great Britain. This is to enable documents,
such as claim forms to commence a legal claim, to
be served at that address.

However, the High Court ruled in Department
of Trade and Industry v Cedenio (2001) that the
address need not be pointed up specifically as the
address for serving documents. Section 4 of the Busi-
ness Names Act 1985 provides merely for the stating
of an address as follows: ‘an address in Great Britain
at which the service of any document relating in
anyway to the business will be effective’. This word-
ing is retained by s 1165 of the 2006 Act and so
Cedenio is still a valid case.

(4) Where must the information be disclosed?

(a) Ina clear and readable way on all business letters,
written orders for the supply of goods or services,
invoices and receipts issued by the business, and
written demands for the payment of money owed to
the business.

(b) Prominently, so that it can be easily seen and
read in any premises where the business is carried
on, but only if customers or suppliers of goods or
services go on to those premises.

(c) Disclosure must also be made immediately and
in writing to anybody with whom business is being
done or discussed if the person concerned asks for
the information. This would mean, for example,
giving the information on, say, a business card, to
a salesman to whom an order was being given or
discussed if the salesman asks for the names of the
owners of the business.

5 What happens if an owner does not comply with
the law? A sole trader who does not obey the law
commits a criminal offence and is liable to a fine.
On the civil side he may not be able to enforce his
contracts, for example to sue successfully for debts
owed to him. This will be so where, for instance, the
other party to the contract can show if he is sued
that he has been unable to bring a claim against the
business because of lack of knowledge of the name
and address of the owner.

Suppose that Freda Green trades as ‘Paris Fashions’
in Lancashire and supplies Jane Brown with dresses
for her boutique in Yorkshire, but without giving
Jane Brown any idea that she, Freda Green, owns
Paris Fashions. Suppose, further, that Freda moves
her business to Kent and Jane Brown finds that
the dresses are substandard and wants to return
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them, but cannot because she does not know where
‘Paris Fashions’ has gone. If Jane is sued for non-
payment by Freda, the court may refuse Freda’s
claim, though the judge has a discretion to enforce
it if in the circumstances he thinks it is just and equit-
able to do so.

Protection of business names

The fact that there is no registration of business
names places businesses that use them in a more diffi-
cult position in terms of protecting the name than
companies that trade in their corporate names (see
further, Chapter 6). As we shall see, the Registrar
keeps an index of company names and a company
cannot be registered in a name that is the ‘same’
as a name already on the index. In addition, the
Secretary of State can direct a company to change
its name within 12 months of registration if it is
‘too like’ the name of a company on the index. The
above provisions do not apply to business names
and a passing off action would have to be brought
(see below). This is a difficult and often expensive
claim. However, if the name is in the nature of a
trade mark it can be registered and protected more
easily. The Trade Marks Act 1994 has extended this
possibility particularly in allowing registration of
geographical locations, e.g. “The Barbican Tandoori’.
Thus, persons trading in a name which includes a
geographical location, as where J Singh does in fact
trade under the name of ‘The Barbican Tandoor?’,
the name can be registered under the 1994 Act and
will be easier to protect (see further, Chapter 15).

Passing off

A sole trader must not run his business under a name
which is so like that of an existing concern that the
public will confuse the two businesses. Similarity of
name is not enough; usually the two concerns must
also carry on the same or a similar business.

If this does happen, the sole trader will be liable
to a civil action for the tort of passing off and the
existing concern can ask the court for an injunc-
tion to stop the use of its name. If it is successful in
getting the injunction and the new organisation still
carries on business under the confusing name, its
owner is in contempt of court and may be fined
or imprisoned until he complies and changes the
name of his business.

However, a sole trader may do business in his
own name even if this does cause confusion, pro-
vided that he does not go further and advertise or
manufacture his goods in such a way as to confuse
his products with those of the existing concern or
operate to deceive the public.

Thus in Asprey & Garrard Lid v. WRA (Guns)
Ltd (2001) the claimants were a well-known and
established trader in luxury goods in London. The
defendants traded in the same line of business,
also in London, under the business name of William
R. Asprey Esq. William Asprey, who was formerly
employed by the claimants, effectively controlled the
defendant company. The High Court granted an
injunction against passing off and infringement of
the claimants’ trade mark. The court dismissed the
defence of own name on the grounds that it is anyway
an exception to the passing off rules and must not as
in this case cause deception. Although the problems
in the above case arose from the use of a business
name, the same principles would apply if the defend-
ant business had been run in the name of Asprey as
a sole trader, partnership or company name.

DISSOLUTION

Our sole trader, whom we shall call Fred Smith, may
decide at any time to retire from the business and
dissolve it by selling off the assets of the business
to other tradespeople. Alternatively, the business
may be sold as a going concern to another trader
and continue under him.

Apart from the legal formalities involved in sell-
ing and transferring assets, for example conveying
shop premises to a new owner, there are no special
legal difficulties provided all the debts of the busi-
ness are paid in full. However, if Fred cannot pay
his debts, he may be forced to dissolve his business
by his creditors under a process called bankruptcy.

DEBT RECOVERY

Before proceeding to look at insolvency proced-
ures it is worth noting what is available to recover
debts before taking the ultimate step which is to put
insolvency procedures in train.

If Fred’s creditors have tried all the usual ways
of recovering their debts, e.g. statements, solicitor’s
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letters and so on, they may think about suing Fred in
the county court. The jurisdiction and procedure of
that court have already been described in Chapter 3.

Interest on debt — generally

As regards the payment of interest on debt that the
court can award as part of the judgment, we must
first look at the contract to see whether there is
any provision for interest. If there is, the court will
follow the provision in making its award.

Late payment of commercial debts
legislation

The Late Payment of Commercial Debts (Interest)
Act 1998 gives creditors a statutory right to claim
interest from debtors on debts relating to commercial
contracts for the supply of goods and services. The
Act was brought into force by stages. However, on
7 August 2002 the final phase of the implementation
was made and the Act now applies to all businesses
and public sector bodies.

Application of the Act

The Act applies to contracts for the supply of goods
or services where the purchaser and the supplier are
acting in the course of a business. It does not apply
to consumer credit agreements or to any contract
that operates by way of a security, for instance a
mortgage, pledge, or charge.

What is the rate of interest?

Interest is calculated at 8 per cent above the Bank
of England base rate. To simplify matters and avoid
an ever changing rate, interest is calculated at 8 per
cent above the base rate in force on 30 June for interest
that starts to run between 1 July and 31 December
or the base rate in force on 31 December for interest
that starts to run between 1 January and 30 June. Thus
where the base rate is, say, 4 per cent on the applic-
able date, the late payment rate will be 12 per cent.
From 1 January 2006 it was 12.5 per cent. The Act
gives suppliers an entitlement to simple interest only
and not compound interest, i.e. interest on interest.

From when does interest run?

Interest starts to run from the day after the due date
for payment or, where no such date has been agreed,

when 30 days have elapsed from the delivery of the
goods or the carrying out of the services or notice
being given to the purchaser of the amount of the
debt, whichever is the later.

Recovering the costs

In addition to interest, a business can claim reason-
able debt recovery costs.

Where the customer still does not pay

Let us assume that one of Fred’s creditors has
obtained a judgment against him and that he still will
not pay. The judgment itself orders Fred to pay direct
to his creditor. The creditor will therefore know quite
quickly whether he needs to consider further action
(called enforcement) to try to get the money.

If Fred has not paid, the creditor can try to get
the money by asking the county court for any of the
following;:

®m a warrant of execution;

m a third-party debt claim (formerly a garnishee
order); or

® a charging order.

The court can, in an appropriate case, make an attach-
ment of earnings order under which an employer
deducts money from wages or salary through the
court until the judgment is paid. This is not avail-
able in Fred’s case because he is self-employed and an
earnings order is not available against Fred’s profits.
It is necessary to pay a fee for any of the above pro-
cedures but the amount paid by the creditor will be
added to the money he is already owed. The fee is
not refunded if the enforcement does not succeed.
If Fred has no money or assets (which is unlikely),
it will fail and there is nothing the court can do by
way of enforcement.

Warrant of execution

This gives the bailiffs, who work out of the office of
the sheriff of the county, the authority to visit Fred’s
home or business. The bailiff(s) will try either:

m to collect the money owed; or
m to take goods to sell at auction to pay the debt.

It is worth noting that there may be some activ-
ity in this area under the Human Rights Act 1998.
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Article 1 of the First Protocol of the Human Rights
Convention deals with property rights and, since the
bailiff service is an emanation of the state, the Con-
vention applies. Property taken in execution is sold
at very cheap prices at sheriffs’ sales and makes less
contribution than it might in paying off the debtor’s
debts. This provides an imbalance between the rights
of the creditor and the debtor that may lead to cases
and changes on the basis of a breach of the ‘fair
balance’ test implicit in the Protocol.

Third-party debt claims
(formerly garnishee orders)

If a creditor knows that Fred is owed money by a
third party as where, for example, there is a credit
balance on Fred’s bank account or building society
account, the creditor may wish to divert the pay-
ment away from Fred to himself. This can be done
by the creditor applying to the court for an order
for enforcement of a third-party debt claim. The
order is addressed to the bank or building society
forbidding it to pay the debt to the debtor, Fred,
and requiring a representative of the bank or build-
ing society to attend before the court to show
why the money in the account (or according to the
order perhaps part of it) should not be paid to the
creditor. The order is served at least seven days
before the next court hearing on the matter and, if
at that hearing no reason has been shown as to why
the payment should not be made to the creditor,
the court may make an order requiring payment
by the bank or building society to the creditor. The
creditor, in order to use these proceedings, must
be a person who has obtained a judgment from the
court that the relevant debt is owed to him.

Charging order

This order prevents Fred from selling property
over which it is made, e.g. a house, land, business
premises and any shares Fred may hold, until the
creditor is paid. The creditor will have to wait for
the money until the property is sold but can ask the
court for an order to force Fred to sell.

Getting a third-party debt enforcement order or a
charging order can be complicated and the creditor
would normally require the help of a solicitor.

We will now consider the situation where for some
reason or another the creditor has been unable to

get his money and turns to the ultimate procedure —
to make Fred bankrupt.

Debt enforcement: reform

The Tribunals, Courts and Enforcement Bill 2006 is
at the time of writing before the House of Lords. It
will improve the working of the system of tribunals
by providing a new statutory framework, offices and
bodies that will deliver improvements in services to
those who use tribunals.

Of particular interest to business are the provi-
sions relating to debt as follows:

Part 3 unifies existing bailiff law relating to enforce-
ment by seizure and sale of goods and replaces the
existing law of rent distress by seizure of the tenant’s
property with a modified regime for recovering rent
arrears in the commercial property sector.

Part 4 contains measures to help creditors with
claims in the civil courts to enforce their judgments,
including a new court-based scheme to help the
court gain access to information about the judg-
ment debtor on behalf of the creditor.

Part 5 contains measures to provide debtors who are
unable to pay their debts with relief from enforce-
ment and discharge from their debts. There are also
non-court based measures to help over-indebted
persons and those with multiple debt situations to
manage their indebtedness.

BANKRUPTCY PROCEDURE -
GENERALLY

Bankruptcy procedure is set out in the Insolvency
Act 1986 as amended by the Enterprise Act 2002.
Bankruptcy proceedings, which involve asking the
court for a bankruptcy order, may be taken against
Fred by creditors. Fred may also take proceedings to
make himself bankrupt if he cannot pay his debts.
His affairs will then be taken over by an insolvency
practitioner, who is usually an accountant.

This may be a great relief to Fred if, as is likely, he
is being pressed and harassed to pay debts he cannot
meet. On bankruptcy his creditors will have to press
the insolvency practitioner to pay. He is, of course,
an independent person and a lot of the nastiness goes
out of the situation once he takes over from Fred.
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In particular, those who supply services to Fred’s
home - such as electricity, gas, water and telephone
— must treat him as a new customer from the date of
the bankruptcy order and cannot demand settlement
of outstanding bills as a condition of continuing sup-
ply. They can, however, require a deposit as security
for payment of future supplies.

THE PETITION

A petition to the court for a bankruptcy order may
be presented by a creditor or creditors only if:

1 The creditor presenting it is owed £750 or more
(called the bankruptcy level) by Fred. Two or more
creditors (none of whom is individually owed £750)
may present a joint petition if together they are
owed £750 or more by Fred, as where A is owed
£280 and B £600.

2 The debt is defined as a debt now due which
Fred appears to be unable to pay, or a future debt
which Fred has no reasonable prospect of being
able to pay.

3 The creditor, to show that this is so, and if the
debt is now due, sends Fred a further demand ask-
ing for payment. If the demand is not complied with
within three weeks, the court will accept that Fred
cannot pay the debt.

4 The debt is a future debt, such as a loan repay-
able in the future. The creditor(s) must send Fred a
demand asking him to give evidence that he will be
able to pay it. If Fred does not provide satisfactory
evidence within three weeks of the demand that
he will be able to meet the debt when it is due, the
court will accept that there is no reasonable pro-
spect that it will be paid.

5 The debt is not secured, as by a charge on Fred’s
property. A secured creditor cannot present a petition
unless he is, for example, prepared to give up his
security. In any case, secured creditors, such as banks
who have taken a security in return, say, for giving
Fred an overdraft facility, will normally get their
money by selling that property of Fred’s over which
they have a charge. Any surplus of the sale price,
after payment of the debt to the bank and the cost to
the bank of selling the property, is returned to Fred’s

estate for distribution among his other creditors. If
there is a shortfall in the sale price, the bank will
have to prove in the bankruptcy as an unsecured
creditor for the balance but will only receive the
same dividend, as it is called, as other unsecured
creditors on this balance, e.g. 25p in the £.

SCHEMES OF ARRANGEMENT
UNDER THE DEEDS OF
ARRANGEMENT ACT 1914

This is an alternative procedure to bankruptcy
under which Fred would not become bankrupt at
all. Deeds of arrangement are unaffected by the
Insolvency Act 1986. Such a deed has advantages
in that no applications to the court are required but
creditors who do not accept it may petition the
court within one month of it being made asking that
Fred be made bankrupt. The fact that the deed has
been entered into is the ground for the petition. A
possible practical scenario appears below.

1 Fred may wish to put a proposal to his creditors
under which he will hand over his business to a
trustee for the benefit of his creditors. The trustee
will be an independent person such as an account-
ant who may be able to deal more expertly with the
sale of Fred’s business or the running of it and so
pay the creditors off. If the creditors are willing to
go along with this, Fred will not be made bankrupt.

2 Alternatively, Fred may wish to put up a scheme
of arrangement by way of compromise of his debts.
This would involve the creditors accepting final
payment of, say, SOp in the £, which they may feel
will be a better deal than bankruptcy, particularly
if the cost of the bankruptcy proceedings is likely
to be high.

3 These schemes need the consent of a majority
in number and value of the creditors. For example,
if there are 100 creditors and A is owed £901
and the other 99 are owed £1 each, the rest cannot
force a scheme on A because he has the majority
in value, although the others have a majority in
number. Equally, A plus 49 of the rest cannot force
the scheme on the others. A plus 49 creditors have
a majority in value but not in number. However,
A plus 50 of the rest could force the scheme on
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the others; they have a majority in number of 51 per
cent and a clear majority in value.

However, as we have seen, dissentients can peti-
tion the court for a bankruptcy order so really all of
the creditors need to be happy with the scheme, or
at least too apathetic to petition.

THE INTERIM ORDER AND
VOLUNTARY ARRANGEMENT UNDER
THE INSOLVENCY ACT 1986

This is another alternative to bankruptcy. It involves
an application to the court but once accepted by
75 per cent in value of the creditors it is binding on
the dissentients who cannot petition for a bankruptcy
order. A possible practical scenario appears below.

1 It would, of course, be difficult for Fred to make
proposals for a scheme if a particular creditor (or
creditors) had presented a petition to bankrupt him
and was proceeding with it.

2 Therefore, if Fred wants breathing space to try a
scheme to prevent his bankruptcy, he may, when a
creditor presents a petition (or, indeed, if he thinks
a scheme might be acceptable after he has presented
a petition against himself), apply to the court to
make what is called an interim order.

3 This protects his property and stops the proceed-
ings for a bankruptcy order from carrying on. Also,
secured creditors are prevented from selling that
property of Fred’s on which the security has been
taken, though any scheme which is accepted cannot
take away the rights of secured creditors to be paid
before unsecured creditors. Still, an interim order
will keep Fred’s property together while a scheme is
considered.

4 As part of obtaining an interim order, Fred must
give the name of a qualified insolvency practitioner
(called a ‘nominee’) who is willing to act as a super-
visor for the proposed scheme. The court must be
satisfied that:

(a) the nominee is properly qualified as an insolv-
ency practitioner and has stated in his report that
he considers that the arrangement has a reasonable
prospect of success; and

(b) Fred has not made a previous application for
an interim order in the last 12 months. Obviously, a
debtor cannot keep asking for these orders so as,
perhaps artificially, to put off bankruptcy proceed-
ings. The nominee will report to the court on the
proposals in Fred’s voluntary arrangement and if
the court thinks that they are reasonable it will
direct the holding of a meeting of creditors which
the nominee will call. If 75 per cent in value of the
creditors entitled to vote attending the meeting in
person or by proxy approve the proposals by voting
for them, they will be binding on all creditors.

Under Sch 3 to the Insolvency Act 2000 an indi-
vidual voluntary arrangement binds all the debtor’s
creditors including unknown creditors and they are
only entitled to the dividends under the arrange-
ment and cannot sue for the full debt or commence
bankruptcy proceedings. They may, however, apply
to the court for relief on the ground that their inter-
ests are unfairly prejudiced by the arrangement.

The nominee, or another practitioner chosen by
the creditors, will supervise the arrangement. If it is
honoured the debtor, Fred, avoids bankruptcy and
all the restrictions and publicity which go with it.

Under Sch 3 to the Insolvency Act 2000 an indi-
vidual may put a proposal for a voluntary arrange-
ment to his creditors without having to obtain an
interim order.

Fast-track voluntary arrangements (IVAs)

The Enterprise Act 2002 inserts ss 263A and 263G
into the Insolvency Act 1986 to provide for fast-track
IVAs available only to undischarged bankrupts. The
Insolvency Act 1986 already allows post-bankruptcy
IVAs but little use has been made of the provisions.
The new procedure is designed to cut the costs of an
ordinary IVA. It will be used most often by consumer
bankrupts who have not properly considered the
options pre-bankruptcy and by professionals who
discover that a bankruptcy will affect their profes-
sional status and wish to have the bankruptcy order
annulled. If a post-bankruptcy IVA comes into force,
the bankruptcy will be annulled.
The fast-track procedure is as follows:

m The Official Receiver (a civil servant from the
Official Receiver’s Department (see below)) acts
as nominee.
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m He or she puts proposals to the creditors on a
‘take it or leave it’ basis.

m There is no meeting of creditors and no opportun-
ity to propose amendments.

m When the Official Receiver as nominee com-
municates with the creditors, he or she will have
to explain the circumstances in which the IVA
will be regarded as approved and ways in which
creditors can object. This will not be at a meet-
ing, but will be done by correspondence.

m If the IVA is approved under the Official Receiver’s
criteria, he or she will report the approval to the
court which will annul the bankruptcy order.

Following approval, the Official Receiver will act
as the supervisor of the arrangement. His fees as
nominee will be at a flat rate and may be cheaper
than the fees charged by professionals in the private
sector. As supervisor the fees will be a percentage of
the value of the property sold or debts collected for
distribution to creditors under the scheme.

THE EFFECT OF A BANKRUPTCY
ORDER - GENERALLY

1 If a scheme is either not put forward or, if put
forward, not accepted, the bankruptcy proceedings
will, if successful, end in the court making a bank-
ruptcy order.

2 Once the order is made and Fred becomes bank-
rupt, his property is automatically transferred to
the control of the Official Receiver. He is a civil
servant dealing with bankruptcy with the aid of a
staff of suitably qualified people. If Fred had put
up a scheme of arrangement which had failed to get
acceptance, the ‘supervisor’ of that scheme could
have been appointed as trustee to Fred instead of
the Official Receiver.

The office of the Official Receiver, being part of
the insolvency service, is an emanation of the state
and therefore subject to the direct application of the
Human Rights Convention. Thus, in Foxley v United
Kingdom (2000) the Official Receiver had obtained
a court order under s 371 of the Insolvency Act 1986
directing F’s post to the Official Receiver as trustee
in F’s bankruptcy. F was serving a prison sentence of
four years for corruption. The trustee opened letters

and copied them, some being the subject of legal pro-
fessional privilege. He was held to be in breach of
Art 8 of the Convention (right to respect for family
life, home and correspondence). No compensation
was awarded but there will no doubt be more claims
against insolvency procedures now that these claims
can be heard, under the Human Rights Act 1998, in
UK courts.

3 The transfer of Fred’s property to the control of
the Official Receiver does not apply to such tools,
books, vehicles, and other items of equipment as are
necessary to Fred to be used personally by him in
his job as in the case of a sole trader plumber. Nor
does it apply to such clothing, bedding, furniture,
household equipment and provisions as are neces-
sary for the basic domestic needs of Fred and his
family. These items are retained in Fred’s ownership
and control unless their individual value is more
than the cost of a reasonable replacement. Thus, very
expensive tools and/or household items may have
to be sold to swell Fred’s estate for his creditors and
be replaced by viable but cheaper lines.

4 Fred is required to submit a statement of affairs
to the Official Receiver within 21 days of becoming
bankrupt, i.e. 21 days from the day on which the
bankruptcy order was made. This statement is the
starting point of the taking over of Fred’s affairs by
someone else. The statement will help in this.

5 The main contents of the statement of affairs are:

(a) particulars of Fred’s assets and liabilities;

(b) the names, residences, and occupations of his
creditors;

(c) the securities, if any, held by them, plus the
dates on which these securities were given.

The debtor’s income

There is no reason why Fred should not continue to
receive money from his trade or profession. However,
the trustee may apply to the court for an income
payments order under which a specified sum from
Fred’s earnings will be paid to the trustee either
by the debtor or the person making the payment,
e.g., in the case of an author, by the publisher pay-
ing a sum from annual royalties to the trustee. The
court will not, however, make an income payments
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order if it reduces the debtor’s income to below
the sum regarded by the court as necessary to meet
the reasonable needs of the debtor and his family.
In this connection, it was held in Kilvert v Flackett
(1998) that a tax-free lump sum of £50,504 paid
to a bankrupt on retirement was to be regarded as
income and could be made the subject of an income
payments order for the benefit of the creditors of
the estate of the undischarged bankrupt to whom
it was paid.

The Enterprise Act 2002 inserts a new s 310A
into the Insolvency Act 1986. This introduces what
are called income payment agreements. An income
payment agreement is a written agreement made
between the bankrupt and the trustee in bank-
ruptcy under which the trustee can recover from
the bankrupt part of his or her post-bankruptcy
earnings without obtaining a court order. The
agreement must specify the amount to be contri-
buted. This may be a specific sum or a proportion
of the bankrupt’s income. The time period must
be stated. A maximum period of three years from
the date of the agreement is allowed whether or
not the bankrupt obtains his or her discharge in
the meantime. Failure by the bankrupt to comply
means that the bankrupt’s automatic discharge will
be suspended or the trustee may ask for an order
requiring that the income be paid directly into the
bankrupt’s estate.

Credit and other disabilities

Under s 360 of the Insolvency Act 1986 an undis-
charged bankrupt is guilty of a criminal offence
punishable by a maximum of two years’ imprison-
ment or an unlimited fine if either alone or jointly
with any other persons the bankrupt obtains credit
to the extent of £500 or more without disclosing
to the person from whom he obtains it information
about his bankrupt status or if he engages directly
or indirectly in a business, other than the one in
which he was made bankrupt, without disclosing
to all persons with whom he does business, whether
they give him credit or not, the name in which
he was made bankrupt. Under s 11 of the Company
Directors Disqualification Act 1986 an undis-
charged bankrupt commits a criminal offence if
he acts as a company director or takes part in the

management of a company unless the court gives
permission.

Before the enactment of the Enterprise Act 2002
undischarged bankrupts were automatically dis-
qualified from sitting in Parliament or as a magistrate
and from any elective office in local government.
To minimise the stigma of such disqualifications,
they are now applied under ss 265 to 267 of the
Insolvency Act 1986 (as amended) only to those bank-
rupts who are subject to a bankruptcy restrictions
order (BRO). These are made by the court and
are intended for ‘culpable’ bankrupts, such as those
who have not kept proper accounting and other
business records. The restrictions also apply to
those culpable bankrupts who have not waited for
the court to make an order against them but have
instead offered a bankruptcy restrictions under-
taking (BRU) to the Secretary of State who has
accepted the undertaking.

Pensions

The Welfare Reform and Pensions Act 1999 provides
that where a bankruptcy order is made against any
person, any rights that he or she has in a Revenue-
approved pension scheme are to be excluded from
the estate for the purposes of bank-ruptcy proceed-
ings. The Act covers occupational schemes, personal
pensions and the government’s new stakeholder
pensions.

COMMITTEE OF CREDITORS

1 If someone other than the Official Receiver is
appointed as Fred’s trustee, the creditors may at a
general meeting set up a committee of creditors of
at least three and not more than five creditors to
keep an eye on the way in which the trustee deals
with the assets. The trustee must take into account
any directions given to him by the committee or of
a general meeting of creditors. If there is a differ-
ence of view between the committee and the general
meeting, the general meeting decision is followed.

2 The trustee is not bound to set up a committee of
creditors unless a majority in value of creditors present
and voting in person or by proxy resolve to do so.
However, it can be helpful to the trustee because the
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creditors, or some of them, may well have experi-
ence in Fred’s area of trade. Thus, if Fred’s debts are
£50,000, a creditor, or more likely creditors, owed
at least £25,001 must want a committee of creditors.

THE PUBLIC EXAMINATION

1 Once a bankruptcy order has been made against
Fred, the Official Receiver (even if he is not the
trustee) or the trustee may apply to the court for the
public examination of Fred. One-half in value of
Fred’s creditors may require the Official Receiver to
make the application to the court for a public exam-
ination. This is not a majority but literally one-half,
i.e. in the example given above, £25,000.

2 At the public examination Fred can be questioned
by the Official Receiver or the trustee (where this is
a different person from the Official Receiver), or by
any creditor on the subject of his business affairs
and dealings in property and the causes of business
failure.

3 The main purpose of the public examination is
to help the Official Receiver to find out why Fred’s
business failed and whether he has been guilty of
some misconduct which could lead to his prosecu-
tion for a criminal offence, e.g. fraud.

THE FAMILY HOME

1 The family home is likely to be Fred’s most valu-
able asset. If it is in Fred’s name only, it vests in (is
owned in law by) the trustee on his appointment. If
it is in the joint names of Fred and another, e.g. his
wife, then only Fred’s half vests in the trustee.

2 In any event the trustee will be keen to sell the
property so that Fred’s creditors can have the bene-
fit of what Fred owns in the property, usually after
repayment of a mortgage.

3 However, the trustee must honour rights of occu-
pation of the home. Fred will have rights of occu-
pation only if persons under 18 (e.g. his children)
reside with him at the commencement of his bank-
ruptcy. His wife will have rights of occupation in
her own right whether she is a joint owner or not.
These rights arise under the Matrimonial Homes
Act 1983. The trustee will therefore want an order

for sale and Fred and his family will want to con-
tinue in occupation. If they do, the trustee cannot
sell with vacant possession, which gives the best
price.

4 Under the Insolvency Act 1986 the order for sale,
if asked for, can be postponed for 12 months from
the date of the bankruptcy order so that Fred and
his family can find somewhere else to live. In the
meantime the trustee can, if he wishes, ask the court
for a charge on the proceeds of sale, if any, of the
property. If the court grants this charge, the owner-
ship of the property goes back to Fred who could
sell it, but if he did so the proceeds of sale would
belong to the trustee under his charge.

5 Finally, if the trustee applies for an order for
sale after 12 months from the bankruptcy order,
the rights of the creditors will become paramount
and he will normally get the order, and Fred and
his family will have to move out. The court may still
delay the order for sale further if there are special
circumstances, as where the property is specially
adapted for the use of the bankrupt, or a member of
his family who is disabled.

The family home: Enterprise Act 2002
amendments

Section 283A of the Enterprise Act 2002 deals with
a problem that had affected a bankrupt’s family
home in times of increasing house prices. It will be
recalled that the family home vests in the trustee in
bankruptcy and that as a rule of thumb a sale can be
postponed for 12 months so that the bankrupt and
his family can find other accommodation. However,
if the trustee does not ask for an order for sale, the
family home nevertheless continues to be vested in
him even after discharge of the bankrupt.

The reason why an order for sale was not asked
for has often been the state of the market in earlier
times when house prices fell below the level of the
sum borrowed on them - called negative equity.
However, as house prices have risen much beyond
the amount lent on them, the trustee has asked for
an order to sell the property still vested in him and
obtained for the creditors a disproportionate wind-
fall as a result of waiting for sale beyond the normal
period. However, under s 283A the family home
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will have to be dealt with within three years of the
bankruptcy order or it will revest automatically in
the bankrupt. Also, if the trustee asks for an order
to sell the family home at any stage of the bankruptcy
and the court refuses the application, the family
home will also revest in the bankrupt unless the
court otherwise orders. Thus, in times of rising
prices the trustee cannot hang on indefinitely to the
family home in the hope of an ever greater windfall
for the creditors. It is a ‘use it or lose it” approach.
There is also a provision in s 313A of the Insolvency
Act 1986 (inserted by the Enterprise Act 2002)
under which when the trustee asks for an order for
sale of what is called a ‘low-value’ property then
the trustee’s application will be dismissed. These
low-value arrangements are set out in regulations.

PROOF OF DEBT

1 Fred’s creditors will send details of their debts
to Fred’s trustee. These details may be unsworn
claims or may be sworn claims, which means that
the creditor has gone to a solicitor and said to him
on oath that the debt is really due.

2 Both unsworn and sworn claims are called
proofs of debt. The trustee will normally accept an
unsworn claim unless he is doubtful about it and
is going to challenge it, possibly before the court.
If this is so, he would probably ask the creditor to
submit a sworn claim.

MUTUAL DEALINGS - SET OFF

1 Any mutual dealings between Fred and any of his
creditors are important. Say Fred is owed £20 by a
customer, Sid, but Fred owes Sid £10. The trustee
will ask Sid to pay the £20 to him but Sid will be
able to set off (as it is called) the £10 Fred owes him
against the £20 he owes the trustee, and pay only
£10 to Fred’s trustee.

2 This way Sid gets in fact a dividend of £1 in the
£1 on the debt Fred owes him. If there was no law
allowing set off, Sid would have to pay £20 to
Fred’s trustee and then prove for his debt of £10
in Fred’s bankruptcy. If Fred’s trustee had only
sufficient assets from Fred’s business to pay Fred’s
creditors 50p in the £1, then Sid would have had to

pay £20 but would have got only £5 back. As it is
he has had the whole £10 in value.

CARRYING ON THE BUSINESS AND
DISCLAIMER

1 Fred’s trustee may, with the permission of the
committee of creditors or the court, carry on Fred’s
business for a while (but not for too long) if it will
bring more money in for the creditors.

2 As we have seen, when the court makes the
bankruptcy order Fred’s property comes into the
ownership and control of his trustee for the benefit
of his creditors. One result of this is that in the
case of an interest in land, such as a lease, say, for
20 years, the trustee becomes in effect the owner
of the lease and the landlord can ask the trustee,
quite legally, to pay the rent. If, as is likely, the
trustee is an accountant with a good practice, he
will obviously be in a position to pay the rent and
cannot really defend himself if he does not do so.
The trustee may find, additionally, that the lease
has repairing clauses which Fred has not carried out
and the landlord may call upon the trustee to put
the premises in good order.

3 The trustee will therefore write to the landlord
disclaiming the property. He then has no personal
liability, nor has Fred any personal liability. The
landlord is left to prove for his lost rent and perhaps
the fact that Fred has not kept the premises in good
order as damages in the bankruptcy. The landlord
will get such payment as Fred’s assets will allow. He
is therefore by disclaimer put in the same position as
the other creditors in the bankruptcy and loses any
personal claim he may have made against the trustee
or Fred.

TRANSACTIONS AT AN UNDERVALUE
AND PREFERENCES

1 Fred’s trustee may swell the amount of assets
available to the creditors by using those provisions
of the Insolvency Act 1986 which deal with two
problems:

(a) Cases where Fred might have decided to transfer
his property to his wife receiving little or nothing
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in return. This is called a transaction at an under-
value. However, the matter is not simply one of
money paid for property. In the case of Agricultural
Mortgage Corporation plc v Woodward and another
(1994) the Court of Appeal decided that a tenancy
of a farm granted by an insolvent farmer to his wife
(to ensure that his creditors did not get vacant posses-
sion of the property and to discourage its sale to
repay a loan they had made to him) was a transaction
at undervalue and could be set aside, even though
the wife agreed to pay an annual rent of £37,250,
which was a proper market rent. This was because
the wife had received substantial benefits over and
above the specific rights of the tenancy agreement.
She had safeguarded the family home, enabling her
to acquire and carry on the family farm, and acquired
a surrender value for the tenancy. Even more signi-
ficantly, she could hold the mortgage corporation to
ransom since it would have to negotiate with her
and pay a high price to get vacant possession before
selling the farm and repaying the debt owed to it.

(b) Cases where Fred has decided to pay certain of
his creditors in full and prefer them to others. He
might, for example, have decided to pay in full a debt
to a person who had been particularly helpful to him
in business or a debt which he owed a relative. This
is not a transaction at undervalue because the person
concerned is paid in full but it is a preference.

2 Fred’s trustee can recover property or money pass-
ing in a transaction at undervalue or as a preference
as follows:

(a) if the bankrupt was a party to any transactions
at undervalue in the five years before the presenta-
tion of the petition (this is before he was made
bankrupt by the bankruptcy order), the trustee can
apply to the court to have the transaction set aside,
provided that the trustee can show that the debtor
was insolvent at the time of the transaction or
became insolvent as a result of it;

(b) if the transaction at an undervalue took place
within two years before the bankruptcy, insolvency
of the debtor (Fred) at the time or as a result is not
a requirement and the transaction can be set aside;

(c) where the transaction at undervalue is in favour
of an ‘associate’ (e.g. a close relative), there is a

presumption of insolvency, though the debtor can
bring proof to show that this was not so;

(d) the trustee can make an application to have set
aside any preference made within six months before
the petition or within two years if the preference is
in respect of an associate, e.g. a spouse or children.

The trustee must prove that in our case Fred was
insolvent at the time of the preference or became
insolvent as a result of it, and where the preference
is in favour of an associate, there is a presumption
that our debtor Fred intended to prefer the associ-
ate, although this may be refuted by Fred providing
evidence to the contrary.

Transactions defrauding creditors

Section 423 of the Insolvency Act 1986 applies. The
section is designed to operate in conjunction with the
above provisions regarding transactions at undervalue
and preferences. The above, as will have been noted,
have time limits after which the transaction cannot
be set aside. The value of s 423 is that it is not sub-
ject to specific time limits. Although s 423 carries the
heading ‘Transactions Defrauding Creditors’, the
section itself does not seem to require any fraudulent
or dishonest intention. Its main ingredients are:

m putting assets beyond the reach of a person who
is making or may make a claim or;

m otherwise prejudicing the interests of such a per-
son in relation to the claim.

There is no need for any formal insolvency pro-
cedure to be in place before s 423 can be activated
and while an insolvency practitioner can be the
claimant it can also be a ‘victim’ creditor and such a
creditor may be a person who was not a creditor at
the time of the transaction.

Enterprise Act amendments

Section 262 of the Enterprise Act 2002 inserts a
new paragraph in Sch 5 to the Insolvency Act 1986
the effect of which is that a trustee in bankruptcy
needs the permission of the court or a creditors’ com-
mittee (if any) before bringing proceedings in regard
to transactions at undervalue, preferences and
transactions defrauding creditors. There is a similar
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provision for company liquidators in a corporate
insolvency (see s 253 of the Enterprise Act 2002). The
object is to institute a check on insolvency practitioner
litigation. Court actions are costly and the court or
creditors’ committee will want to be satisfied that
there is a good prospect for a return on the claim.

Protection of innocent third parties

It should be noted that a transaction cannot be set
aside under any of the above provisions against a
person who acquired property from a person other
than the bankrupt for value and in good faith with-
out knowledge of the undervalue or preference.
Thus, if Fred disposes of his property at an under-
value to person A, the transaction can be set aside
as against A. However, if A sells the property to B,
who takes it in good faith for value and without
knowledge of the nature of the transaction between
Fred and A, B can retain the property.

PAYMENT OF THE CREDITORS -
PREFERENTIAL PAYMENTS

1 As the trustee gets in money from Fred’s business,
either as income or from the sale of assets, he will pay
Fred’s creditors in a set order of priority laid down
in Sch 6 to the Insolvency Act 1986 after providing
money for his own fees and expenses.

2 The preferential debts are:

(a) wages or salaries of employees due within four
months before the bankruptcy up to a maximum
of £800 for each employee;

(b) all accrued holiday pay of employees;

(c) any sums owed by the debtor as a contribution
to an occupational pension scheme.

Formerly, debts due to HMRC and social security
contributions were preferential but these categories
were removed by s 251 of the Enterprise Act 2002.
They are now ranked with ordinary trade creditors.
In corporate insolvencies a certain amount of assets
are ring-fenced for the payment of unsecured cred-
itors and do not go to secured lenders such as banks.
For the avoidance of doubt, it should be noted
that these ring-fencing provisions do not apply in
bankruptcy.

If the above debts come in total to £5,000 and
Fred’s assets raise only £2,500, each claimant will
get half of what is claimed and other creditors will
get nothing.

PROTECTION OF EMPLOYEES

1 Under ss 189-190 of the Employment Rights
Act 1996 an employee who loses his job when his
employer (in this case Fred) becomes bankrupt can
claim through the Department of Trade and Industry
(DTT) the arrears of wages, holiday pay and certain
other payments which are owed to him rather than
rely on the preferential payments procedure.

2 Any payments made must be authorised by the
DTTI and the right to recover the sums payable are
transferred to the DTI so that it can try to recover
from the assets of the bankrupt employer the costs
of any payments made, but only up to the prefer-
ential rights the actual employees would have had.
What can be recovered from the DTI may, in fact,
be a higher sum than the preferential payments in
bankruptcy allow.

3 Major debts covered are as follows:

(a) arrears of pay for a period not exceeding eight
weeks up to a rate prescribed annually by statutory
instrument and currently £310 per week. Persons
who earn more than £310 per week can only claim
up to £310;

(b) pay in respect of holidays which has not been
paid in respect of holidays actually taken and holidays
due but not taken up to a rate again of £310 per
week with a limit of six weeks;

(c) payments promised to an employee instead of
giving him notice but not paid at a rate not exceed-
ing £310 per week;

(d) any payment which Fred may not have made in
regard to an award by an employment tribunal of
compensation to an employee for unfair dismissal.

4 Claims on the DTI will not normally be allowed
if the trustee can satisfy the Department that the
preferential payments will be paid from funds
available in the bankruptcy and without undue
delay.
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TRADE CREDITORS

If all the preferential creditors have been paid in full,
payments can then be made to the ordinary unsecured
or trade creditors. If these claims come in total to,
say, £12,000 and the trustee has only £4,000, each
trade creditor will get one-third of what is claimed
and the deferred creditors will get nothing.

DEFERRED CREDITORS

If all the unsecured creditors can be paid, the deferred
creditors come next. These are, for example, debts
owed by Fred to, say, his wife. They are not paid
until all other creditors have received payment in full.

DISCHARGE OF THE BANKRUPT

The Enterprise Act 2002 is designed to promote enter-
prise by minimising the effects of business failure.
In this connection the Act differentiates between
‘culpable’ bankrupts who set out to run a business
in a way that would mislead the public and other
businesses and the ‘non-culpable’ bankrupt who for
reasons beyond his or her control and despite best
efforts has suffered business failure. The position
regarding discharge is now as follows:

m there is automatic discharge from bankruptcy on
the 12-month anniversary of the bankruptcy order.
For non-culpable bankrupts, this will be the end
of the undischarged bankrupt’s disabilities, e.g.
there is no credit restriction;

m for the culpable bankrupt, there will normally be
a bankruptcy restriction order in place that con-
tains such restrictions as are contained in the order.

Bankruptcy restriction orders (BRO)

These can be applied for by the Secretary of State
for Trade and Industry acting through the Official
Receiver. The application which is to the court can
be made within 12 months of the bankruptcy order
although an extension of time can be applied for if,
e.g., new evidence of reprehensible business conduct
emerges. It is necessary for the Official Receiver to
show to the court that the bankrupt’s conduct has
been sufficiently reprehensible for the public interest

to require that bankruptcy restrictions, e.g. in terms
of credit, should continue to apply. Schedule 4A to
the Insolvency Act 1986 (as inserted by the Enterprise
Act 2002) sets out reprehensible behaviour, e.g. fail-
ure to keep proper accounting and other business
records and entering into transactions at under-
value and making preferences and trading while
insolvent.

Effects of a BRO

The effects are much the same as an extension of
the period for automatic discharge so that for the
currency of a BRO which can be any period between
two years and 15 years the person subject to the
BRO cannot, e.g.:

B act as a company director;

m obtain credit above a specified limit without dis-
closing the existence of the BRO;

m trade in a name other than the name under which
he or she was made bankrupt.

Interim BRO

Where the bankrupt is likely to obtain an automatic
discharge before the hearing of an application for a
BRO, the court may make an interim BRO pending
a full hearing of the application.

Bankruptcy restriction undertakings
(BRU)

Under this procedure a bankrupt can agree the terms
of a bankruptcy restriction undertaking with the
Official Receiver after offering the Official Receiver
such an undertaking. The Official Receiver is not
obliged to accept the undertaking in the terms offered.
The rules and duration of a BRU are as for those of
a BRO.

The 12-month rule: earlier discharge

It is worth noting that subject to experience with the
current legislation the vast majority of bankrupts
will be discharged even sooner than the 12-month
period merely upon the Official Receiver conducting
a small investigation and filing a certificate in court.
This procedure presupposes that the bankrupt is not
culpable.
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Fig 5.1 The personal insolvency of Fred Smith: an outline of the main Insolvency Act 1986 procedures

Having considered the legal position of sole traders,
we now turn to the legal environment of the ordin-
ary partnership. The provisions relating to limited
and limited liability partnerships will be considered
later in this chapter.

DEFINITION AND NATURE OF A
PARTNERSHIP

The Partnership Act 1890 sets out the basic rules
which apply to this type of business organisation.

All section references in this chapter are to that Act
unless reference is given to some other Act.

In addition, the 1890 Act codified the case law
on partnership which there had been up to 1890.
Some of the cases we quote are earlier than the 1890
Act. We use them because the 1890 Act was based
upon them and they are, therefore, examples of what
the Act was trying to achieve and presumably has
achieved. The cases after 1890 are interpretations of
the words used in the Act following its being passed
by Parliament.

The legal environment of the ordinary partnership
is much more complex than that of the sole trader
and the two environments have little in common
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except that in both cases the corporate structure is
not used. There are similar restrictions on the choice
of name, but since a partnership is an association
of persons and a sole trader regime is not, there are
much wider rules to consider in partnership. For
example, the ability of a sole trader to contract on
behalf of the business, i.e. himself, is obvious, but in
the partnership situation where there are two or more
individuals involved questions such as to what extent
one partner, particularly if not authorised by the
others, can make a contract with an outsider which
will bind the firm and himself and the other partners
arise. Bearing this in mind, we can now proceed to
consider the law of the ordinary partnership.

Definition

An informal partnership is defined as ‘The relation
which subsists between persons carrying on a busi-
ness in common with a view of profit’ (s 1).

It should be borne in mind that if the parties
have agreed to be partners, then they will be. All the
definition is saying is that any persons who carry
on a business in common with a view of profit are
partners, even if they have not expressly agreed to be.
This is what we mean by an ‘informal partnership’.
The definition and what follows should be under-
stood in that light — it is a definition of the facts
required to make an informal partnership.

Explanation and consequences of
the definition

1 The relation which subsists is one of contract. A
partnership is a contract based on being in business
together with the intention to enter a joint venture
as partners.

It is not, according to the House of Lords in Khan
v Miah (2001), necessary that the partnership has
begun to trade. It is essential that the partners have
taken some steps to evidence that the joint venture
has been embarked upon. This may consist of pre-
liminary steps taken to get ready to start business.

Khan v Miah (2001)

Three persons agreed to set up an Indian restaurant. The
finance was provided almost entirely by one of them. Before
the restaurant opened (i.e. began to trade) furniture and

equipment were purchased and a laundry contract was
entered into. Advertisments were placed and the freehold
of premises was acquired by the person who supplied the
money. The parties then fell out and the business did not
proceed as planned. The question arose as to whether the
parties were partners during the preliminary stages and
who owned the assets acquired with one person’s money.
Were they partnership property, bearing in mind that in the
absence of a contrary agreement partnership capital as
represented by the firm’s assets is owned equally
by the partners regardless of capital actually put in? The
House of Lords ruled that parties who agree on a joint
venture to find, acquire and fit out premises for business
purposes which they intend to run as partners become
partners in the business from the time when they embark
on those agreed activities and it is irrelevant whether or
not the business has commenced trading. In other words,
there must be evidence that the joint venture has com-
menced not necessarily traded.

Comment. The ruling of the House of Lords gives rise to
some problems with the earlier case of Keith Spicer Ltd v
Mansell (1970) where the Court of Appeal ruled that the
taking of preliminary steps such as ordering goods and
setting up a bank account for a restaurant business did not
create a partnership because the restaurant never traded
as a partnership. The distinction seems to be that the
parties did all these acts while in the the process of form-
ing a company to run the restaurant. Therefore, they did
not take the preliminary steps with the intention of forming
a partnership but as company promoters. In this sense
Spicer can be reconciled with Khan. In fact, Spicer was not
referred to in Khan, presumably because it was not in
point, being a company promotion case.

2 A partnership is ‘between persons’, but a com-
pany, being a legal person, can be a partner with a
human person, provided that its memorandum of
association gives the necessary power. The members
of the company may have limited liability while the
human person has not. Two or more limited com-
panies can be in partnership, forming a consortium
as an alternative to merging one with the other. It
should not be assumed that a limited company is
a limited partner. The company is liable for the
partnership debts to the limit of its assets. It is the
liability of the company’s members which is limited
- a very different thing.

3 Partners must be carrying on a joint business
venture, and for this reason a group of people who run
a social club would not be an informal partnership.
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Under s 45 a business includes ‘every trade, occu-
pation, or profession’, but this does not prevent a
particular profession from having rules forbidding
members to be in partnership, e.g. a barrister is not
allowed to be in partnership with another barrister,
at least for the purpose of practice at the Bar.

The importance of being in a joint business venture
as partners is also shown by Khan v Miah (2001).

4 Partners must act in common, and the most import-
ant result of this is that, unless the agreement says
something different, every general partner must be
allowed to have a say in management, as s 24(5)
also provides. A partner who is kept out of manage-
ment has a ground to dissolve the firm unless there
is something in the agreement which limits the right
to manage.

The specimen ordinary partnership agreement
which appears at the end of this chapter should be
looked at to see how management rights have been
dealt with.

5 There must be a view of profit, and so it is
unlikely that those groups of persons who have got
together to run railway preservation societies are
informal partnerships.

In this connection the Court of Appeal has ruled
that profit-sharing, i.e. actually taking a share of the
profit, is not a prerequisite of partnership.

M Young Legal Associates Ltd v Zahid Solicitors

(a firm) (2006)

Mr Bashir, a solicitor, wanted to set up his own practice.
However, he had been qualified for less than three years
and the Solicitors’ Practice Rules require every practice to
have at least one principal who has been qualified for three
years or more. To get round this problem, Mr Bashir asked
Robert Lees, who was a retired solicitor and a defendant
also in this case, to set up in practice with him; and, from
2002, Zahid Solicitors (Z) began to do business.

Mr Lees was named as a partner on Z’s letterhead and
received a fixed salary of £18,000 per annum. This was not
related to profits. However, Mr Lees was largely a figure-
head and spent little time at the office. He had obtained
from Z’s bankers a letter saying that he would not be liable
for the firm’s debts to the bank and appeared to have
agreed with Mr Bashir that he would not be liable for any
of the debts of the firm.

The claimant, a claims handling company, made an
agreement with Z in 2003 under which the claimant would
arrange insurance or funding for Z’s prospective clients.

The claimant alleged that Z owed it money under this
agreement that had not been paid.

When Z was dissolved in 2004, the claimant brought this
action against the firm and Mr Lees on the basis that he
was a partner at all relevant times. Mr Lees denied this,
and whether he was a partner or not had to be decided as
a preliminary issue before the claim could be taken for-
ward. Mr Lees was held to be a partner at the initial hear-
ing and made an appeal to the Court of Appeal. The
defence which Mr Lees put forward was that he did not
share in the profits of Z. He also contended that the shar-
ing of profits had always been an essential requirement
before the Partnership Act 1890 and pointed to s 46, which
stated in effect that the former rules of equity and the com-
mon law were to be retained unless they were inconsistent
with the Act.

The Court of Appeal ruled that the 1890 Act was clear.
There was no reference in the s 1 definition to the sharing
of profit so that the Act was inconsistent with previous law
and the Act must be applied according to its words. Mr
Lees was therefore a partner and the claim could proceed.

Comment. There was no liability in Mr Lees under s 14 of
the 1890 Act (holding out as a partner) because there was
no evidence that, although he had been held out as a part-
ner, the claimant had relied on that in any way in deciding,
e.g., to do business with Z, which is an essential ingredi-
ent of liability under s 14. The case is an important one and
settles a major point of contention. Salaried partners across
all professions should be aware of the potential liability
that this ruling gives them, as should also consultants on
fixed salaries.

6 The sharing of gross returns by A and B will
not normally indicate a partnership between A and
B. Partners share net profits, i.e. turnover less the
outgoings of the business. Section 2 says that the
sharing of gross returns does not, of itself, provide
evidence of partnership, as the following case shows.

Cox v Coulson (1916)
Mr Coulson had a lease of a theatre. A Mr Mill was the
employer/manager of a theatre company. Mr Coulson and
Mr Mill agreed to present a play called ‘In time of war’.
Mr Coulson was to provide the theatre and pay for the
lighting and advertising and get 60 per cent of the money
which came in at the box office — the gross takings. Mr Mill
paid those taking part in the play and provided the scenery
and the play itself and got 40 per cent of the gross takings.
Mrs Cox paid to see the play. As part of the perform-
ance an actor had to fire a revolver with a blank round in
it. Because of alleged negligence a defective cartridge was
put in the revolver and when the actor fired it Mrs Cox,
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who was sitting in the dress circle, was shot and injured.
She wanted to succeed in a claim for damages against
Mr Coulson. He had more money than Mr Mill. However,
the actor was employed by Mr Mill and he alone was liable
vicariously for the actor’s negligence unless Mrs Cox could
convince the court that Mill and Coulson were partners. The
court decided that they were not; they were merely sharing
the gross returns. Only the actor and Mr Mill were liable.
Comment. (i) The sharing of profits suggests a partnerlike
concern with the expenses of the business and its general
welfare. Sharing gross returns does not produce an implied
agreement of partnership.

(i) If there is an express agreement, oral or written, and
in it the partners agree to share gross returns, then there
would be a partnership.

7 Joint ownership according to s 2 does not of itself
make the co-owners partners. That means that there
is no joint and several liability for debt between the
co-owners, say, A and B. So if A and B are joint
owners of 12 Acacia Avenue and A cannot pay a
debt, say, for a carpet which he has had fitted in
his bedroom, B cannot be made liable as a partner.
Co-owners are not agents one of the other as partners
are. It should not be thought from this that the joint
owners of property can never be partners. If A and
B are left a row of houses in a will and collect and
spend the rents, their relationship will not be one
of implied partnership because English law does not
recognise joint ownership of property as a business
and s 2 affirms this. However, if the joint owners
enter into a partnership contract, written or oral,
sharing the rents, say 50/50, and appear to intend a
partnership, then a partnership there will be. But, if
the only evidence of partnership is joint ownership
of property, this is not enough to establish a partner-
ship. This is the true meaning of s 2.

8 Formalities, that is, writing, are not required for
a partnership agreement. In fact, there need not be
a contract at all. If the definition in s 1 is complied
with and the parties seem to intend a partnership,
there will be one, and the Partnership Act 1890 will
then set down the rules that will govern the arrange-
ment if nothing else is agreed. These are only a fall-
back position imposed on the partners and most
would-be partners would want to change some of
them, hence the desirability of an agreement. In
addition, and to make quite sure what has been

agreed by the partners, there should be a written
agreement.

A model form of partnership deed suitable for
an ordinary partnership is provided later in this
chapter. This shows what is normally dealt with by
such agreements.

THE SHARING OF PROFITS AS
EVIDENCE OF PARTNERSHIP

At one time the sharing of profits was almost con-
clusive evidence of informal partnership. During this
period a number of everyday business transactions
could give rise to a partnership, though the parties did
not want this because of the possibility of incurring
liability for another’s debts (but see now M Young
Legal Associates Ltd v Zahid Solicitors (a firm)
(2006): sharing of profits not essential). The position
was eventually clarified in regard to certain business
transactions, some of which are set out below, by
s 2(3) of the Act of 1890. These statutory provisions
are still valid, since M Young Legal Associates Lid
(2006) was not concerned specifically with them,
but with the general definition in s 1.

1 Partners can pay off a creditor by instalments out
of the profits of the business. This comes from the
following case which was decided before the 1890
Act.

Cox v Hickman (1860)

A trader had got into debt and his creditors decided that
instead of making him bankrupt and getting only a pro-
portion of what he owed them, they would let him keep the
business but supervise him in the running of it and take a
share of the profits each year until their debts were paid
in full.

An attempt was made in this case to make one of the
supervising creditor/trustees liable for the trader’s debts
as a partner. But was he a partner? The court said he was
not. He was a creditor being paid off by a share of profits.

Comment. (i) There was, in addition, no mutual participa-
tion in trade here, but a mere supervision of the business.
Of course, if creditors assume an active role in manage-
ment they may well become informal partners.

(i) The more modern approach would be for the creditors
to ask the court for the appointment of a receiver to run
the business. Obviously, he would not be regarded as a
partner since that would hardly be his intention.
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2 Partners can pay their employees or agents by
a share of profits. It has long been the practice of
some organisations to pay employees in part by some
profit-sharing scheme. The Act makes this possible
without putting the employees at risk of being
regarded as partners and liable for the debts of the
firm if the true partners run into money trouble.

The provision is also important to the true
partners because the giving of labour is sufficient to
form a partnership: the putting in of money by way
of capital is not essential. So this provision makes
sure that the employees themselves cannot claim
to be partners just because they are sharing profits
under an employees’ scheme.

3 Partners can pay interest on a loan by a share
of net profits provided that the contract of loan is
in writing and signed by all the parties to it. This
provision will protect a lender if a creditor tries
to make him liable for the debts of the firm he has
lent the money to, as where the creditor argues that
the lender is really a dormant partner.

However, the lender must not take part in the
running of the business. Remember also that the
lender will not need the protection of this provision
if he is paid a fixed rate of interest on his loan, e.g.
8 per cent per annum instead of 8 per cent per annum
of the profit. If he is paid 8 per cent per annum
interest, he is clearly a creditor and not a partner.

Do not think, because there is no written con-
tract, that a lender will always be a partner. It is still
a matter for the court to decide if it is argued that
he is. Normally a properly drafted written contract
should persuade the court that the lender is not a
partner.

Deferred creditors

Under s 3 those receiving money from the firm
under heading (c) above are deferred creditors if
the partners go bankrupt during their lifetime or die
insolvent.

Lenders will not get any of the money owed to them
until all other creditors have been paid £1 in the £.

Thus, lenders of money do not get the best of
both worlds. Section 2 provides that they do not
become partners and liable for debts, but s 3 makes
them deferred creditors if the partners are insolvent.

TYPES OF PARTNERS

Partners are of different types in law as set out below.

The general partner

This is the usual type of partner who, under s 24, has
the right to take part in the management of the busi-
ness unless there is an agreement between himself and
the other partner(s) that he should not. For example,
the partnership agreement may say that some junior
partners are not to order goods or sign cheques. We
shall see, however, that in spite of restrictions of this
kind, if a junior partner ordered goods on behalf of
the firm, though he had no authority to do so, the
contract would be good and the seller could sue the
partners for the price if they did not pay.

However, by ignoring the partnership agreement
and making unauthorised contracts in this way, the
junior partner could give his co-partners grounds
to dissolve the firm, on the grounds that he was in
breach of the partnership agreement, and exclude
him from their future business operations.

The dormant partner

The 1890 Act does not mention this type of
partner but in fact he is a partner who puts money
(capital) into the firm but takes no active part in the
management of the business. If he does take part
in management, he would cease to be a dormant
partner and become a general partner.

The salaried partner

It is quite common today, at least in professional
practices of, for example, solicitors and accountants,
to offer a young assistant a salaried partnership
without the assistant putting any money into the
firm as the general (or equity) partners do.

Normally, these salaried partners are paid a salary
just as an employee is with tax and national insur-
ance being deducted from it. They are not partners
for the purpose of dissolving the firm. If they want
to leave they do so by serving out their notice or
getting paid instead.

However, because they usually appear on the firm’s
letterheading as partners, or on the list of partners
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for inspection under the Business Names Act 1985
(see later), they could, according to the decision in
Stekel v Ellice (1973), be liable to pay the debts of
the firm as a partner if the outsider has relied on
their status as such.

Because of this case a salaried partner should
get a full indemnity, as it is called, from the general
partners in case he is made to pay the firm’s debts or
meet its liability to its clients. In practice this will
not happen unless the firm has not paid its debts or
satisfied its liability to clients. Liability as a partner
is joint and several so that if A is a full partner and
B a salaried partner, and the debt £2,000, either A
or B could be made to pay it all and then claim only
a contribution, which would often be one half, from
the other partner. Thus, if B pays the £2,000, he is
entitled to £1,000 from A. However, if B gets an
indemnity from A, then if B has to pay the £2,000,
he can recover all of it from A.

There is no real problem for the salaried partner
in the large firm which has insurance and extensive
assets, but the practice has spread to medium and
small firms of, e.g., accountants and solicitors where
problems could arise in terms of partner liability.

An illustration involving a small law firm appears
below.

Nationwide Building Society v Lewis (1998)
Bryan Lewis & Co, a two-partner law firm, was sued by the
building society for alleged negligence in connection with
advice given to the society on a mortgage application. The
second defendant was a Mr Williams who was a salaried
partner described as a partner on the firm’s letterhead.
Mr Lewis wrote the relevant report which allegedly con-
tained negligent advice but was bankrupt and the society
pursued its claim for damages against Mr Williams. He
was found initially by the High Court to be jointly and
severally liable with Mr Lewis and required to pay any
damages awarded without much hope of getting a con-
tribution from Mr Lewis, and this even though Mr Williams
did not write the relevant report and played no part in its
preparation. On appeal he was held not liable. The society
had not relied on him as a partner.

It appeared that the society had had no dealings with
Mr Williams and only knew of him when it received the
firm’s letter which accompanied the report.

Comment. The Court of Appeal did not change the general
principles of the law relating to the holding-out liabilities
of salaried partners. It was merely that the judges did not

feel that they applied to the facts of this case. In other
circumstances a salaried partner may well find that there is
liability as a ‘held-out’ equity partner.

Salaried partners: a comment

It will not often be the case that a salaried partner
will be liable under s 14 of the 1890 Act (holding out)
(see below) because s 14 liability depends on the fact
that the outsider relied on the fact that the salaried
partner was a fully liable partner. Reliance was not
shown in Lewis (see above) and outsiders are unlikely
to enter into business arrangements by relying on
the full liability of salaried partners unless, perhaps,
they have a special expertise or are known to be
wealthy.

As was indicated in M Young Legal Associates Ltd
(see above), a salaried partner will not be able to claim
that the fact that he or she does not share profits
means that there cannot be a partnership. Section 1
requires only that the partners have a view of profit,
not that they must share it. This is not helpful to
salaried partners or consultants who work for the
firm but are not profit-sharing. If there is reliance by
an outsider they could be liable under s 14 and the
definition in s 1 will not prevent this liability.

Describing themselves as ‘salaried partner’ or
‘consultant’ on the firm’s letterhead may help to
avoid liability as a full partner, depending always
on the facts of the case.

The partner by holding out
(or by estoppel)

The usual way in which this happens in practice is
where a person allows his or her name to appear on
the firm’s letterheading, or on the list of partners
for inspection under the Companies Act 2006
whether that person is or is not a full partner. (See
Stekel v Ellice (1973) and Nationwide Building
Society v Lewis (1998).) It can also happen on the
retirement of a partner if the partner retiring does
not get his name off the letterheading or list.

Under s 14 everyone who by words, spoken or
written, or by conduct, represents himself, or know-
ingly allows himself to be represented, as a partner
in a particular firm, is liable as a partner to anyone
who has, because of that, given credit to the firm or
advanced money to it.
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Thus, although such a person is not truly a partner,
he may be sued by a client or creditor who has relied
on the fact he was a partner.

However, to become a partner by holding out
(or estoppel, as it is also called) the person held out
must know that he is being held out as a partner and
if he knows it must also be shown that he consents.
The following case is an example.

Tower Cabinet Co Ltd v Ingram (1949)

In January 1946 Ingram and a person named Christmas
began to carry on business in partnership as household
furnishers under the name of ‘Merry’s’ at Silver Street,
Edmonton, London. The partnership lasted until April 1947
when it was brought to an end by mutual agreement.
After the dissolution of the firm, Christmas continued to
run ‘Merry’s’ and had new notepaper printed on which
Ingram’s name did not appear. In January 1948 Christmas
was approached by a representative of Tower Cabinet and
eventually ordered some furniture from them. The order was
confirmed on letterheading which had been in use before
the original partnership was dissolved and Ingram’s name
was on it, as well as that of Christmas. Ingram had no know-
ledge of this and it was contrary to an agreement which
had been made between him and Christmas that the old
letterheading was not to be used. Tower Cabinet obtained
a judgment for the price of the goods against ‘Merry’s’ and
then tried to enforce that judgment against Ingram as a
member of the firm. The court decided that since Ingram
had not knowingly allowed himself to be represented as a
partner in ‘Merry’s’ within s 14 of the Partnership Act 1890,
he was not liable as a partner by holding out (or estoppel).

Comment. As the case shows, a partner who has retired
will not be liable if after retirement his name appears on the
firm’s letterheading if the other partners agree before he
retires that the stock of old letterheading will be destroyed,
or that his name will be crossed out. If old notepaper is
used in spite of the agreement, the ex-partner is not liable:
there is no duty in law to stop people telling lies! However,
something should be done to show lack of consent if it is
known that old letterheading is being used. This could be,
for example, a recorded delivery letter to the continuing
partners expressing dissent.

A partner who intends to work with the firm, perhaps
part time, after retirement, can avoid the above problems
by describing himself on the firm’s letterheading as a
‘consultant’.

The person who is held out is liable to a client
or creditor who has relied on him being a partner.

That is all s 14 says. However, in Hudgell, Yeates ¢&
Co v Watson (1978), the court said that the true or
actual partners could also be liable to such a client
or creditor if they themselves were responsible for
the holding out or knowingly allowed holding out
to take place.

Section 14 provides that the continued use of a
deceased partner’s name will not make his estate
(that is, the property he has left on death) liable for
the debts of the firm.

It is worth noting that the ‘holding out’ provi-
sions of s 14 are applied by the court when making
a salaried partner liable.

MEMBERSHIP OF THE FIRM

As we have seen, there is no limit on the number
of persons who may be partners in an unlimited or
limited partnership, nor is there any restriction on
the number of members in a limited liability partner-
ship. This applies to partnerships in all trades and
professions though barristers cannot practise together
as partners. A barrister is a sole practitioner practis-
ing with others from chambers but not as partners.

Discrimination legislation is also applied to all
partnerships regardless of size. The relevant areas are
discrimination on the grounds of sex, race, sexual
orientation, religion and belief, disability and age.
There are exceptions for a genuine occupational
requirement, as where a male partner is required
because the work will be with a number of clients in
countries that do not accept that women can or
should take on business roles.

However, so far as disability is concerned, it may
be that a disabled person can work successfully as a
partner if adjustments are made in, e.g., the phys-
ical environment. There is a legal requirement to
make these adjustments where necessary and pos-
sible and in the case of a partnership regulations pro-
vide that a person who is or becomes a partner can
be required to bear such of the costs of adjustment
as are reasonable. These matters are given further
consideration in Chapter 16.

A minor may become a member of a partnership
(Lovell and Christmas v Beauchamp (1894)) but
can avoid (get out of) the contract at any time while
he is under 18 or for a reasonable period of time
afterwards.
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Insofar as a partnerhip is set up by a contract,
express or implied, the Mental Capacity Act 2005
applies and under it a person is assumed to have
capacity unless it is established that he or she lacks
it. The court will make an assessment mainly under
s 3 of the 2005 Act, which sets out circumstances
of inability to make a decision, e.g., to understand
information relating to the decision — in this case
whether to become a partner. Failure to establish
capacity will prevent a partnership with the person
concerned from coming into force. The burden
of proving lack of capacity is on the person who
says that capacity is lacking and the burden is on
a balance of probabilities not beyond reasonable
doubt. These capacity problems are also dealt with
in Chapter 7.

THE FIRM AND THE FIRM NAME

Generally

In English law the unlimited and limited partner-
ship firm is not an artificial person separate from
the partners. In other words, it is not a person (or
persona) at law as a company or LLP is.

If there are 10 partners in ‘Snooks, Twitchett &
Co’, then the firm name, that is ‘Snooks, Twitchett
& Co’, is only a convenient short form for (or a
collective designation of) all the partners. It saves
reeling off all their names when business is done.
Thus, a contract can be made in the firm name.

If the firm wishes to sue, or if it is sued by a creditor,
the Civil Procedure Rules (which are rules made by
the judges to deal with procedure in court) do give
a sort of personality to the firm in that they allow:

m actions by and against outsiders in the firm
name; ‘Snooks, Twitchett & Co’ can sue or be
sued in that name;

m enforcement of judgments and orders against the
assets of the firm, as by taking and selling those
assets to pay the judgment creditor;

m HMRC to make an assessment to taxation on the
firm as such in respect of the profits (see further,
Chapter 4).

A judgment against the firm can also be enforced
in the same way against the private property of any
partner if the assets of the firm are not enough.

So, although in legal theory a partnership firm is
not a persona at law, for some practical purposes,
e.g. contracting, suing and being sued, and taxa-
tion, the firm is regarded as a sort of independent
entity.

Choice of name

Restrictions on the name chosen for the firm are set
out below.

Passing off at common law

As far as the common law is concerned, partners,
say A and B, can trade in any name that suits them
so long as the name does not suggest that their busi-
ness is the same as that of a competitor. It must
not deceive or confuse the customers of some other
person or persons, say, C and D.

If it does, the court will, if asked, give an injunc-
tion and/or damages against A and B to protect the
business of C and D.

However, people can carry on business in their
own names, even if there is some confusion with
another person’s business, unless it is, for example,
part of a scheme deliberately to deceive the public as
the following case shows.

Croft v Day (1843)

A firm called Day & Martin were well-known makers of boot
polish. The original Mr Day and Mr Martin had been dead
for some time but Mr Croft had bought the business and
carried it on in the ‘Day & Martin’ name. A real Mr Day and
a real Mr Martin went into the manufacture of boot polish
and adopted the Day & Martin name for the fraudulent
purpose of representing to the public that they were the
old and widely known firm of that name. Mr Croft went to
court and was given an injunction to stop the real Mr Day
and the real Mr Martin from trading in their own names in
the circumstances of this case.

However, it must be borne in mind that the fact that
the law will allow a firm to trade in the names of the
partners, this law is exceptional and a passing-off
action against an ‘own-name’ firm may well succeed
where there is likely to be public confusion affecting
the goodwill of the existing firm. It is not necessary
for the claimants to prove a deliberate scheme of
deceit (see Asprey & Garrard Ltd v WRA (Guns)
Ltd (2001) at p 103).
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Business names and company legislation

Under the Companies Act 2006 the names of all the
members of a partnership and their addresses in
Great Britain where documents can be served must
be stated in a notice which must be prominently dis-
played so that it can be easily read at all the firm’s
business premises. The names must also be stated in
readable form on all business letters and documents.
However, this requirement is relaxed in the case of
a firm which has more than 20 partners. If there are
more than 20 partners, the firm may choose not to
list the names of the partners on the relevant docu-
ments but have instead a statement on the business
letters and documents of the firm’s principal place
of business with an indication that a list of partners’
names can be obtained and inspected there. If this
choice is made, no partner’s name shall appear on
the relevant documents except in the text of a letter
or by way of signature. The Act also requires every
partnership to provide to anyone with whom it is
doing or discussing business a note of the partners’
names and addresses on such information being
asked for by that person.

In some cases official approval is required for the
use of certain partnership names. For example, the use
of the word ‘Royal’ in a firm’s name requires the
approval of the Home Office. These matters were
more fully considered in Chapter 4.

Under the Companies Act 2006 the use of the
descriptions ‘Company’ or ‘and Company’ are
allowed for partnerships even though they suggest
that they are companies. However, the Companies
Act 2006 makes it an offence to use a firm name which
ends with the expression ‘Public Limited Company’
or ‘pl¢’ or ‘Limited’ or ‘Ltd’ for associations such as
partnerships, whether unlimited partnerships, limited
partnerships or LLPs. Failure to comply with this rule
results in liability to a fine for every day it goes on.

THE RELATIONSHIP BETWEEN
PARTNERS AND OUTSIDERS

The power of a partner, including a salaried partner,
to make himself and his other partners liable for
transactions which he enters into on behalf of the
firm (not on his own behalf) is based on the law of
agency. Each partner is the agent of his co-partners.

Section 5 of the Partnership Act 1890 makes this
clear. It says that every partner is the agent of the
firm and of his co-partners for the purpose of the
business of the partnership.

PARTNERS’ POWERS

A partner’s authority to enter into transactions on
behalf of the firm and his co-partners may be set out
under the following headings.

Actual authority

If a partner is asked by his co-partners to buy a
new van for the firm’s use and makes a contract
to purchase one, the firm is bound. Section 6 of the
1890 Act deals with authorised acts and says that
the firm will be liable for the authorised acts of
partners and also of employees of the firm.

Actual authority inferred

It may be possible in some circumstances to infer
the consent of the other partners to a transaction
entered into by only some of them. If so, the firm
will be bound by it as the following case shows.

Bank of Scotland v Henry Butcher & Co (2003)

In this case the Court of Appeal had to consider whether a
guarantee given to the bank by four out of 13 partners
bound the firm. It was held that it did. The other partners
had not passed a resolution authorising the four to make
the guarantee of overdraft arrangements but they were
informed that it was being made and in the absence of an
objection it was reasonable to infer that they consented to
it. Furthermore, the four partners signed the guarantee for
and on behalf of the firm, thus indicating that they were
agents of the firm and were not giving the guarantee in a
personal capacity. In addition, the bank had no intention of
taking a guarantee from them but only from the firm.

Comment. The guarantee was of a bank overdraft granted
to another organisation with which the defendant firm was
involved in a joint business venture. It is also worth noting
that the partnership agreement stated in clause 14(c) that
‘no partner shall without the consent of the other partners
... give any guarantee on behalf of the partnership’. How-
ever, the Court of Appeal affirmed the ruling of the High
Court that it was reasonable in the circumstances for the
bank to infer that the partners entering into the guarantee
did so with the consent of all the partners.
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Apparent or ‘ostensible’ authority

If a partner enters into a transaction on behalf of
the firm without authority, the person he deals with
may, if he does not know of the lack of authority,
hold the firm bound under the provisions of s 5 of
the Partnership Act 1890 which gives partners some
apparent authority.

However, s 5 says that the transaction must be
connected with the business. If there is a dispute
about this, the court will decide what can be said to
be ‘connected’, regardless of what the partnership
agreement may say.

Mercantile Credit Co Ltd v Garrod (1962)

Mr Parkin and Mr Garrod had entered into an agreement
as partners for the letting of garages and the carrying out
of motor repairs, but the agreement expressly excluded
the buying and selling of cars. Parkin, without Garrod’s
knowledge, sold a car to Mercantile for the sum of £700
but the owner of the car had not consented to the sale.
The finance company did not, therefore, become the
owner of the car and wanted its money back. The court
held that the firm was liable and that Mr Garrod was liable
as a partner to repay what the firm owed to Mercantile.
The judge dismissed the argument that the transaction
did not bind the firm because the agreement excluded the
buying and selling of cars. He looked at the matter instead
from ‘what was apparent to the outside world in general’.
Parkin was doing an act of a like kind to the business
carried on by persons trading as a garage.

Comment. The point of the case is that although the
buying and selling of cars was expressly forbidden by the
partnership agreement, the firm was bound. This is a
correct application of s 8, which provides that internal
restrictions on the authority of partners will have effect
only if the outsider deals with a partner, but with actual
notice of the restrictions. In this case Mercantile had no
such knowledge of the restrictions.

Also the transaction must be carried out in the
usual way of business. In other words, it must be a
normal transaction for the business.

An example can be seen in Goldberg v Jenkins
(1889) where a partner borrowed money on behalf
of the firm at 60 per cent interest per annum when
money could be borrowed at between 6 per cent and
10 per cent per annum. He had no actual authority
to enter into such a transaction and the court held
that the firm was not bound to accept the loan.

The firm did borrow money but it was not usual or
normal to borrow at that high rate.

Finally, s 5 says that the outsider must know or
believe that he is dealing with a partner in the firm.
Because of the requirements of the Companies Act
2006 as regards the display of the names of the
owners of the firm on various documents and in
various places which we have already considered,
a dormant partner is now more likely to be known
as a partner to an outsider. So if a dormant partner
makes an unauthorised contract in the ordinary
course of business in the usual or normal way, the
outsider should now be able to say that he knew or
believed the dormant partner to be a partner. If so,
a dormant partner can enter into an unauthorised
transaction which will bind the firm under s 5. If
the outsider does not know the dormant partner is
a member of the firm, as where the 2006 Act is not
being complied with, then the firm will not be bound.
The dormant partner would be liable to compensate
the outsider for any loss following upon his failure
to get a contract with the firm.

Examples of apparent authority as laid down
by case law

Section 5 does not say what acts are ‘in the usual
course of business’. However, the courts have, over
the years, and sometimes in cases heard before the
1890 Act was passed codifying the law, decided that
there are a number of definite areas in which a partner
has apparent authority. These are set out below.

1 All partners in all businesses. Here there is appar-
ent authority to sell the goods (but not the land) of
the firm, and to buy goods (but not land) on behalf
of the firm; to receive money in payment of debts
due to the firm and give valid receipts. So if A
pays a debt due to the firm to B, a partner, who
gives A a receipt and then fails to put the money
into the firm’s funds, A is nevertheless discharged
from payment of the debt. There is also a power to
pay debts owed by the firm including a power to
draw cheques for this purpose. Partners can also
employ workers, but once they are set on they are
employees of all the partners so that one partner
cannot discharge an employee without the consent
of the others. Partners also have an insurable inter-
est in the firm’s property and can insure it. They
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may also employ a solicitor to defend the firm if an
action is brought against it. The authority of an
individual partner to employ a solicitor to bring
an action on behalf of the firm seems to be restricted
to actions to recover debts owing to the firm.

2 All partners in trading partnerships. Partners in
trading firms have powers which are additional to
those set out in 1 above. Thus partners in a firm
of grocers have more powers than partners in a
professional practice of, e.g., law or accountancy.
There does not seem to be any good reason for this,
but it has been confirmed by many cases in court
and cannot be ignored.

In Wheatley v Smithers (1906) the judge said
in regard to what was meant by the word ‘trader’:
‘One important element in any definition of the term
would be that trading implies buying or selling.’
This was applied in Higgins v Beauchamp (1914)
where it was decided that a partner in a business
running a cinema had no implied power to borrow
on behalf of the firm. The partnership agreement
did not give power to borrow and, because the
firm did not trade in the Wheatley v Smithers sense,
there was no implied power to borrow. If a firm
is engaged in trade, the main additional implied
powers of the partners are:

m to borrow money on the credit of the firm even
beyond any limit agreed on by the partners unless
this limit is known to the lender. Borrowing
includes overdrawing a bank account;

m to secure the loan, which means giving the lender
a right to sell property belonging to the firm if the
loan is not repaid.

Situations of no apparent authority

No partner, whether in a trading firm or not, has
apparent authority in the following situations:

1 He cannot make the firm liable on a deed. He needs
the authority of the other partners. This authority
must be given by deed. In English law an agent who
is to make contracts by deed must be appointed as
an agent by a written document which states that it
is a deed.

2 He cannot give a guarantee, e.g. of another
person’s debt, on which the firm will be liable unless
there is a situation of inferred actual authority

where the consent of the other partners is inferred
or presumed as in Bank of Scotland v Henry Butcher
¢ Co (2003) (see p 123).

3 He cannot accept payment of a debt at a discount
by, e.g., accepting 75p instead of £1, nor can he
take something for the debt which is not money.
He cannot, therefore, take shares in a company in
payment of a debt owed to the firm.

4 He cannot bind the firm by agreeing to go to
arbitration with a dispute. Going to arbitration with
a dispute and having it heard by, say, an engineer,
if the dispute relates, for example, to the quality of
engineering work done under a contract, is a sort
of compromise of the right to go first to a court of
law and have the case heard by a judge. A partner
cannot compromise the legal rights of the firm.

5 As we have seen, a partner has no apparent
authority to convey or enter into a contract for the
sale of partnership land.

A partner’s liability for debt and breach
of contract by the firm

If, because of actual or apparent authority, a partner
(or for that matter another agent such as an employee)
makes the firm liable to pay a debt or carry out a
contract, as where goods are ordered and the firm
refuses to take delivery, the usual procedure will be
to sue the firm in the firm name. If the court gives
the claimant a judgment and the firm does not have
sufficient assets to meet it, the partners are liable to
pay it from their private assets. Under s 3 of the Civil
Liability (Contribution) Act 1978 each partner is
liable to pay the amount of the judgment in full. He
will then have a right to what is called a contribution
from his co-partners.

Before the 1978 Act contribution was equal. Thus,
if A paid a partnership debt of £300, he could ask his
partners, B and C, for a contribution of £100 each.

This rule of equal contribution was taken away by
s 2 of the 1978 Act, which provides that the amount
of any contribution which the court may give is to
be what it thinks is ‘just and equitable’ so that it need
not in all cases be equal, but most often will be.

The effect of the above rules is that a partner
can be required to pay the firm’s debts from his
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private assets. From this we can see that only if all
the partners are unable to pay the firm’s debts will
the firm be truly insolvent (decided most recently in
Secretary of State for Trade and Industry v Forde
(1997)).

Under s 9 the estate of a deceased partner is also
liable but only for the debts of the firm which were
incurred while the deceased was a partner.

Torts

Under s 10 the firm is liable for the torts of partners
which they commit in the ordinary course of business,
but not where the partner acts outside the scope of
the firm’s usual activities.

Therefore, a partner in an accountancy practice
who prepares the financial statements of a com-
pany negligently in the course of the firm’s business
will not only be liable to the client and possibly to
others who he knows will rely on those statements,
say, to invest in the company, but will also make his
fellow partners liable.

This is not the case in a limited liability partner-
ship under the Act of the same name passed in 2000.
In such a case only the firm’s assets and the private
assets of the negligent partner are at risk. The Act of
2000 is further considered at the end of this chapter.

At common law the firm is also liable for the
torts of its employees committed in the course of
their employment. So if the firm’s van driver injures
a pedestrian by negligent driving, both he and the
firm would be liable under the common law rule of
vicarious liability.

The words of s 10 make it clear that there is no
action by one partner against the firm’s assets for
injuries caused by torts in the course of business.
Thus, in Mair v Wood (1948) fishermen operated
a trawler in partnership. One partner was injured
when he fell because another partner had failed to
replace an engine hatch properly. The court held
that the injured partner had no claim in negligence
against the firm and its assets but only against the
negligent partner in his personal capacity, a success-
ful claim resulting in the payment of damages from
the negligent partner’s personal assets and not from
those of the firm.

In a claim under s 10 the House of Lords has
ruled that the firm and the other partners can be

vicariously liable for the fraud of a partner (see
Dubai Aluminium Co Ltd v Salaam (2003)). In that
case a partner in a firm of solicitors was involved,
while acting in the ordinary business of the firm, in
the receipt of some £50 million for provision of con-
sultancy services to Dubai that were in fact bogus.
The House of Lords decided that the firm and the
other partners, though personally blameless, were
liable vicariously for the partner’s fraud. It was
perpetrated in the ordinary course of the business of
the firm and closely connected with his authorised
work for clients.

Misappropriation of property

Under s 11 the firm and partners are liable to make
good loss incurred if a partner misapplies money
or property received from a third person, such as a
client. However, the partner receiving the money or
property must have been acting within the scope of
his or her actual or apparent authority, i.e. held out
as being authorised to receive money or property
at the time of receipt. Additionally, the firm is liable
for the misapplication of the money or property of
third persons which is already in its possession.

LIABILITY OF INCOMING AND
OUTGOING PARTNERS

Now we shall deal with the period during which
the partner is liable for the firm’s debts, or, to put it
in another way, from what date do his co-partners
become his agents and when does that agency come
to an end?

There are four things to look at as set out below.

1 Admission as a partner. Under s 17 a person does
not simply by becoming a partner take on liability
for debts or torts incurred by the firm before he
joined it. He can if he wishes take on this liability by
a process called novation (see below).

The position of incoming partners, or joiners as
they are sometimes called, was affirmed by the High
Court in HF Pension Scheme Trustees Ltd v Ellison
(1999) where it was decided that since the relation-
ship of partners was based on agency, an incoming
partner could not be liable as a principal in terms of
his personal capacity for the negligence of a co-partner
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that took place before he joined the firm, because the
negligent acts could not have been done on his behalf.

2 Retirement as a partner. Also under s 17 a person
does not, by retiring, cease to be liable for the debts
and obligations of the firm incurred before he retired.
The law is not likely to allow a partner to avoid his
liabilities simply by retiring from the firm.

A retiring partner is not liable for future debts
or liabilities unless, as we have seen, he is held out
under s 14 or under s 36 because he has not given
proper notice of his retirement. (See below.)

The date on which the contract was made or order
given decides the matter of liability. So in a contract
for the sale of goods, A, a retired partner, will be
liable if the contract or order was made or given when
he was a partner, even if the goods were delivered
after he had retired.

3 Novation and indemnity. Under s 17 a retiring
partner may be discharged from liabilities incurred
before retirement if an agreement to that effect,
called a novation, is made with the following people
as parties to it:

m the partners who are to continue the business;
m the creditor concerned; and
m the retiring partner.

The agreement releases the retiring partner from
his liabilities and accepts in his place the liability
of the continuing partners, either alone or with the
addition of any new partners.

The use of a novation is rare except perhaps in
the case of banks which may well release an outgo-
ing partner if they have enough cover from the other
partners including any new partner in terms of a
guarantee of the firm’s indebtedness.

Creditors are not forced to accept or take part in
novation and may continue to regard the retiring
partner as liable for debts incurred while he was a
partner. If this is so, the retiring partner should get
an indemnity from the continuing partners. This
will not release him from liability to the creditors
but if he does have to pay a pre-retirement debt, he
can recover what he has paid in full under the
indemnity, and not just a contribution which is all
he could recover without the indemnity.

The indemnity approach is much more common
than the novation approach. It is in any case im-

practical to use a novation where there are a con-
siderable number of creditors. It would be a lengthy
and difficult process to get, say, 100 trade creditors
to join in a novation. In fact, the indemnity is often
found in the partnership agreement which may
have a clause such as ‘In the event of retirement the
remaining partners shall take over the liabilities of
the firm’.

4 Notifying retirement. The law requires a retiring
partner to notify his retirement. The reason for this
is that people who deal with the firm are entitled,
in all fairness, to assume when they do business
with it that all the partners are the same unless there
has been notice of a change.

The rules are set out in s 36 which states, in effect,
that if X, who was a partner in Y & Co, leaves the
firm and the firm contracts with Z who knew that
X was a member of the firm but does not know
that he has left, X will be liable to Z (along with
other partners of course) if the firm does not meet
its obligations. To avoid this liability there must
have been adequate notice of X’s retirement.

In order to indicate what adequate notice is, the
law divides creditors into three classes as follows:

1 Creditors who have previously dealt with the
firm and who knew X was a partner. In this case
it is necessary to show that the creditor received
actual notice of the retirement. This may be by a
letter from the firm, or by receiving a letter from
the firm on which X’s name is deleted, or by seeing
the notice of retirement in The London Gazette
(see below), but only if he actually reads the
Gagzette.

2 Creditors who have not had previous dealings
with the firm but who knew or believed X to be a
partner before he retired. As far as these people go,
X will not be liable for post-retirement debts:

m if they had for some reason actual knowledge of
X’s retirement; or

m X’s retirement was published in The London
Gagzette, whether it was seen or not.

The London Gagette is published daily by the
Stationery Office and contains all sorts of public
announcements: for example, bankruptcies, com-
pany liquidations and partnership dissolutions.
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3 Creditors who have not had previous dealings with
the firm and do not know that X was ever a partner.
These people cannot hold X liable for post-retirement
debts even if no notice has been received by them and
even though no notice has been put in the Gazette.
X could only be liable to these people if he was
knowingly held out as a partner under s 14.

In Tower Cabinet Co Ltd v Ingram (1949), which
was dealt with earlier in this chapter (see p 121), no
notice of Mr Ingram’s retirement was put in the
Gagzette, but he was not liable to Tower Cabinet
under s 36 because they did not know or believe
him to be a partner prior to his retirement. He was
not liable either under s 14 (holding out) for reasons
already given.

Section 36 states that the estate of a deceased
or bankrupt partner is not liable for debts incurred
after death or bankruptcy, as the case may be, even
if no advertisement or notice of any kind has been
given.

Just as a written partnership agreement is to be
recommended at the beginning of the relationship,
so it is very sensible to address the matters that arise
when a partner leaves by retirement and record
them in a binding deed of retirement.

RELATIONSHIP OF PARTNERS WITHIN
THE PARTNERSHIP
We shall now deal with the relation of partners to

one another. It is governed by ss 19-31 of the 1890
Act, the provisions of which are set out below.

The ability to change the partnership
agreement

Section 19 states that partners can change the busi-
ness of the firm but because of the provisions of s 24
all the partners must be in agreement about this.

Partners can also change the provisions of the
1890 Act which the Act puts into partnership agree-
ments unless the partners have dealt with the matter
in the agreement themselves. For example, the Act
provides in s 24 that profits and losses are to be
shared equally but the partners may provide for
a different share, e.g. one-third/two-thirds, in their
agreement.

The provisions of the Act which deal with the
relationship of the partners and outsiders cannot
be changed in this way. Section 8 says that internal
restrictions on the authority of partners, for example
in the partnership agreement, have no effect on an
outsider unless he has actual notice of the restriction.

This was illustrated by the case of Mercantile
Credit Co Ltd v Garrod (1962) where the partner-
ship agreement said that there was to be no buying
or selling of cars. This did not prevent the sale of
a car to Mercantile by a partner being good, since
Mercantile had no knowledge of the restriction.

A written partnership agreement may be varied
by attaching a written and signed indorsement to
the original agreement. However, even where the
original agreement is written (and obviously if it is
oral) the partners may, either orally or by the way
they deal with one another, vary the agreement. This
is not surprising since the original agreement of
partners does not have to be in writing.

The case which follows is an example of partners
agreeing to one thing but sliding into a different way
of going on. The books of the firm were kept and
the accounts prepared from them in a way which
was different from the original agreement.

Pilling v Pilling (1887)

A father took his two sons into partnership with him.
The partnership agreement provided that the assets of the
business were to remain the father’s and that he and his
sons should share profits and losses in thirds. Each son
was to have, in addition to a one-third share of the profits,
£150 a year out of the father’s share of profit, and repairs
and expenses were to be paid out of profits. It was also
agreed that the father only should have 4 per cent on
his capital per annum and that the depreciation of the mill
and machinery, i.e. the major assets, was to be deducted
before the profit was calculated.

The partnership lasted for 10 years and no depreciation
was charged on the mill and machinery. The £150 per annum
was paid to the sons but it was charged against the profits
of the business and not against the father’s share. Each
partner was credited with interest on capital, not merely the
father, but, as it happens, the profit was divided into thirds.
Later on the court was asked to decide whether the assets
of the business still belonged to the father or whether they
belonged to the firm as partnership property. The court
decided that the way in which the partners had dealt
with each other was evidence of a new agreement. The
assets were therefore partnership property, even though
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the articles had said that they were to continue to belong
to the father.

Comment. The major change here was to allow each
partner interest on capital although only the father brought
any in. From this the court presumed that the father’s
capital had become partnership property and had not
remained his personal property, as was the original inten-
tion in the agreement.

Partnership property

Whether property becomes partnership property
or remains in the separate ownership of a particular
partner depends upon the intention of the partners.
Ideally this intention should be made absolutely
clear in the partnership agreement if there is one.
If property is treated as partnership property, it
becomes an asset of the firm and is transferred to all
the partners as co-owners.

Under ss 20 and 21 of the 1890 Act, and in the
absence of an express agreement to the contrary,
property will be regarded as partnership property if:

m it is purchased with partnership money, as by a
cheque drawn on the firm’s account;

m it is brought into the firm by a partner who has
the value of it credited to his capital account,
which clearly indicates the intention to bring it in;

m itis treated as an essential part of the firm’s prop-
erty by the partners; but the mere fact that the
property is used in the business is not enough to
transfer that property to the firm. This statement
is supported by the following case.

Miles v Clarke (1953)

Mr Clarke wished to start a photography business and
he took a lease of premises for the purpose. He was not
a skilled photographer and employed other people to do
the photography work. The business made a loss but
after some negotiations Mr Miles, who was a successful
freelance photographer, decided to join in with Mr Clarke.
Miles brought in his customers and there were a large
number of these. The agreement made between Miles and
Clarke provided that the profits were to be shared equally
and that Miles was to draw £153 per month on account
of his profits. The business did well but Miles and Clarke
quarrelled and it had to be wound up. In this action the
court was asked to decide the ownership of the assets
and Miles was claiming a share in all the assets of the
business. The court decided that there was no agreement

except as to the way profits were to be divided and so the
stock in trade of the firm and other consumable items,
such as films, must be considered as part of the partner-
ship assets, even though they were brought in by Clarke.
However, the lease and other plant and equipment should
be treated as belonging to the partner who brought them
in —that was Clarke. The personal goodwill, i.e. customers,
belonged to the person who brought them in, so Miles
retained the value of his customers and Clarke retained
the value of his.

In normal circumstances there is no doubt
about the ownership at least of the major assets of
the firm. For example, a lease of premises from
which to conduct business would be bought with
the firm’s money and transferred into the names of
some or all of the partners to hold as trustees for
themselves and others as partners. The device of the
trust is required because, as we know, an ordinary
partnership is not a persona at law. The problems
outlined above arise when, say, the lease is used
as business premises but is held in the name of one
partner who has allowed its use within the firm.
Does he hold it on an implied trust for himself and
the others or not? That is the question which a court
may have to decide.

The commercial importance of identifying
partnership property

The ability to identify partnership property is
important in the business world:

1 To the partners themselves, because any increase
in value of partnership property belongs to the firm
(i.e. all the partners), but if the property belongs
to only one partner the increased value belongs to
him alone. Also, a decrease in value is suffered by
the firm if it is partnership property but if it belongs
to only one partner all the loss is his.

2 To the creditors of the firm and the creditors
of the partners individually, since this affects what
property is available to pay their debts if the busi-
ness fails. If a firm goes out of business and all the
partners are also insolvent, then the firm’s creditors
can have the firm’s assets sold to pay their debts
before the private creditors of the partners have access
to those assets. Also, private creditors have first
right to sell private assets before the firm’s creditors
have access to them.
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3 Because dealings with partnership property must
be only for partnership purposes in accordance with
the partnership agreement. If the property is owned
personally by a partner, he can do what he likes with
it unless the firm has some contractual rights over
it, as where the firm is renting it from the partner.
Obviously, the contract must be complied with or an
action for damages would be available to the firm
against the partner.

Implied financial terms

These are set out below.

Profits and losses

Section 24 says that unless there is some other
agreement between the partners, all the partners are
to share equally in the capital and profits of the
business and must contribute equally towards losses
of capital or otherwise.

This is regardless of capital contributed. If those
who have contributed more capital are to get more
of the capital and profit, the partnership agreement
must say so.

Interest on capital

Section 24 also says that, unless the partners agree,
no partner is to get interest on the capital he puts
into the firm. In practice, where partners do not make
equal contributions of capital it is often agreed that
those who contributed more are to get interest on
capital at an agreed rate per annum. This interest is
taken away from profits before they are distributed
to the partners.

Interest on advances (loans)

If a partner helps to finance the firm by making it
a loan on top of contributing capital, then s 24
provides that he is entitled to 5 per cent per annum
on the advance (or loan) from the date when it was
made. There is no rule that an advance by a partner
to the firm carries any higher interest. This has to be
specially provided for.

Indemnity

Section 24 also requires the firm to indemnify every
partner who makes payments from his own funds in
the ordinary conduct of the business. Thus, if while

a partner is negotiating an insurance for the firm he
is told by the broker that a premium on an existing
policy is due that day and he pays it with his own
private cheque, the firm must pay him back.

Implied management powers

Management powers are normally written out in
the partnership agreement. If not, the following rules

apply:

1 Under s 24(5) every partner may take part in the
management of the business. This is not surprising
because a partnership is defined as the carrying on
of business ‘in common’. The right is also a fair one
because a partner may find himself saddled with the
debts of a firm, and, if this is so, he should at least
have the chance of managing it.

Any unjustified exclusion of a partner from the
management of the firm will almost certainly enable
him to petition to dissolve the firm on the just and
equitable ground in s 35.

This right to manage concept has also been
applied to small companies which are essentially
partnerships in all but legal form. Cases illustrating
this, such as Ebrahimi v Westbourne Galleries (1972)
will be looked at in Chapter 6.

2 Section 24(6) says that a partner is not entitled to
a salary. Partners share profits, but if the firm has
some partners who are more active in the business
than others it is usual for the partnership agreement
to provide for a salary for the active partners which
is paid in addition to a share of profit. A further
exception is, as we have seen, the salaried partner
where there is an entitlement to salary to the exclu-
sion of any share of profits.

Apart from that, a partner who has had to work
harder than usual because his fellow partner has
failed to work as he should in the business is not
entitled to an extra amount from the firm’s assets.
In the absence of agreement, the court will not make
an award of remuneration while the firm is a going
concern. The partner who is failing to work prop-
erly in the business is, however, in breach of a term
which requires him to do so and this is a ground for
the dissolution of the firm. The term may be found
stated expressly in the partnership agreement but
will in any case be implied.
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3 Under s 24(7) and (8) no new partners can be
brought in and no change may be made in the busi-
ness of the firm unless all the partners consent. It
should be noted, however, that a retiring partner’s
consent is not required.

This is a fair provision. New partners ought not
to be thrust upon the old partners by a majority
vote. Mutual confidence is essential.

As regards what are called ‘ordinary matters’,
these are to be settled by a majority of the partners
regardless of capital contributed, provided the
decisions are made in good faith and after proper
consultation with all of the partners. The Act makes
no attempt to define ‘ordinary matters’. There is
no case law to help us. Much will depend upon the
circumstances of the case.

4 Under s 24(9) every partner is entitled to access
to, and may also inspect and copy, the firm’s books.
These books must be kept at the place where the
business is run or, if there is more than one place, at
the main place of business.

The court will make an order (an injunction) pre-
venting a partner from exercising the above rights
if he is, e.g., taking the names of customers from the
books to try to get them to use his own separate
business instead of that of the firm.

Inspection may be through an agent (Bevan v
Webb (1901)), so that a partner who was not able
himself to assess financial information could employ
an accountant to inspect the books.

5 Although the 1890 Act says nothing about it, it is
implied by law that every partner shall attend at, and
work in, the business. If he does not, the other part-
ners have a ground to dissolve the firm. However,
there is normally no claim for damages for breach
of contract, this being a common law remedy, and
partnership, being based on equity, has no remedy
of damages for breach of duty between partners.

Expulsion of a partner

Section 25 says that no majority of partners can expel
any other partner unless a power to do so appears
in the partnership agreement.

If an expulsion is challenged in the courts, the
judge will be most concerned to see that a majority
expulsion clause has not been abused.

It must be shown:

1 That the complaint which is said to allow expul-
sion is covered by the expulsion clause. For example,
in Snow v Milford (1868) the court decided that the
‘adultery of a banker all over Exeter’ was not a ground
for his expulsion because it was not within the word-
ing of the expulsion clause. This dealt only with finan-
cial frauds which would discredit a banking business.

2 That the partner expelled was told what he had
done wrong and given a chance to explain. An illus-
tration is to be found in Barnes v Youngs (1898)
where a partner who was living with a woman to
whom he was not married continued to do so after
becoming a partner. There was nothing to show that
this was damaging to the firm’s business. Even so,
he was expelled by his fellow partners who refused
to tell him why they were doing so. The court held
that his expulsion was unlawful and ineffective.

3 That those who exercised the power of expulsion
did so in all good faith. For example, in Blisset v
Daniel (1853) a partner was expelled. He had done
nothing wrong to hurt the firm, but the partnership
agreement said that a majority of the partners could
buy out another. The motive of the other partners
was just to get a bigger share of the property and
profits. The court said that the expulsion was not
effective. It was done in bad faith.

However, if 1 to 3 above are satisfied, the court
will regard the expulsion as valid. For example,
in Greenaway v Greenaway (1940), the partnership
agreement provided for expulsion in the event
of conduct contrary to the good faith required of
partners or prejudicial to their general interest. After
several years of quarrelling, one partner assaulted
another. The offender was given notice of expulsion.
The court later said that although quarrelling by
itself was not enough, the assault was inexcusable.
Another reason for the expulsion was the fact that the
offending partner had made disapproving remarks
about a fellow partner to the firm’s employees.
This was not in line with the good faith rule. The
expulsion was valid.

Of course, the expelled partner is entitled to his
share of the firm’s assets, as he would be if he retired.
However, provision is often made to pay him out
over a period of time and not immediately so that
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he cannot demand his total share of the assets as
soon as he is expelled.

Relationship of utmost good faith

It is a basic principle of partnership law that each
partner must treat his co-partners with utmost fair-
ness and good faith. An example of bad faith in this
context is, as we have seen, Blisset v Daniel (1853),
above.

The principle of utmost good faith is not set out
as a general proposition in the 1890 Act. The Act
does, however, set out certain areas to which the
good faith principle is applied. They are as follows:

1 The duty to account. Section 28 requires every
partner to give true accounts and full information
regarding all things affecting the firm to any partner.
This is a positive duty to disclose facts. It is not
merely a negative duty not to misrepresent facts.
As the following case shows, silence can amount
to misrepresentation as between partner and partner.

Law v Law (1905)

Two brothers, William Law and James Law, were partners
in a woollen manufacturers’ business in Halifax. William
lived in London and did not take a very active part in the
business and James offered to buy William’s share for
£10,000. After the sale William discovered that certain
partnership assets, that is money lent on mortgage, had
not been disclosed to him by James. William brought an
action against James for misrepresentation. The court
decided that there was a duty of disclosure in this sort of
case and the action was settled by the payment of £3,550
to William, which he accepted in discharge of all claims
between him and his brother.

So far as s 28 is concerned, the 1890 Act makes
clear that the duty arises once the parties are in fact
partners but at common law the duty of disclosure
arises also at the negotiation or pre-contract stage
of the arrangements. This has never been made
clear in partnership law but the following decision
states quite clearly that the duties of disclosure are
also pre-contractual.

Conlon v Simms (2006)

The case involved a partnership of City solicitors, Bower
Cotton. Paul Simms, a senior partner, had been subject to
investigation by the Office for the Supervision of Solicitors

for alleged dishonesty involving his clients’ bogus invest-
ments and money laundering schemes.

Mr Simms began negotiating a new partnership agree-
ment with the claimant, Michael Conlon, after a number of
partners left Bower Cotton. Mr Conlon knew that there
was an investigation but he was assured by Mr Simms that
he had not been dishonest. However, later the Solicitors
Disciplinary Tribunal decided that he had been dishonest
and he was struck off.

The claimant asked for damages on the basis that Mr
Simms owed him a duty of good faith at common law and
that he had breached that duty by failing to disclose matters
which might affect his entitiement to practise. Mr Conlon
said that he would not have entered into the partnership
agreement if he had known about Mr Simms’ dishonesty.

Mr Simms contended that he did not have a duty of
good faith or disclosure before he and Mr Conlon became
partners and, further, since he knew of the investigation
there was nothing more to disclose.

The High Court did not accept these contentions. The

duty of good faith and disclosure extended beyond actual
partners to prospective partners. There was support for
this view in Bell v Lever Bros (1932), where Lord Atkin had
stated in his judgment that such a duty existed towards an
intending partner. This did not settle matters at the time
because the case did not concern a partnership but was
dealing with the fiduciary duty of directors. The fact that
Mr Conlon knew of the investigation was irrelevant. He did
not know of its outcome. In addition, while mere non-
disclosure leads only to the contract being avoided, where
the failure to disclose is fraudulent, i.e. deliberate and
dishonest or reckless, there is an action in deceit for which
damages are also available as a remedy.
Comment. Lindley on Partnership, the standard practi-
tioners’ work, states that the duty of disclosure is pre-
contractual also. The judge noted this but said that it did
not settle the matter because the decisions quoted in
Lindley did not support the conclusion. This decision does
clear up the matter of pre-contractual disclosure.

Under s 29 each partner must also account to the
firm for any benefit he has had without the consent of
the other partners from any transaction concerning
the firm or from any use by him of the partnership
name or customer connection. An illustration is to
be found in the following case.

Bentley v Craven (1853)

Mr Bentley carried on business in partnership with the
defendants, Messrs Craven, Prest and Younge, as sugar
refiners at Southampton. Craven was the firm’s buyer
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and because of this he was able to buy sugar at a great
advantage as to price. He bought supplies of sugar cheaply
and sold it to the firm at the market price. The other partners
did not realise that he was selling on his own account and
Bentley, when he found out, brought this action, claiming
for the firm a profit of some £853 made by Craven. The
court decided that the firm was entitled to it.

Comment. Those who wish to make comparisons with
other fiduciaries will note that a partner, like a trustee, may
not make a private gain out of his membership of the firm.
There is also a comparison with directors’ secret profits
and benefits, which will be dealt with in Chapter 6.

2 Duty not to compete with the firm. Section 30
provides that if a partner without the consent of his
co-partners carries on any business of the same kind
as his firm so as to compete with it, he must account
for and pay over to the firm all the profits he has
made from that competing business.

Section 30 is in fact no more than an extension of
the duty to account because a partner cannot be pre-
vented from competing by the use of s 30. The section
actually allows him to compete but requires him to
hand over all the profits of the competing business.

A particular partnership agreement may expressly
provide that there shall be no competing business.
If this is so, the other partners can get an injunction
from the court to stop the competing business from
being carried on.

DISSOLUTION

A partnership is usually dissolved without the help of
the court, though sometimes the court is brought in.

Non-judicial dissolution

Any of the following events will normally bring about
a dissolution of a partnership.

1 The ending of the period for which the partnership
was to exist. Section 32(a) states that a partnership
for a fixed term is dissolved when the term expires.
A partnership for the joint lives of A, B and C ends
on the death of A or B or C.

2 The achievement of the purpose for which the
partnership was formed. By reason of s 32(b) a part-
nership for a single undertaking is dissolved at the
end of it. In Winsor v Schroeder (1979), S and W

put up equal amounts of cash to buy a house, improve
it, and then sell it at a profit which was to be divided
equally. The court decided that they were partners
under s 32(b) and that the partnership would end
when the land was sold and the profit, if any, divided.

If in partnerships of the types set out in 1 and
2 above, the firm continues in business after the
period has expired, without any settlement of their
affairs by the partners, an agreement not to dissolve
will be implied. Unless there is a new agreement to
cover the continuing partnership, it is a partnership
at will. Section 27 applies to it so that the rights
and duties of the partners are the same as before the
original partnership ended. However, since it has
now become a partnership at will, any partner can
give notice to end it.

3 By the giving of notice. Under s 32(c) a partner-
ship which is not entered into for a period of time or
for a particular purpose can be dissolved by notice
given by any partner, but not a limited partner.

The notice must be in writing if the partnership
agreement is in the form of a deed (s 26(2)). If not,
oral notice will do.

The notice takes effect when all the partners know
of it or from any later date which the person giving
the notice states as the date of dissolution (s 32(c)).
No particular period of notice is required. Withdrawal
of the notice requires the consent of all the partners
(Jones v Lloyd (1874)), otherwise the dissolution
goes ahead and the court will, if asked by a partner,
order the other partners to wind up the firm with him.
The court said in Peyton v Mindham (1971) that it
could and would declare a dissolution notice to be
of no effect if it was given in bad faith as where A
and B dissolve a partnership with C by notice in
order to exclude C from valuable future contracts.

Dissolution by notice depends on what the partner-
ship agreement says. If, as in Moss v Elphick (1910),
the partnership agreement says that dissolution is
only to be by mutual consent of the partners, s 32(c)
does not apply.

4 Death of a partner. Under s 33(1) the death of a
partner (but not a limited partner) dissolves the firm.
The share of the partner who has died goes to his
personal representatives who are usually appointed
by his will. They have the rights of a partner in a
dissolution. Partnership agreements usually provide
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that the firm shall continue after the death of a
partner so that the dissolution is only a technical
one. A deceased partner’s share is paid out to his
personal representatives, although partnership agree-
ments do sometimes provide for repayment of capital
by instalments, or by annuities, e.g. to a spouse or
other dependant. Of course, there is bound to be
a true dissolution of a two-partner firm when one
partner dies since if the other carries on business, it
is as a sole trader.

5 Bankruptcy of a partner. By reason of s 33(1)
the bankruptcy of a partner (not a limited partner)
dissolves the firm. The partnership agreement usu-
ally provides that the business shall continue under
the non-bankrupt partners, which means that the
dissolution is again only a technical one, and the
bankrupt partner’s share is paid out to his trustee in
bankruptcy. The agreement to continue the business
must be made before the partner becomes bankrupt.
(Whitmore v Mason (1861).)

6 Illegality. Under s 34 a partnership is in every case
dissolved by illegality. There can be no contracting-
out in the partnership agreement.

There are two types of illegality —

(a) Where the business is unlawful; for example,
where the objects are unlawful because, as in
Stevenson & Sons Ltd v AG fiir Cartonnagen Indus-
trie (1918) the English company, Stevenson, was in
partnership with a German company as a sole agent
to sell the German company’s goods. This would
obviously involve day-to-day trading with an enemy
in wartime and the partnership was therefore dissolved
on the grounds of illegality. The classic case is Everet
v Williams (1725). This was a claim by one highway-
man against another to recover his share of profits
derived from a partnership covering activities as a
highwayman. The claim was dismissed because the
partnership was illegal, being to commit crime, and
the ‘partners’ were sentenced to be hanged!

(b) Where the partners cannot legally form a
partnership to carry on what is otherwise a legal
business, as in Hudgell, Yeates & Co v Watson (1978)
where a firm of solicitors was regarded as dissolved
when one partner had made himself unqualified to
practise as a solicitor by mistakenly failing to renew
his annual practising certificate.

Judicial dissolution

Dissolution by the court (normally the Chancery
Division of the High Court) is necessary if there is
a partnership for a fixed time or purpose and a
partner wants to dissolve a firm before the time has
expired or the purpose has been achieved and there
is nothing in the partnership agreement which allows
this to be done.

There must be grounds for dissolution. These are
set out below.

1 Partner’s mental incapability. This a ground under
the Mental Capacity Act 2005. The petition for dis-
solution is in this case heard by the Court of Protec-
tion which sits to look after the property of people
who lack mental capacity. The partner concerned
must be incapable, because of mental incapacity, of
managing his property and affairs.

A petition may be presented on behalf of the
partner who is incapacitated or by any of the
other partners.

2 Partner’s physical incapacity. This is a ground
under s 35(b). The incapacity must be permanent.
In Whitwell v Arthur (1865) a partner was para-
lysed for some months. He had recovered when the
court heard the petition and it would not grant a
dissolution.

Partnership agreements often contain express
clauses which allow dissolution after a stated period
of incapacity. In Peyton v Mindham (1971) a clause
allowing a fixed-term partnership to be dissolved
after nine months’ incapacity was enforced. (See the
model partnership deed, clause 16(g) on p 148.)

Section 35(b) states that the incapacitated partner
cannot petition. It is up to his co-partners to do
s0, otherwise he continues as a partner.

3 Conduct prejudicial to the business. Section 35(c)
provides for this. The conduct may relate to the
business, as in Essell v Hayward (1860), where a
solicitor/partner misappropriated £8,000 of trust
money in the course of his duties as a partner. This
was a ground for dissolving a partnership for a fixed
term, i.e. the joint lives of the partners.

It may, of course, be outside conduct. This will
usually justify a dissolution if it results in a criminal
conviction for fraud or dishonesty.
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Moral misconduct is not enough unless, in the
view of the court, it is likely to affect the business.
In Snow v Milford (1868) where the matter of dis-
solution was also considered, as well as the matter
of expulsion, ‘massive adultery all over Exeter’ was
not regarded by the court as sufficient grounds for
dissolution under s 35(c). There was no evidence
that the adulterous conduct had affected the busi-
ness of the bank.

Section 35(c) forbids a petition by the partner in
default.

4 Wilful or persistent breach of the agreement or
conduct affecting the relationship. This is covered
by s 35(d). It includes, for example, refusal to meet
on business or keep accounts, continued quarrelling
and very serious internal disagreements. However,
as the court said in Loscombe v Russell (1830), the
conduct must be ‘serious’. Thus, occasional rudeness
or bad temper would not suffice.

‘Wilful’ means a serious breach inflicting damage
on the firm. Less serious breaches are enough if
‘persistent’. In Cheesman v Price (1865) a partner
failed 17 times to enter small amounts of money he
had received in the firm’s books. The court ordered
dissolution. The essential trust between the partners
had gone.

Again, s 35(d) forbids a petition by the partner
in default. No partner can force a dissolution by
his own default.

As regards the application of s 35(d), the two cases
that follow are of importance.

Hurst v Bryk (2000)

In this case the House of Lords ruled that a fundamental
breach of the partnership agreement by one or more of
the partners that leads to a dissolution of the firm does
not discharge the innocent partner(s) from liability to
contribute to the debts and obligations of the firm in that
dissolution.

As regards the facts, it appeared that relations between
the partners in a firm of solicitors had broken down. All
the partners except the claimant, Mr Hurst (a salaried
partner), made an agreement to dissolve the firm. The
claimant would not sign it. He said that the other partners
were guilty of a repudiatory breach of the partnership
agreement. Since he had accepted the breach he was
discharged he said from all his obligations to his former

partners and therefore could not be required to make a
contribution in the dissolution. There were significant
obligations for continuing rent under a lease owned on
trust for the firm by the equity (i.e. profit-sharing) partners.
The lease was not easily saleable so the matter was one
of some substance. The House of Lords ruled that there
had been a repudiatory breach of the partnership agree-
ment. However, that did not discharge the claimant from
his liability to contribute in the winding-up. A repudiatory
breach does not bring to an end rights and liabilities
existing at the date of acceptance of the breach. These
included the joint and several liability of partners for the
debts and liabilities of the firm under s 9 of the Partnership
Act 1890 and a right to a contribution between the partners
under s 44 of the 1890 Act.

The precise effect of s 35(d) was raised again in
the following case.

Mullins v Laughton (2003)

The claimant said that because of the conduct (undisclosed
in the report) of the defendants, who were his partners, in
a meeting with him and subsequently, they were in repudi-
atory breach of the partnership contract. He said he had
accepted that repudiation so that the partnership had
terminated and he should be paid his share in the firm
under dissolution arrangements. The other partners did
not accept that the firm was dissolved. In this case the
High Court agreed with them. Wilful and persistent breach
could dissolve a partnership under s 35(d) but only at the
discretion of the court to order that it had been dissolved.
The judge in the High Court did agree that the conduct
was such as to entitle the claimant to a dissolution under
s 35(d) (breach) or s 35(f) (just and equitable). Rather than
winding up the partnership, the judge relying on state-
ments made by the House of Lords in Syers v Syers (1876),
ordered the other partners to buy the claimant out.
Comment. It is therefore the law that a repudiatory breach
of the partnership contract will not, as is the case with
other commercial contracts, discharge the agreement. The
court must be involved before dissolution takes place and
the dissolution rights of the partners can arise.

5 The business can only be carried on at a loss. This
is provided for by s 35(e). It is hardly surprising
as a ground for dissolution in view of the fact that
partners are in business together with a view to
profit, as s 1 states. Therefore, they must have a
means to release themselves from loss.

Section 35(e) is not available if the losses are
temporary. In Handyside v Campbell (1901) a sound
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business was losing money because a senior managing
partner was ill. He asked the court for a dissolution.
The court would not grant it. The other partners
could manage the firm back to financial prosperity.
The court will not, however, expect the partners to
put in more capital. ( Jennings v Baddeley (1856).)

Any partner may petition.

6 The just and equitable ground. Under s 35(f) the
court may dissolve a partnership if it is just and equit-
able to do so. Although there is no direct authority
on s 35(f), it appears to give the court wide powers
to hear petitions which could not be made under the
other five heads that we have considered.

In Harrison v Tennant (1856) a judicial dissolution
was ordered where a partner was involved in long
and messy litigation which he refused to settle. A
similar order was made in Baring v Dix (1786) where
the objects of the firm could not be achieved. The
partnership was to further a patent device for spin-
ning cotton which had wholly failed but Dix would
not agree to dissolution. The court dissolved the firm.

It appears from Re Yenidje Tobacco Co Ltd (1916),
a company dissolution based upon the fact that the
company was in reality a partnership, that deadlock
between the partners is enough for dissolution, even
though the business is prospering.

Any partner may petition. The court is unlikely,
however, to dissolve a firm on the petition of a
partner committing misconduct unless the other
partners are doing so as well.

The power of creditors to seek the dissolution of
a partnership is considered under the heading ‘The
insolvent partnership’ (see later in this chapter).

Effect of dissolution

Realisation and distribution of the assets

1 Realisation. If it is not intended to bring the
business to an end (i.e. wind it up) following a
dissolution by reason, e.g., of death or retirement,
the partnership agreement usually provides that
the deceased or retiring partner’s share in the firm’s
assets shall go to the remaining partners and that
they shall pay a price for it based on the last set of
accounts.

If this is not to be done, the assets of the firm will
be sold on dissolution.

Section 39 gives each partner on dissolution the
right to insist that the assets of the firm be used to
pay creditors in full and that any surplus be paid
to the partners according to their entitlement. For
this purpose each partner has what is called a lien
over the assets. It becomes effective only on dis-
solution. It is enforceable by the partner concerned
applying to the court for the appointment of a re-
ceiver under his lien who will make the appropriate
distribution.

2 Sale of goodwill. If the assets are sold one of them
may well be goodwill. It is unlikely these days that
goodwill will appear on the balance sheet of the
partnership accounts, but that does not mean that
it does not exist. There are varying definitions of
goodwill, e.g. ‘the probability of the old customers
resorting to the old place’ (Lord Eldon, a famous
Lord Chancellor); ‘the public approbation which
has been won by the business’ (Sir Arthur Underhill
— an authority on partnership law); and ‘the benefit
arising from connection and reputation’ (Lord Lindley
—one of our greatest equity lawyers, and later a judge
who was the first author of the standard practitioners’
work Lindley on Partnership).

Goodwill is in financial terms the excess of the price
you pay for a business over the net tangible assets,
such as plant and machinery, which you acquire.

When goodwill is sold, the seller and buyer usually
agree by the contract of sale to restrictions to stop
the seller from, for example, setting up in the same
business again next door to the one he has just sold
and taking back the goodwill of that business.

If there is no agreement as to restrictions on the
seller, the position is as set out below:

m the purchaser may represent himself as continu-
ing the business of the seller (Churton v Douglas
(1859)), but he must not hold out the seller as
still being in the business;

m the seller may, however, carry on a similar busi-
ness and compete with the buyer (Trego v Hunt
(1896)); this can decrease the value of partnership
goodwill;

m the seller must not, however, compete under the
name of the former firm or represent himself as
continuing the same business;
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m the seller may advertise his new business but
may not actually circularise or otherwise canvass
customers of his old firm.

3 Final account. When the firm is dissolved and the
property sold there is a final account between the
partners and then a distribution of the assets. This
account is a record of transactions from the date of
the last accounts to the date of the winding-up.

4 Distribution of assets. Section 44 applies and
if the assets when realised are sufficient to satisfy all
claims, payment is made first to outside creditors,
both secured and unsecured. Then each partner is
paid what is due to him as advances or loans, as
distinct from capital. The costs of the winding-up
are then paid (Potter v Jackson (1880)). Then each
partner is paid the amount of capital due to him;
any surplus is divided between the partners in the
profit-sharing ratio.

If there are insufficient assets to pay outside cred-
itors and the partners’ entitlements, s 44(a) applies
and the partners have to make good the deficiency
in the profit and loss-sharing ratio.

The insolvent partnership

The Insolvent Partnerships Order 1994 (SI 1994/
2421) came into force on 1 December 1994. It revokes
and replaces the Insolvent Partnerships Order 1986
(SI 1986/2142). It provides a code for the winding-
up of insolvent partnerships and introduces two
new procedures, i.e. voluntary arrangements and
administration orders for insolvent partnerships.
The main provisions appear below. References to
Articles and Schedules are references to Articles and
Schedules in the Order.

Voluntary arrangements

Article 4 and Sch 1 introduce the rescue procedure of
a voluntary arrangement into partnership insolvency.
The members of an insolvent partnership make a
proposal to the firm’s creditors for the settlement of
its debts by a binding voluntary arrangement. Part [
of the Insolvency Act 1986 (company voluntary
arrangements) is applied with appropriate modifica-
tions as set out in Sch 1.

Insolvent members of the firm may under Art §
make use of the voluntary arrangement provisions

of Part I of the 1986 Act (if corporate members of
the firm) or Part VIII (if individuals).

Administration orders

Article 6 and Sch 2 provide for the appointment
by the court of an administrator who can put pro-
posals to creditors for the survival of the firm or
a more advantageous realisation of its assets by
applying Part II of the 1986 Act (Administration
orders) with appropriate amendments for partner-
ships as set out in Sch 2. An application to the court
must be presented by the members of the insolvent
partnership or by a creditor or creditors or by all of
those parties together or separately.

The partners may appoint an administrator with-
out going to the court (see below).

A partnership may qualify for administration
even though one of the partners is solvent. It is a
requirement of administration that the partnership
is unable or likely to become unable to pay its debts.
If one of the partners is solvent then under the joint
and several liability rule that partner is liable to pay
the debts and liabilities of the firm. How does this
affect administration? The matter was raised in the
following case.

Re H S Smith and Sons (1999)

H S Smith and Sons was a family farming partnership com-
prising Harry Seabrook Smith, Frances Smith and their son
Ivan Smith. The firm was unable to pay its debts and applied
to the court for an administration order. The application
stated that the appointment of an administrator would be
likely to achieve the survival of the firm. However, the diffi-
culty was that under the rule of joint and several liability of
partners for the debts of the firm Harry Smith could com-
fortably afford to pay off the firm’s debts. Did this prevent
the court from making an administration order?

The court has a discretion whether or not to make
such an order and the judge exercised that discretion by
making the order. Although the creditors would have had
full recourse against Harry Smith, the firm itself was unable
to pay its debts. The making of the order would, said the
judge, hold off creditors from petitioning the court to wind
up the firm and give Harry Smith time to recapitalise the
partnership. In this way the business would survive as a
going concern.

As a result of amendments to the Insolvent
Partnerships Order 1994, partnerships can use the
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out-of-court appointment of administrators proced-
ure set out in amendments made to the Insolvency
Act 1986 by the Enterprise Act 2002. The partners
or a majority of them are able to use the out-of-court
route into administration in addition to the route into
administration by means of a petition to the court
for an administration order. They also have the
advantage of the revised purpose of administration
which gives primary weight to rescuing the partner-
ship as a going concern. The out-of-court procedure
mirrors that for corporate appointments set out in
Chapter 6.

Winding-up by the court

Under Art 7 any insolvent partnership may be wound
up by the court (there is no provision for volunt-
ary winding-up) under Part V of the 1986 Act (as
modified by Sch 3) where no concurrent petition is
presented against the partners. They become con-
tributories to the full amount of the firm’s debts.
Before the court has jurisdiction, the firm must
have carried on business in England and Wales at
some time within the period of three years ending
with the day on which the winding-up petition was
presented.

A petition against the firm may be presented by a
creditor or creditors and also by the liquidator or
administrator of a corporate member of the firm or
former corporate member. Also included are the
administrator of the firm, a trustee in bankruptcy of
a partner or former partner and the supervisor of a
relevant voluntary arrangement.

The grounds are set out in s 221 of the 1986 Act
as modified and set out in Sch 3. Of these, inability
to pay debts will be the usual creditor ground but
there are others, e.g. cessation of business and just
and equitable ground, but in all cases the firm must
be insolvent. Inability may be proved under s 222 of
the 1986 Act (as modified and set out in Sch 3) by
serving a written demand on the firm requiring it
to pay a debt or debts exceeding £750 then due and
the firm does not pay, secure or compound the debt
within three weeks of service.

Application of Company Directors
Disqualification Act 1986

Where there is a winding-up of the firm by the court,
each partner is deemed an officer and director of the

firm. If the court is satisfied that they have not run the
firm responsibly, the partners could be disqualified
as unfit to act as a director or in the management of
a company (registered or unregistered (i.e. a trading
partnership)) for up to 15 years. Article 16 and Sch

8 apply.

ORDINARY LIMITED PARTNERSHIPS

Generally

The Limited Partnerships Act 1907 provides for the
formation of limited partnerships in which one or
more of the partners has only limited liability for the
firm’s debts. These partnerships are not common
because in most cases the objective of limited liability
can be better achieved by incorporation as a private
company. However, they are increasingly used by
institutional investors, such as insurance companies
and pension funds, that are wholly or partially
exempt from tax. These investors can through the
medium of the limited partnership invest jointly
with other investors who are liable to tax without
losing their own tax status. Limited partnerships
are also used extensively by venture capitalists.

A limited partnership is not a legal entity but can
have an unlimited number of members. There must
also be one general partner whose liability for the
debts of the firm is unlimited. A body corporate
may be a limited partner.

Registration

Every limited partnership must be registered with the
Registrar of Companies. The following particulars
must be registered by means of a statement signed
by the partners:

the firm name;

the general nature of the business;

the principal place of business;

the full name of each partner;

the date of commencement of the term of the
partnership, if any;

a statement that it is a limited partnership;

m the particulars of each limited partner and the
amount contributed by him, whether in cash or
otherwise.
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Any change in the above particulars or the fact
that a general partner becomes a limited partner
must be notified to the Registrar within seven days.
Failure to register means that the limited partner
is fully liable as a general partner. When a general
partner becomes a limited partner, the fact must be
advertised in The London Gagzette if the transaction
is to be effective in law.

The Register of Limited Partnerships is open to
inspection by the public who may also obtain certified
copies of, or extracts from, any registered statement.

Rights and duties of a limited partner

A limited partner is not liable for the debts of the
firm beyond his capital, but he may not withdraw
any part of his capital and, even if he were to do so,
he would still be liable to the firm’s creditors for the
amount he originally subscribed.

A limited partner has no power to bind the firm
and may not take part in its management. If he
does manage the firm, he becomes liable for all the
liabilities incurred by the firm during that period.
Nevertheless, he may give advice on management to
the other partners and he may also inspect the books.

The death, bankruptcy or mental incapacity of a
limited partner does not dissolve the partnership and
a limited partner cannot dissolve the partnership by
notice.

In addition, any question arising as to ordinary
business matters may be decided by a majority of
general partners, and a new partner can be intro-
duced without the consent of the existing limited
partners.

LIMITED LIABILITY PARTNERSHIPS

We have now completed our study of the ordinary
partnership and the ordinary limited partnership.
Quite a lot of material is involved and the reader
may wonder whether in view of the changes to be
introduced by the new limited liability partnership
it is worth looking at the older forms of business
organisation. The answer has to be yes because the
newer limited liability arrangements are designed
mainly for the professional firms of lawyers and
accountants who have for so long been liable to
the full extent of their capital in the firm and per-

sonal property in meeting claims for negligence even
though full indemnity insurance is not normally avail-
able. There are in the field of UK business many
other partnerships consisting of trading firms and
some small professional firms which, of course, can
use the limited liability regime. However, many may
feel that registration and the filing of accounts for
public inspection and other central controls are not
worth a measure of limited liability. These trading
partners are not really at risk of the major claims
for damages faced by professional firms. This plus
sheer inertia will mean that a large number of some-
what informal partnerships will continue to exist
and that those embarking on a career in business
will need to be familiar with all three structures, i.e.
the unlimited partnership, the limited partnership,
and the limited liability partnership which may be
used mainly by the firms of those in professional
practice of one sort or another.

The Limited Liability Partnerships Act

The Limited Liability Partnerships Act 2000 received
the Royal Assent on 20 July 2000. It effects a radical
change in the liability of the firm and its partners,
for those who adopt this new form of business organ-
isation. The Partnership Act 1890 and the Limited
Partnerships Act 1907 remain in force and the law
relating to them is unchanged.

The main purpose of the Act is to create a form
of legal entity known as a limited liability partner-
ship (LLP). An LLP combines the organisational
flexibility and tax status of a partnership with limited
liability for its members. The LLP and not its mem-
bers will be liable to third parties, but a negligent
member’s personal assets may be at risk.

Section 1. This states that an LLP is a legal person
with unlimited capacity. Its members may be liable
to contribute to its assets on winding-up.

Section 2. This deals with incorporation and requires
at least two people to subscribe to an incorporation
document to be sent to the Registrar of Companies.
The contents of the incorporation document are dealt
with — in particular, the situation of the registered
office and the members on incorporation and whether
some or all of them are to be ‘designated members’
(see below).
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Section 3. This deals with the issue of a certificate
of incorporation by the Registrar and provides that
it is conclusive evidence that all requirements have
been complied with.

Section 4. This deals with membership and provides
that the members are those who sign the incorpora-
tion document or who become members by agreement
with the other members. Cessation of membership
is also by agreement.

Section 5. This is concerned with the relationship
of the members, which is to be governed by any
agreement between them or, failing such agreement,
is to be governed by any provision in regulations to
be made by the Secretary of State.

Section 6 states that each member of the LLP is
an agent of it, unless he has no authority to act in
a particular matter, although there are ostensible
authority provisions, in that the outsider must, for
example, be aware that there is no authority to act.

Of particular importance in terms of liability is
s 6(4), which provides that where a member of an
LLP is liable to any person (other than another
member of the LLP) as a result of a wrongful act
or omission of his in the course of the business of
the LLP or with its authority, the LLP is liable to the
same extent as the member. This provision does not
make other members personally liable.

Thus, if in a firm of accountants one partner
negligently prepares accounts for a client that to
the knowledge of the firm are to be relied on, for
example, by a person intending to make a bid for
the business, the firm’s assets will be liable to pay
damages for negligence, but only the negligent
partner’s assets may be liable if the firm’s assets are
insufficient. The other partners may, therefore,
lose their capital in the firm but no more. They are,
however, liable to contribute to the assets of the
firm if it is wound up because of non-payment of
business debts.

In practice, the negligent member or partner will
not often be personally liable to the third party for
loss caused by his or her negligence. This personal
liability will only occur when it appears from the
circumstances that the negligent member was under-
taking a personal duty to the third party. Provided
all correspondence and dealings with the third party

are clearly made by the negligent partner in the
capacity of agent of the firm, then only the LLP’s
assets will be at risk. None of the members will have
personal liability.

Section 7 gives a member’s representatives, e.g.
executors or trustee in bankruptcy, a right to receive
amounts due to the member (or former member)
but with no power to interfere in management.

Section 8. This deals with designated members who
achieve such status by being specified as such on the
incorporation document or by agreement with mem-
bers. These members are required for certain com-
pliance functions under the Act, e.g. notification to
the Registrar of a name change.

Section 9 provides for the registration of member-
ship changes.

Sections 10 to 13 are concerned with taxation.
These clauses are expressed in broad terms to apply
in general existing rules for partnerships and partners.

Sections 14 to 17 are concerned with regulation-
making powers, and s 18 deals with interpretation.

The Schedule is concerned with names and situation
of registered office. These provisions are similar to
those applying to companies.

Limited liability partnerships: the
regulations

The Limited Liability Partnerships Regulations 2001
(SI 2001/1090) came into force on 6 April 2001.
They support the Limited Liability Partnerships Act
2000 and are vital to a more complete understand-
ing of the law. They are quite detailed but broadly
speaking they apply company law provisions to LLPs
with appropriate and necessary changes of wording.
The following provision heads are important.

Accounts and audit exemption

The requirements of company legislation relating
to the keeping and retaining of accounting records
and the preparation and publication of annual
accounts, the form and content of annual accounts
and the audit requirement are applied to LLPs in the
same way as to companies with the members of
the LLP taking on the duties of directors and their
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responsibilities. There is, however, no need to pre-
pare the equivalent of a directors’ report.

A period of 10 months is given for delivery of
the annual accounts to the Registrar of Companies
from the end of the financial year. Small LLPs
and medium-sized LLPs can take advantage of the
provisions of the Companies Act 2006 in terms of
abbreviated and modified accounts and the qualify-
ing thresholds in regard to turnover, balance sheet
total and number of employees are the same as
the corporate thresholds. The usual company audit
exemptions apply as do the dormant company rules
apply to dormant LLPs.

The disadvantages of financial disclosure

One of the major disadvantages of the adoption of
LLP status is the company-style financial disclosure.
Even under the regime of abbreviated accounts,
financial disclosure which is not required of other
forms of partnership may make an LLP vulnerable
to commercial pressure. Furthermore, where it is
necessary to disclose the income of the highest paid
member of the LLP (which is where the profit share
of the member exceeds £200,000), there may be
repercussions from clients, creditors and staff. The
government is being pressed to remove the dis-
closure requirements and in general terms the com-
pany analogy is not perfectly made out because the
disclosure, auditing and accounting rules in a com-
pany are largely to protect the shareholders against
the directors. This is not the case with the member/
managers of the LLP. United States LLPs do not have
to disclose financial information at all, though some
states do not permit the formation of LLPs.

Other provisions

m Execution of documents. Instead of the company
rule of signature by a director and/or the secretary,
it is provided that two members of an LLP are to
be signatories for a valid document.

m Register of debenture holders. An LLP must keep
a register of debenture holders (i.e. those who
have lent it money) and the debenture holders
have a right to inspect it.

B Registered office. The Registrar of Companies
will receive notice of the address of the registered
office and must be notified of changes.

Identification. The name of the LLP must appear
outside its place of business and on correspond-
ence and on its common seal if it has one.
Annual return. The regulations provide that an
LLP must deliver an annual return to the Registrar
of Companies and set out the requirements as to
contents.

Auditors. Subject to the applicability of the audit
exemption rules, an LLP is, in general, required
to appoint auditors. Provision is made for the
Secretary of State to appoint auditors where an
LLP is in default. The auditors have various rights
including the right to have access to an LLP’s
books, accounts and information as necessary,
the right to attend meetings of the LLP and certain
rights in the event of being removed from office
or not being re-appointed. Provision is also made
for the resignation of auditors and the making of
a statement by a person ceasing to hold office.
Registration of charges. An LLP is required to
register charges with the Registrar of Companies.
The relevant sections of the Companies Act 2006
apply.

Arrangements and reconstructions. An LLP
has power to compromise with its members and
creditors.

Investigations. An investigation of an LLP may
be made following its own application or that of
not less than one-fifth in number of its members.
Fraudulent trading. This is punished in the case
of an LLP in the same way as a company trading
fraudulently.

Wrongful trading. There are provisions relating
to wrongful trading on the lines of the Insolvency
Act 1986 provisions but with modifications to
suit an LLP.

Unfair prejudice. Schedule 2 to the regulations
applies the Companies Act 2006 so that in gen-
eral there is a remedy for the members of an LLP
who suffer unfair prejudice. The members of an
LLP may, however, by unanimous agreement
exclude the right set out in s 994(1) of the
Companies Act 2006 for such period as may be
agreed.

Matters arising following winding-up. There are
provisions dealing with the power of the court
to declare a dissolution void, the striking out by
the Registrar of Companies of a defunct company
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and Crown disclaimer of property vesting as bona

vacantia.

Functions of the Registrar of Companies. These

are set out in Sch 2 and include the keeping of

records of LLP’s filed documents on the same lines
as for registered companies.

Miscellaneous provisions. These include the form

of registers, the use of computers for records, the

service of documents, the powers of the court to
grant relief and the punishment of offences.

Disqualification. Part 11l of the regulations applies

the provisions of the Company Directors Dis-

qualification Act 1986 to LLPs with appropriate
modifications. Under the provisions members
of an LLP will be subject to the same penalties
that apply to company directors and may be

disqualified from being a member of an LLP or a

director of a company under those provisions.

Insolvency. Under Part IV of and Sch 3 to the

regulations the insolvency provisions applied to

LLPs include procedures for voluntary arrange-

ments, administration orders, receivership and

liquidation. There are two notable modifications

to the company rules, i.e.:

— anew s 214A under which withdrawals made
by members in the two years prior to winding-
up will be subject to clawback if it is proved
that, at the time of the relevant withdrawal,
the member knew or had reasonable grounds
to believe that the LLP was or would be made
insolvent;

— a modified s 74 providing that in a winding-
up both past and present members are liable to
contribute to the assets of the LLP to the extent
that they have agreed to do so with the other
LLP members in the partnership agreement.
In effect, therefore, this gives members of an

LLP protection in terms of limited liability.

However, the matter is not straightforward.

There is no obligation either in the 2000 Act or

the regulations to have a written agreement and

the default provisions in reg 7 do not deal with
the extent of the liability of each member

on liquidation. The position is therefore left ill-

defined, there being no relation between capital

contributed and liability to contribute to deficits
as there is with companies. In these circumstances
insolvency practitioners may find difficulty in

determining the liability of members of an LLP
on liquidation. This problem area underlines once
again the need for a written agreement to be
made in an LLP governing the maximum liability
of each member on liquidation or stating that a
member is to have no liability so that creditors
would have to rely on the assets of the LLP alone.
Unfortunately this situation would not neces-
sarily be known to creditors since there is no
requirement to file LLP agreements so that they
are not open to public inspection.

It should be noted that the insolvency provi-
sions relating to limited liability partnerships are
subject to s 14 of the Insolvency Act 2000 since
they follow corporate procedures. This means that
if an LLP does business in other countries of the EU
and becomes insolvent it may find that insolvency
proceedings may be brought in regard to a place
of operations in a particular EU territory.

m LLPs authorised under the financial services
regime. There are in corporate law special insol-
vency provisions for companies involved in the
financial markets because of the special problems
of corporate failure in that field. These provi-
sions contained in Parts XV and XXIV of the
Financial Services and Markets Act 2000 are
applied to relevant LLPs.

m Default provisions. Part VI of the regulations
contains ‘fall-back’ provisions that apply where
there is no existing limited liability partnership
agreement or where the agreement does not
wholly deal with a particular issue. The provi-
sions represent a modification of s 24 of the
Partnership Act 1890. There are provisions relat-
ing, e.g., to profit share, remuneration, assign-
ment of partnership share, inspection of books
and records, expulsion and competition.

Need for membership agreement

The fall-back provisions of the regulations are not
really a suitable basis on which to run a business. They
are rigid and introduce a measure of inflexibility into
the arrangement. There is nothing that is the equival-
ent of the detailed provisions of Table A that may
be adopted by companies. The parties to the agree-
ment and their professional advisers should therefore
consider the construction of an agreement to cover:
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m the matter of what business shall be conducted by
the LLP and how it may be added to or changed
(there is of course no ultra vires rule);

the ownership of property;

capital, e.g. interest on capital if any;

profits and losses, e.g. division and drawings;
banking arrangements;

members’ entitlements, e.g. pensions, salaries,
cars and health insurance;

authority of members;

meetings and voting;

admission of members;

retirement of members;

rights and obligations of retiring members;
serving of notices;

arbitration provisions;

winding-up. This is of particular importance
because neither the Act nor the regulations are
specific about membership liability.

Membership agreement: confidentiality

It is worth noting that the contents of the member-
ship agreement do not become known to the public.
It is not registered with the Registrar of Companies
either on incorporation or subsequently and there
are no rights of inspection in terms of outsiders such
as creditors.

Insolvency

The Limited Liability Partnerships Regulations
2001 (ST 2001/1090) apply and LLPs follow insol-
vency patterns in line with companies. Part III of
the regulations applies the insolvency provisions
of the Companies Act 2006 and the Company
Directors Disqualification Act 1986 to LLPs. Part
IV applies the provisions of the Insolvency Act 1986
to LLPs in terms of voluntary arrangements, admin-
istration and winding-up. Company procedures are
followed.

REFORM: A PARTNERSHIP WITH
LEGAL PERSONALITY

The Law Commission has issued a Consultation
Paper on Partnership Law in response to a request

from the DTI. There are also proposals regarding
partnerships in Scotland made by the Scottish Law
Commission that are not considered here. The review
is being conducted in respect of the provisions of the
Partnership Act 1890, many but not all of which
operate as default provisions in the absence of a
contrary agreement of the partners, and the Limited
Partnerships Act 1907. The Limited Liability Part-
nerships Act 2000 (see above) is not involved. The
reforms would, however, if implemented, narrow the
present distinction between ordinary partnerships
and the new limited liability partnership.
The three main proposals are:

1 Proposals to introduce separate legal personality.
There are two sub-proposals here:

(a) to confer legal personality on all partnerships
without registration. There would be a transi-
tional period to allow the parties to a partnership
agreement to organise their affairs or to opt out
of the continuing aspect of separate personality
of the firm;

(b) to make legal personality depend on registra-
tion. Under this sub-proposal only a registered
partnership would have legal personality cap-
able of continuing regardless of changes in the
membership of the firm. Under this option non-
registered partnerships would not have legal
personality.

The Commission feels that having a system of
registration would create a more complex situ-
ation in which there would be a legal environment
for registered partnerships and another for non-
registered firms. The Commission also feels that
many small firms would not register and so lose the
benefits of legal personality.

On balance, therefore, the provisional view of
the Commission is the first option, i.e. continuity
of legal personality without registration, and views
are invited on this. The creation of a registered
partnership regime would bring partnership law in
the UK closer to those legal systems in Europe in
which legal personality is conferred by registration.

2 Proposals to avoid the unnecessary discontinu-
ance of business caused by the dissolution of the firm
under the 1890 Act default rules when one person
ceases to be a partner.
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3 Proposals to provide a more efficient and
cheaper mechanism for the dissolution of a solvent
partnership.

Other reform proposals

The following suggestions for reform are, accord-
ing to the Commission, intended to clarify some of
the uncertainties in the 1890 Act, to update provi-
sions which are outdated or spent, and to propose
adaptations of existing provisions if in the event
consultees support the separate and continuing legal
personality of the firm.

1 Partnership and agency. With the concept of legal
entity the partners would be agents of the firm but
not of each other.

2 Ownership of property. With separate personal-
ity the firm would be able to hold property in
its own name. It would not be necessary, as now,
to use the device of the trust. Also, the firm and not
the partners would have an insurable interest in
partnership property.

3 Partners’ liability for the obligations of the firm.
As a result of separate personality, the firm would
be primarily liable.

A partner’s liability would be subsidiary but
unlimited. Creditors would normally need to get a
judgment against the firm before enforcing the claim

against the assets of the firm or the partners. The
liability of partners would be joint and several for
the debts and obligations of the firm.

4 Partners’ duties. Partners have a duty to act in
good faith in equity already. The Commission pro-
poses to include the duty in a reformed statute and
possibly also a duty of skill and care in negligence.

There is a suggestion that partners be relieved of
the duty of good faith when, on the break-up of a
firm, they are competing for its client base, provided
that they act honestly and reasonably.

5 Litigation. A partnership with a separate legal
personality would be sued in its own name and the
partners could be sued in the same action.

6 Information about the firm, including former
partners who may have subsidiary liability at the
time of a claim, would be available if the partner-
ship was registered. If this is not so, the Commission
proposes an extension to the Business Names Act
1985 requiring display of such information by the
firm administratively.

7 Floating charges. Currently partnerships cannot
grant floating charges over the firm’s assets. The
Commission makes no proposals on this but has
invited views.

At the present time there is no legislation before
Parliament.
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MODEL FORM OF ORDINARY (OR UNLIMITED) PARTNERSHIP DEED
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Duration
and
objects

Firm name

Location
of
practice

Bankers

and
application
of
partnership
money

AN AGREEMENT made this 4th day of June two thousand
and Seven between John Jones

of Bleak House, Barchester; Chartered Accountant

and Jane James

of 12 Acacia Avenue, Barchester; Chartered Accountant
and William Pitt

of 55 Low Terrace, Barchester; Chartered Accountant

IT IS HEREBY AGREED AND DECLARED AS FOLLOWS:
1. The said John Jones, Jane James and William Pitt

shall become and remain partners in the business of Chartered Accountants

for a term of five years from the date of this deed if they shall so long
live.

Comment The period of five years ensures that it is not a partnership at will. We do not want a
partnership at will because it can be terminated by notice at any time thus allowing a partner to

leave the firm with ease so that years of work are brought to an end at the will of one partner.

2. Although the partnership constituted by this Deed is for a period of five
years nevertheless it is the intention of the parties hereto to continue

in partnership from five-year period to five-year period subject only to the

incidence of death or retirement.

Comment Since a fixed term has been agreed, there should be provision for it to be
continued upon the same terms on the expiry of the fixed term. It is better to include this in
the deed so that there is no doubt what will happen at the end of each term of five years.
In any case, of course, s 27 would apply and the partnership would be at will but on the
same terms as the fixed partnership which had just expired.

3. The death, retirement, expulsion or bankruptcy of a partner shall not

determine the partnership between the partners but without prejudice to the

generality of this clause the parties hereto shall review the provisions

this deed whenever the admission of a new profit-sharing partner into the

partnership is being contemplated.

of

Comment This clause is inserted to make sure, for example, that the death of a partner does
not cause a dissolution as between those partners who remain and that the business continues

under the remaining partners. If this clause was not included, there would be an automatic
dissolution under s 33(1) on the death of a partner.

4. The partners shall practise in partnership under the firm name of Jones,
James, Pitt & Co.
(or such other name as the partners may hereafter agree).

5. The business of the partnership shall be carried on at

10 Oak Buildings, Barchester

and/or such other place or places as the partners may from time to time

decide.

6. (i) The bankers of the firm shall be the DBarchester Bank plc or such other
bankers as the partners shall agree upon both for the moneys of clients for
the time being in the keeping of the partnership and for the moneys of the

partnership.

(i1) All partnership money shall be paid to the bankers of the partnership

to the credit of the partnership and the partners shall make such
regulations as they may from time to time see fit for opening, operating
closing the bank accounts of the partnership and for providing the money
required for current expenses.

or
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Capital

Profits

Management
and
control

of the
partnership

Circulation
of

agendas
and other
information

Partnership
accounts
and
partners’
drawings

10.

11.

(iii1) All outgoings incurred for or in carrying on the partnership
business and all losses and damages which shall happen or be incurred in
relation to the business are to be paid out of the moneys and profits of
the partnership and if there is a deficiency shall be contributed by the
partners in the shares in which they are for the time being respectively
entitled to the profits of the partnership.

Comment Clause 6(ii) gives the partners power to make regulations as to who may draw
cheques in the name of the firm. In many cases this will be each partner alone, though where
there are more than two partners it is usual to provide that all cheques over a certain amount are
to be signed by at least two of the partners.

(1) The initial capital of the partnership shall be a sum of £30,000 to

be contributed by the partners in equal shares together with such further
cash capital (if any) as the partners may from time to time agree to

be required (in addition to any loan capital) for the purposes of the
partnership and which shall be provided (except as may from time to time be
otherwise agreed by the partners) in the proportion in which the partners
are for the time being entitled to share in the profits of the partnership.

(ii) Five thousand pounds (£5,000) being the agreed value of the goodwill of
the business carried on at 10 Sandy Lane, Barchester by the said John Jones
which will be taken over by the said partnership and which shall be
credited in the books of the firm as part of the capital brought in by
the said John Jones.

(iii) The said sum of £30,000 and any further capital provided by the
partners shall carry interest at the rate of +en(70)per cent per annum to
be payable half-yearly in arrears on 30th June and 31st December or at such other
rate and payable at such other times as the partners shall from time to
time decide.

Comment Unless there is a specific provision, such as the one in (iii) above, interest on capital
is not payable.

The partners shall be entitled to the net profits arising from the
business in equa/shares or such other shares as may from time to time
be agreed by the partners. Such net profits shall be divided among the
partners immediately after the settlement of the annual accounts in
the manner hereafter provided.

Comment Oddly enough, although the 1890 Act says that partners are in business with a view of
profit, it says nothing about dividing profit. This special provision makes the matter of division clear.

The control and management of the partnership shall remain in the hands
of the partners and salaried partners (if any) shall not be entitled to
take part therein.

All agendas and minutes of partners’ meetings and balance sheets and
profit and loss accounts shall be circulated to all partners.

At the close of business on the 3Is+/Way in the year two thousand and
eight and on the same day in each succeeding year the accounts of the
partnership shall be made up.

Each partner may draw on account of his share of profit to such extent as
may be decided by the partners from time to time.
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Conduct

of the
partnership
business

Holidays

Restrictions 14.

Partners’
debts and
engagements

12

13.

15.

Comment The partners may agree, for example, that £1,000 per month as a maximum be

drawn. It is usually also provided that, if on taking the annual account the sums drawn out by
any of the partners are found to exceed the sum to which that partner is entitled as his share
of the year’s profits, the excess shall be refunded immediately.

Each partner shall diligently employ himself in the partnership business
and carry on and conduct the same for the greatest advantage of the
partnership.

Each partner shall be entitled to five weeks holiday in aggregate in each
year of the partnership.

Comment [t may sometimes be found that the agreement states that some or all of this
holiday must be taken between certain dates in the year.

No partner shall without the previous consent of the others:
(a) hire or dismiss any employee or take on any trainee;

(b) purchase goods in the name or on behalf of the firm to an amount
exceeding one thousand (£1,000) pounds;

(c) compound release or discharge any debt owing to the partnership
without receiving the full amount therefor;

(d) be engaged or interested whether directly or indirectly in any
business or occupation other than the partnership business;

(e) advance the moneys of or deliver on credit any goods belonging
to the partnership;

(f) make any assignment either absolutely or by way of charge of his
share in the partnership;

(9) give any security or undertaking for the payment of any debt or
liability out of the moneys or property of the partnership;

(h) introduce or attempt to introduce another person into the business
of the partnership;

(i) enter into any bond or become surety for any persons or do or
knowingly permit to be done anything whereby the capital or property
of the partnership may be seized, attached or taken in execution.

Comment This clause can be extended as required. However, since partners have
considerable apparent authority under s 5 of the 1890 Act and case law, the above prohibitions
will in many cases not prevent an outsider who has no knowledge of them from claiming
against the firm.

They do provide grounds for dissolution of the firm if a partner is in wilful or persistent breach
of them or the partnership agreement in general.

It is generally unwise to have a very large number of prohibitions because this is likely to
restrict the activities of the firm and its individual partners unduly.

Every partner shall during the partnership pay his present and future
separate debts and at all times indemnify the other partners and each of
them and the capital and effects of the partnership against his said debts
and engagements and against all actions, suits, claims and demands on account
thereof.
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Expulsion
of
partners

Dissolution 17.

Goodwill

16.

18.

19.

If any partner shall:

(a) by act or default commit any flagrant breach of his duties as a partner
or of the agreements and stipulations herein contained; or

(b) fail to account and pay over or refund to the partnership any money
for which he is accountable to the partnership within 14 days after
being required so to do by a partner specifically so authorised by a
decision of the partners; or

(c) act in any respect contrary to the good faith which ought to be
observed between partners; or

(d) become subject to the bankruptcy laws; or

(e) enter into any composition or arrangement with or for the benefit of
his creditors; or

(f) Dbe or become permanently incapacitated by mental incapacity, ill-health,
accident or otherwise from attending the partnership business; or

(g) except with the consent of the other partners absent himself from the
said business for more than six calendar months in any one year or for
more than hihety consecutive days (absence during the usual holidays
or due to temporary illness or as agreed not being reckoned);

then and in any such case the other partners may by notice in writing
given to him or (in the case of his being found incapable by reason of
mental incapacity of managing and administering his property and affairs
for the purposes of ss 2-8 of the Mental Capacity Act 2005) to his deputy
or other appropriate person or left at the office of the partnership
determine the partnership so far as he may be concerned and publish a
notice of dissolution of the partnership in the name of and as against
such partner whereupon the partnership will so far as regards such partner
immediately cease and determine accordingly but without prejudice to the
remedies of the other partners for any antecedent breach of any of the
stipulations or agreements aforesaid and any question as to a case having
arisen to authorise such notice shall be referred to arbitration.

Upon the dissolution of the partnership by the death of a partner or by a
partner retiring, the other partners shall be entitled to purchase upon the
terms hereinafter specified the share of the partner (including goodwill)
so dying or retiring: provided that written notice of intention to purchase
shall be given to the retiring partner or to the personal representatives
of the deceased partner within two calendar months after the date of the
dissolution.

The purchase money payable under clause 17 hereof shall be the net value
of the share of the deceased or retiring partner as at the date of

the dissolution after satisfying all outstanding liabilities of the
partnership with interest at the rate of ten (10) per cent per annum as

from the date of dissolution: provided that if the value of the said share
cannot be agreed upon the same shall be submitted to arbitration in the
manner hereinafter provided.

The purchase money shall be paid by ﬁxequa/instalments the first instalment
to be paid at the end of three months after the date of the dissolution and
thereafter at the end of each succeeding period of three months with interest
at the rate of ten(10) per cent per annum upon so much of the purchase money
as shall remain unpaid for the time being and such purchase money shall if
required be secured by the bond of the surviving partners with not fewer than
two sureties.

For the purposes of the foregoing clauses the goodwill of the partnership
shall be deemed to be valued at +hreeyear§ purchase of the average net profits
of the partnership for the preceding five years or the average of the whole
period if the partnership shall have subsisted for less than five years.
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Comment Any other basis of assessment which the partners may decide upon could,
of course, have been included or the matter of goodwill could have been omitted entirely.

20. In the event of one of the partners retiring and the other partners
purchasing his share the retiring partner shall not during the unexpired
residue of the term of the partnership carry on or be interested either
directly or indirectly in any business similar to that of the said
partnership and competing therewith within a radius of one mile of 10 Oak
I3uihﬁngs,13arches+er or of any other place of business belonging to the
partnership at the date of the notice of retirement.

21. Upon the determination of the partnership any partner or his personal
representative shall have power to sign in the name of the firm notice of
the dissolution for publication in the Gazette.

Arbitration 22. Should any doubt or difference arise at any time between the said partners
or their personal representatives with regard to the interpretation or
effect of this agreement or in respect of the rights, duties and liabilities
of any partner or his personal representatives whether in connection with
the conduct or winding-up of the affairs of the partnership, such doubt or
difference shall be submitted to a single arbitrator to be appointed by the
President for the time being of the Institute of Chartered Accountants in
England and Wales.

Comment Without an arbitration clause it is open to any partner to pursue a dispute through the
courts. Nothing injures a business more than an open dispute between partners. Arbitration, which may
be quicker and sometimes cheaper than court litigation and certainly more private, should always be
considered. Also, it should be less confrontational than legal proceedings and so do less damage to the
relationship between the partners, though the fact that even an arbitration is necessary means that
some damage has already been done.

IN WITNESS whereof the parties hereto have hereunto set
their hands and seals the day and year first above-mentioned.

Signed as a deed by the
above-named John Jones in the

presence of,
\&e- %xwm
Cort® (e dpe>

George Blake,
42 Hill Top,
Barchester.

Signed as a deed by the
above-named Jane James in the

presence of, @M -
George Blake. é@o"%b ﬂ/am \J a/W\BA/

Signed as a deed by the
above-named William Pitt in the

presence of, @M ' Q\ﬁ(

George Blake. éao\'* )\Q‘»w_/

Note Partnership deeds also usually contain complex provisions relating to life assurance for retirement, annuities

for partners’ dependants in the case of death, and annuities to partners in the event of permanent incapacity. There
are often, also, much more complex provisions relating to payments to be made to any partner on death or retirement
and the continuation of the partnership for tax purposes. However, these do not assist in the understanding of the
Partnership Act 1890 and involve knowledge of matters not dealt with in this text. They have accordingly been omitted.



150 PART 2 - BUSINESS ORGANISATIONS

Self-test questions/activities

1 Joseph David Soap wishes to set up in business on his own as a carpenter, having acquired a small busi-
ness connection from John Smith. Which of the following trading names, if any, would require Joe to com-
ply with the provisions of the Companies Act 2006?

(a) David Soap;

(b) J D Soap & Co;

(c) Joe Soap;

(d) Joe Soap Carpentry (formerly John Smith’s);
(e) J D Soap;

(f) Chipaway;

(g) Dave Soap.

2 Your friend, Fred, intends to go into business on his own as a timber merchant under the name of ‘County
Council Supplies’. What could happen to Fred if he does this?

3 Old John Brown has been in business as a furniture remover in Barchester since 1975. Last year young
John Brown moved to Barchester and has started up a furniture removal business in his own name. Can
old John Brown stop him?

4 Adam Smith, a grocer, comes to you for advice on his finances. What advice would you give him in terms
of each of the following questions which he asks you?

(a) ‘Times have been very hard for me lately. | owe so many people so much money. | could probably pay
my creditors, say, half of what | owe them but no more. Is there a way of doing this, given that | under-
stand that a builder to whom | owe £1,000 appears to have gone to court to make me bankrupt?’

(b) ‘Anyway, | have tried to make my family safe. Last week | gave my wife the family home and on the
same day sold her two terraced houses in Barchester worth £40,000 for £500. Yesterday | also paid
my brother off. | owed him £1,000 from when | started up so he should have it. My creditors can’t upset
these deals, | take it.’

(c) ‘I have not paid John, my driver, for a month and | doubt whether | can now. | wish | could have helped
him but | guess he will have to go down with all the other creditors. That’s the position, isn’t it?’

(d) ‘Of course, even if they make me bankrupt | shall rent another shop and go on trading. Nothing can
be done about that, can it?’

5 Joe is a solicitor employed by Bloggs & Co. There are two partners, Harry and lan. lan is intending to retire
and it has been decided that Joe should replace lan as a partner, with Harry carrying on as a partner.
Explain to each of Joe, Harry and lan what steps each should take to protect himself as a result of the
changeover.

6 Cliff has been asked by his friends, Don and Eric, to help them set up an antiques business. Don and Eric
want Cliff to lend them £5,000 and they say they will give Cliff one-third of the profits instead of interest
on the loan.

What are the dangers to Cliff in such an arrangement and how can he overcome them?

7 Fred is a new partner in Gee & Co, a firm of interior designers. In discussion at a recent meeting of the
partners Fred was told that the office building at which the firm is based is not partnership property.
Explain to Fred:

(a) what is meant by the expression ‘partnership property’;
(b) what effect it will have on him if the office building is not partnership property;
(c) how it can be that an asset which is used in the firm’s business is not in fact partnership property.
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8 You have been appointed as partnership secretary in the firm of Jones, James & Pitt, Chartered Account-
ants. The partnership articles appear on pp 145-49. The following problems emerge over a number of
partners’ meetings:

(a) John Jones soon became unhappy about his future prospects. He retired from the firm last month and
has taken a partnership with Snooks & Co, Chartered Accountants, whose office is two doors away
from the offices of Jones, James & Pitt. Jane James and William Pitt, the remaining partners, are
anxious to stop John from competing with them.

(b) Before he left, John Jones contracted to buy a microcomputer system for the practice from Scroggs
Ltd, although at an earlier partners’ meeting it was decided that the purchase should be deferred for
one year. The system cost £5,000. Jane and William have so far refused to take delivery of the system
or pay for it.

(c) Scroggs Ltd have written to the firm saying that unless the debt is paid they will petition the court to
wind up the firm.

Having read the partnership articles thoroughly:

(i) Prepare as part of your answer a memorandum for the next partners’ meeting outlining the legal
position of the firm in the three cases described above.

(ii) If you think there is a claim under (a) above, draft as part of your answer a letter to the firm’s
solicitors, Weeks & Co, for the signature of the partners, stating what has happened and describing
the relevant provisions of the partnership articles.

(iii) Draft as part of your answer a letter to Scroggs Ltd to deal with whatever you think the legal position
is under (b) and (c) above.

Specimen examination questions

1 Tom, Dick and Harry are partners in an unlimited partnership called We Restore. In the course of the
partnership business, Harry undertook to restore a valuable painting for a customer. Harry carried out the
work negligently and the painting is irreparably damaged. The customer proposes to sue both for tort and
for breach of contract.

Explain the potential liability of We Restore, and Tom, Dick and Harry on the basis that:
(a) the firm is an unlimited partnership; and
(b) the firm is an LLP.

2 Arnold, Bill and Cuthbert have carried on business as an unlimited partnership for several years. They
have had many disagreements largely because, according to Arnold and Bill, Cuthbert has totally dis-
regarded the terms of the partnership agreement. They have now written to Cuthbert in the following
terms:

In consequence of your breaches of our partnership agreement we Arnold and Bill propose to exclude
you Cuthbert from the partnership.

What is the legal effect of this notice?

3 Charles retired as a partner from Adam & Co two years ago. The firm has carried on business under
the two remaining partners Adam and Bernard. Three months ago Adam and Bernard ordered new office
equipment using old notepaper bearing the names of all three partners. The firm is unable to pay the
supplier who is threatening to sue Charles for the amount owing.

Explain the legal position to Charles, bearing in mind that, as its name indicates, Adam & Co is an
unlimited partnership.
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Website references

http://www.companieshouse.gov.uk As regards guidance on limited liability partnerships, the best access is
through the website of Companies House.

http://www.dti.gov.uk As regards new legislation on partnership including regulations, the Department of
Trade and Industry website is a relevant source as it is for business names and insolvency.

http://www.lawcom.gov.uk This site contains changes suggested by the Law Commission.



Chapter 6

COMPANIES

Learning objectives

After studying this chapter you should understand the following main points:

m the types of registered companies and the process of formation;

m the constitution of a registered company, i.e. the memorandum and articles;

m the different types of share capital together with loan capital and the issue of these securities;

m membership rights and meetings together with the provisions to protect minority shareholders;

In Chapter 4 we made a general survey of the differ-
ent types of business organisation — the sole trader,
the partnership, and the corporation. In particular, we
considered the role of the corporation as a business
organisation in the public and private sectors.

This chapter is concerned only with one type of
corporation — the registered company — because this
is the basic form of corporate business organisation.
The law relating to registered companies is to be found
mainly in the Companies Act 2006 and case law.
All section references in this chapter are to the Com-
panies Act (CA) 2006 unless otherwise indicated.

TYPES OF REGISTERED COMPANIES

Registered companies may be limited or unlimited
and public or private.

Limited companies

Most registered companies are limited by shares.
This means that the liability of the members of the
company is limited. The company’s liability is not
limited. It must pay its debts so long as it has any
funds from which to do so.

the management of a company through its directors and their powers and duties;

methods of corporate rescue and dissolution by winding-up.

Where the liability of the members of the com-
pany is limited by shares, it means that once the
members have paid the full nominal value of their
shares, plus any premium that may have been pay-
able on them, they cannot be asked to pay any more
even if the company is wound up and cannot pay its
creditors in full from the funds that are left.

If, therefore, John Green owns 100 shares issued
at £1 each by Boxo plc, then once he has paid £100
to Boxo plc for them neither he nor anyone else who
buys them from him can be required to pay more. If
the shares had been issued at a premium of 50p, then
once John had paid £150 to Boxo, neither he nor
anyone else who bought the shares from him could
be required to pay more. If John transferred the shares
before he had paid for them in full, then the person
who bought them from him would have to pay the
balance if called upon to do so by Boxo plc.

Companies may also be limited by guarantee.
Only brief mention needs to be made of them in a
book on business law since they are mostly formed
for charitable, social, political or other non-trading
purposes. However, the members are liable only to
the amount they have agreed upon in the statement
of guarantee filed on incorporation (s 11). There is
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a separate clause in the guarantee which might say,
for example:

Every member of the company undertakes to
contribute such amount as may be required (not
exceeding £100) to the company’s assets if it should
be wound up while he is a member or within one
year after he ceased to be a member, for payment
of the company’s debts and liabilities contracted
before he ceased to be a member and of the costs
charges and expenses of winding-up.

Obviously, this liability arises only if the company is
wound up. Guarantee companies cannot be registered
with a share capital as well so they will normally get
their income from members’ subscriptions, as in the
case of a club.

Furthermore, guarantee companies cannot have
a share capital, so they must be formed as private
companies since the definition of a public company
is in part based upon the state of its share capital.

Once incorporated as a guarantee company, there
is no provision for re-registration as a company
limited by shares or vice versa.

Unlimited companies

Companies may be registered in which the liability
of members is unlimited. Not many of these exist
because of the personal liability of their members,
which is unpopular. However, some organisations
are prepared to put up with the fact that the liabil-
ity of their members is unlimited in view of certain
privileges available (see below).

Also, there is some advantage over an ordinary
partnership in that there is a separate company per-
sona for making contracts and holding property plus
perpetual succession so that, for example, the death
of a member does not cause a dissolution. A limited
liability partnership is, of course, a legal person.

The main advantage over the limited company
is that unlimited companies do not have to file
accounts with the Registrar so that the public has
no access to their financial statements. However,
the price of financial secrecy is unlimited liability.
The above provisions do not apply if the company
concerned is a subsidiary or holding company of a
limited company.

These companies may also have a share capital,
in which case the members must pay for their shares

in full plus any premium, and even then they have
personal liability for the company’s debts if it is
wound up and does not have sufficient funds to pay
its debts. These companies are always private com-
panies. Public companies must be limited by shares.

PUBLIC AND PRIVATE COMPANIES

Section 4 of the Companies Act 2006 defines a pub-
lic company and leaves private companies largely
undefined other than by the fact that they are com-
panies which do not satisfy the public limited com-
pany (PLC) definition. The Financial Services and
Markets Act 2000 (Official Listing of Securities)
Regulations 2001 (SI 2001/2956) prevent private
companies from offering their securities, i.e. shares
or debentures (loan capital), to the public.

A public company is a company limited by shares,
whose certificate of incorporation says it is (s 4).

Two members are required for a public com-
pany. Also, a public company cannot start trading
or borrow money until it has received a certificate
from the Registrar of Companies under s 762.

This certificate will not be given unless the issued
share capital of the company is at least £50,000 and
not less than one-quarter of the nominal value of
each share and the whole of any premium has been
received by the company.

Therefore, at least £50,000 in nominal value of
shares must have been purchased in the company
and £12,500 paid up on them. If the shares were
of a nominal value of £1 and issued at a premium
of 50p, then a company would have had to receive
£12,500 plus £25,000 = £37,500. This is to stop
public companies starting up in business without
enough capital and then possibly being wound up
quickly leaving the creditors unpaid.

If a company does trade or borrow without a s 762
certificate, the company and its directors commit
a criminal offence. However, transactions such as
contracts for the supply of goods and loans can be
enforced against the company. Also, if the company
is asked to pay, say for goods supplied, and does not
do so within 21 days of the demand, the company’s
directors become jointly and severally liable to pay
the debts.

A public or a private company may be formed
with or allow its membership to drop to one person.
The consequences of having a single member private




company limited by shares or guarantee will be refer-
red to as the text proceeds.

Incidentally, there are no re-registration require-
ments to convert to single-member status. Conver-
sion is achieved by transferring all the shares to the
single member. No resolutions are required and there
are no filing requirements at Companies House.
However, a statement must appear on the Register
of Members at the side of the name and address of
the sole member in the following form: ‘The com-
pany became a single-member company on (date)
(month) (year)’. A similar statement must be made if
the company goes back to more than one member,
recording when it did so on the lines set out above.

FORMATION

The relevant provisions are set out in Part 2 of the
CA 2006 (ss 7-16). From 2007 the Registrar will
offer a web incorporation facility. The sections in
Part 2 are designed to remove any obstacle to forma-
tion of a company online. One person is now able
to form any type of company and not, as before,
only a private company limited by shares, but not for
an unlawful purpose.

Memorandum of association

Those who wish to form a company must subscribe
their names to the memorandum of association, the
form of which will be prescribed.

Note: The memorandum, which was once a major
constitutional document, is now merely an incorpora-
tion document. No amendments will be possible.
Provisions in the memorandum of existing companies
will be regarded as in the articles and can be altered
as such by special resolution. Companies formed
under the CA 2006 and existing companies may have
unrestricted objects.

Entrenched, i.e. unalterable clauses, will be in the
articles.

Requirements for registration

Section 9 registration documents

In future the information that is currently in the
memorandum will be provided to the Registrar in
accordance with this section.
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The application for registration must state:

m the name of the company;

m the situation of the registered office, i.e. England
and Wales or Wales;

m whether the liability of the members is limited
and, if so, whether by shares or guarantee;

m whether the company is to be public or private.

Where the company is to have a share capital,
there must be a statement of initial shareholdings
(see below) and a statement of capital (see below);
and if the company is to be limited by guarantee, a
statement of the guarantee (see below).

The application must also state the company’s
proposed officers and the intended address of the
registered office. It must be accompanied by a copy
of the proposed articles of association, if the com-
pany does not intend to use the model articles, a
copy of the memorandum and a statement of com-
pliance with the Act.

The relevant documents can be delivered on-line
as well as in paper form. Section 1068 gives the
Registrar power to say how documents are to be
delivered.

Statement of initial shareholding

This is not set out in the memorandum any more;
the concept of authorised capital has gone. The
statement sets out the subscribers to the memoran-
dum, the number and nominal value of shares taken
on formation and the amount payable on formation
by way of nominal value and premium (if any).

Statement of share capital

This is a new provision. The statement contains the
following:

the total number of shares of the company;

the aggregate nominal value of them;

the class rights for each class of shares;

the total number of shares in each class and the
aggregate nominal value of them;

m the amount, if any, paid up on the shares.

This statement is required on formation and when
any alterations are made.

Statement of guarantee

This states:
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m the names and addresses of the subscribers to the
memorandum;

m that new members must agree to make some
contribution;

m that the guarantee is to contribute to the assets
of the company on winding-up while still a
member or within one year after ceasing to be
a member.

Statement of proposed officers

This contains particulars of directors and secret-
ary. These persons have the option of having their
addresses kept on a separate record at Companies
House to which there is only limited access, e.g. to
persons such as the police. The public record can
contain a service address, e.g. the company’s regis-
tered office.

Private companies need not have a company
secretary.

Statement of compliance

This can be made to the Registrar in paper or elec-
tronic form. It does not need a witness. It is for the
Registrar to use rule-making powers to say who
may make this statement and in what form. It is an
offence to make a false statement.

Certificate of incorporation

When the Registrar is satisfied that all the require-
ments of the CA 2006 have been complied with the
documents will be registered and a certificate of
incorporation issued. The certificate is conclusive
evidence that the CA 2006 has been complied with
and that the company is duly registered as a public
or private company. This means that there can be
no challenge to the validity of the company’s for-
mation in any legal claim by it or against it. The
directors and the secretary, where there is one, are
duly appointed.

The CA 2006, in Schs 4 and 5, allows the elec-
tronic filing of the above documents. Where this is
done, the order removes the need for witnesses to
electronic signatures and statutory declarations, the
latter being replaced by an electronic statement by
a solicitor engaged in the formation or a person
named as a director or secretary.

PRE-INCORPORATION CONTRACTS

Generally

A company cannot make contracts until it has
been incorporated. This takes place on the first
moment of the day of the date on its certificate of
incorporation.

Transactions entered into by the company’s pro-
moters and others in connection with its business
before that time are not binding on the company
when it is incorporated and the company cannot
adopt these contracts after its incorporation. Thus,
if the company’s directors, who are its agents, were
to write to a seller of goods and say that the com-
pany was now formed and would take over a pre-
incorporation contract, the company would not be
bound by it.

However, the company’s promoters or other
persons who may act for it at the pre-incorporation
stage do incur personal liability to the other party
to the contract under CA 2006, s 51.

Phonogram Ltd v Lane (1981)

Phonogram lent £6,000 for the business of a company
to be called Fragile Management Ltd. Mr Lane, who was
not a promoter of Fragile, signed ‘for and on behalf of’
the company a letter promising repayment by Fragile. The
company was never formed and Phonogram sued Mr Lane
personally for repayment of the sum of £6,000 under what
is now s 51. The Court of Appeal decided that Mr Lane
was personally liable.

Comment. (i) The case shows that although what is now
s 51 is usually discussed in the context of making pro-
moters personally liable, anyone acting on the company’s
business at the pre-incorporation stage is covered by what
is now s 51. Also, the section says that a person acting for
the company can avoid personal liability by an express
agreement in the pre-incorporation contract that he is
not to be liable. This case decides that the words ‘for and
on behalf of’ the company were not enough. They do
not amount to a specific agreement to prevent personal
liability.

(i) The Phonogram case made it clear that what is now s
51 can apply to make a promoter or other purported agent
liable even though the company has not actually begun
the process of formation. However it was held in Cotronic
(UK) Ltd v Dezonie (1991) that there must at least be
a clear intention to form the company as there was in
Phonogram. In the Cotronic case a contract was made



by Mr Dezonie on behalf of a company which had been
struck off the register at a time when nobody concerned
with its business had even thought about re-registering
it. The Court of Appeal held that the contract was a nullity
and Mr Dezonie was not liable on it under what is now
s 51.

(iii) The words used by what is now s 51 are that the
person making a pre-incorporation contract is ‘personally
liable on it’. Some commentators have suggested that this
means that the maker of the contract cannot sue on it but
only be sued by the other party. This interpretation would
produce a rather one-sided agreement and the Court of
Appeal affirmed in Braymist Ltd v Wise Finance Co Ltd
(2002) that a claim can be brought on a pre-incorporation
contract by the person purporting to act for the company.
In that case a solicitor signed a pre-incorporation contract
for the sale of land on behalf of Braymist. Wise Finance,
the other party, later refused to go on with it. Braymist and
the solicitor joined in a claim for damages and it was held
that the presence of the solicitor as a claimant resulted in
the claim succeeding. The solicitor was not merely liable
on the contract but could also sue for its breach. The solic-
itor would hold any damages received on behalf of the
company and could be made to account to the company
for them if he or she refused to account though that
scenario did not arise in this case nor would it be likely to
in practice.

Solutions to the problem of personal
liability of promoters

A promoter or other person conducting the com-
pany’s business prior to its incorporation can over-
come the difficulties facing him as regards personal
liability in the following ways.

1 By incorporating the company before any busi-
ness is done so that there are no pre-incorporation
transactions.

2 By agreeing a draft contract with the other party
and making it an object of the company that the
company shall enter into it on formation. Never-
theless, if the company does not in fact enter into
it, through the agency of its directors, there is no
binding agreement either on the promoter or on the
other party or the company.

3 By making a binding contract between the pro-
moter and the other party and a draft contract on
the same terms with the company. The binding con-
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tract must provide that once the company is formed
and signs the draft contract through its agents, the
promoter is released from the first contract which
was binding on him.

This is a simple solution for most promoters who,
after all, are usually promoting their own businesses
as companies. They are normally in charge of the
company and the board following incorporation and
can easily arrange that the company signs through
its agents the draft contract, thus releasing the pro-
moter from his first binding contract.

4 By making a pre-incorporation contract with a
specific clause saying that the promoter is not liable
on it, as s 51 allows. There would seem to be little
point in a third party signing such a contract since
neither the company nor the promoter would be

bound.

It is possible to purchase from company registra-
tion agents a company which is already formed,
sometimes called a ‘shelf’ company because the agent
takes it off his shelf and hands it over in terms,
at least, of its essential documents. In such a case
problems relating to pre-incorporation contracts do
not arise because the company is in existence when
the contract is made. It should, however, be noted
that it will be necessary to change the directors and
secretary of the shelf company since these will be
the agents who formed it; also, the name may not
suit and may need to be changed.

Contracts (Rights of Third Parties)
Act 1999

Under this Act the promoter and the third party
are able to give the company, when it is incor-
porated, the right to sue and be sued upon a pre-
incorporation contract. The Act makes clear that
a party given such rights in a contract (in this case
the particular pre-incorporation contracts(s)) does
not have to be in existence when the original con-
tract is made.

However, the use of the 1999 Act in this way will
not free the promoter from liability because he or
she will still be a party to the underlying contract
on which the company has been given third-party
rights.
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THE COMPANY’S CONSTITUTION

Section 17 deals with this and is a new provision.
Under its provisions a company’s constitution in-
cludes the following:

m the articles of association and the resolutions and
agreements set out in s 29, e.g. special resolu-
tions; and

m resolutions giving the directors authority to allot
shares and for plcs to effect a market purchase of
their shares;

® a resolution for voluntary winding-up (members
or creditors);

m the certificate of incorporation.

The memoradum of association is not now part
of a company’s constitution. It is merely an informa-
tion carrying document for use on incorporation.
Existing companies with clauses on matters not
required by the CA 2006, e.g. variation of share-
holders’ rights, will have these clauses automatically
transferred to the memorandum.

The company’s name

A company is only a legal person but, like a human
being, it must have a name. The CA 2006 contains
a system for controlling the names and business
names of companies. The main rules are set out
below.

On registration

The following rules apply.

1 The final words of the name — generally. A private
company, whether limited by shares or guarantee,
must end its name with the word ‘limited’ (s 59). A
public company must end its name with the words
‘public limited company’ (s 58). The short forms —
‘Ltd” and ‘plc’ — are allowed by ss 58 and 59. These
words, or their short forms, must not appear else-
where in the name (ss 58 and 59). One of the new
company names adjudicators can direct an offend-
ing company to change its name to comply.

2 The final words of the name — an exemption.
Sections 60-64 allow private companies limited by
guarantee to apply for exemption in the sense of
leaving off the word ‘limited’ from the name. The
section gives automatic exemption if the condi-

tions are satisfied. The company simply sends to the
Registrar of Companies what is called a statutory
declaration, which is a statement made before a
commissioner for oaths that certain facts are true.
The declaration is signed by a director and the sec-
retary of the company. The facts that it declares to
be true are the ones which the above sections require
for exemption, that is that:

m the objects of the company are to promote com-
merce, art, science, education, religion, charity, or
any profession, and anything that would help that;

m the company’s profits or income will be applied
to the promotion of those objects;

m the payment of dividends is prohibited;

m all surplus assets on a winding-up will be trans-
ferred to another body with similar or charitable
objects.

If the company at any time does not satisfy the
above requirements, the Registrar may direct it to
include ‘limited’ in its name again.

The exemption is not fully effective because, al-
though the company need not use the word limited
in its name, s 82 says that, despite the exemption, all
business letters and order forms of the company
must include a statement that it is limited. However,
the company at least avoids the need to use the word
‘limited’ as part of its name. The word ‘limited’
generally connotes a commercial profit-orientated
organisation which a s 60 company is not.

The CA 2006 allows, in Schs 4 and 3, in place of
the statutory declaration, an electronically com-
municated statement made on formation of the
company by a solicitor engaged in the formation,
or by a person named as a director or secretary or,
in the case of a company changing its name to omit
the word ‘limited’, by a director or secretary of the
company.

3 Same, similar, and offensive names. Under s 53 a
name will not be accepted by the Registrar if it is the
same as one already on the Index of Names which
he is required to keep by s 1099. Similar names will
be registered. So if there is a company called Wid-
gets Ltd on the Index the Registrar would register a
new company called Widgets (Holdings) Ltd.
However, a company may be required by the Trade
Secretary to change its name within 12 months of
registration if it is ‘too like’ that of a company already



on the Index (s 77). It is up to other companies to
ascertain this, e.g. by purchasing daily extracts from
the Register of the names of companies which have
gone on it. There are firms which will supply these.

If a period of 12 months has passed, the Trade
Secretary can do nothing under s 77 but Widgets
Ltd could bring an action at common law for pass-
ing off. For example, in Société Anonyme des Anciens
Etablissements Panhard et Lavassor v Levassor
Motor Co Ltd (1901) (which we can call the Panhard
case) the claimant was a French company whose cars
were sold in England. The French company wished
to set up an English company to act as an agent in
England to improve the sales of its cars here.

To try to stop this, the defendant English com-
pany was registered, the hope being that the French
company could not then register an English company
in its name in England because a company with that
name would already be on the Register.

The court said that the name of the English com-
pany must be taken off the Register. The members
of the English company were told that they must
change the name of their company or wind it up.

Finally, a name will not be registered if it is in
the opinion of the Trade Secretary offensive or if its
publication would be a criminal offence. Offensive
words will not often be met with in business but
the Registrar of Companies turned down the names
‘Prostitutes Ltd” and ‘Hookers Ltd’ when applica-
tion was made for the registration of the business of
a prostitute. The expression ‘Personal Services” was
eventually accepted but the registration was later
cancelled because the company had been formed
for an immoral purpose contrary to public policy.
(See Attorney-General v Lindi St Clair (Personal
Services) Ltd (1981)).

4 Connection with the government. A name which
is likely to suggest a connection with the government
or a local authority, e.g. ‘District Council Supplies
Ltd’, will be registered only if the Trade Secretary
approves (s 53).

5 Sensitive names. A name which includes any word
or expression which is to be found in regulations
made by the Trade Secretary under s 55 will not be
registered as a company or business name unless the
Trade Secretary approves.

The list of these sensitive names (which all imply
some connection of prestige) also states the name
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of a government department or other organisation
which can object to the use of the name and which
must be approached and say that it does not dis-
approve before the Trade Secretary can give his
approval.

Examples under regulations already issued are that
for the use of ‘Prince’, ‘Princess’, ‘Queen’, approval
of the Home Office is required, and for ‘Bank’,
‘Banking’, approval of the Bank of England is neces-
sary. For the use of ‘Charity’ or ‘Charitable’ the
approval of the Charity Commission is required.

Change of name

A company can change its name and have one which
is different from the name it was registered in.

1 Voluntary change. A company may by special
resolution change its name at any time.

A special resolution is an important form of
resolution which will be looked at again later, but
for now it will be enough to say that if it is passed
at a meeting, as where it is not a written resolution
(see later in this chapter), the meeting at which it is
passed must be called by at least 21 days’ notice and
that the resolution must be passed by a majority of
at least three-quarters of those present at the meet-
ing in person or by proxy (i.e. a person appointed
to attend and vote for the shareholder) and voting.
Thus, if the company has members attending the
meeting in person or by proxy who between them
have 100 votes, then at least 75 votes must be cast
for the resolution.

A private company is allowed by s 288 to use
a unanimous written resolution which is effective
without a meeting of the members. Further details
of these resolutions appear later in the chapter but
wherever a special, extraordinary or ordinary resolu-
tion is referred to in this text a private company can
use the written resolution procedure except, so far
as this text is concerned, for an ordinary resolution
to remove a director from office.

The new name must comply with the same require-
ments as on first registration which are listed above.
The Registrar issues a new certificate of incorpora-
tion and the change does not take effect until that
has been done.

2 Compulsory change. The Trade Secretary may
(as we have seen) within 12 months of registration
direct a change if the name in which the company has
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been registered is too like (or the same as) one which
appears on the Registrar’s Index of Names (s 67).

The Trade Secretary may also within five years of
the date of registration direct a company to change
its name if he believes that misleading information
was provided at the time of its registration (s 75).

There is no appeal to the court in this case.

A company might, for example, have misled the
Registrar as to the nature of its business in order to
obtain registration in a particular name. This would
cover the obtaining of a sensitive name by decep-
tion where false information has been given to the
approving authority. Thus, the use of the word
‘Charity’ requires the approval of the Charity Com-
missioners and if promoters gave false information
to the Commissioners in order to get permission to
use, say, ‘Barchester Charities’ which they intended
to use for personal gain, the name would have been
obtained by deception and be subject to s 75.

Furthermore, the Trade Secretary may direct a
company to change its name at any time if the
registered name gives so misleading an indication of
its activities as to be likely to cause confusion and
harm to the public (s 32).

In this case the company may appeal to the court
against the direction. Section 76 can apply where a
company called, say, ‘Prosperous Investments Trust’
went through a genuine form of registration but was
later acquired and used for the making of cheap
home computers. These companies are called ‘shell’
companies and what goes on behind the shell is
deceptive in terms of the name of that shell.

Directions under s 76 are rare but such a direc-
tion was given by the Secretary of State in regard
to the Association of Certified Public Accountants
of Britain which the Secretary of State considered
was a registered name that was likely to mislead
the public. The direction was based on the use of the
word ‘certified” - it could lead to confusion with
other accounting bodies such as the Association of
Chartered Certified Accountants.

An application to the court to set aside the dir-
ection was dismissed. (See Association of Certified
Public Accountants of Britain v Secretary of State
for Trade and Industry (1998).)

Company names and symbols

The increasing use of symbols in company names,
e.g. ‘@ has led Companies House to revise its policy

on the registration of company names. There are
two main possibilities as follows:

m On incorporation or change of name. Here the
use of a symbol may be sufficient to allow regis-
tration of a name which is not the same as an
existing company. So if there was already on the
register a company called ‘Florists at City House
Ltd’, it would seem that a company called ‘Florists
@ City House Ltd’ would be registered either on
incorporation or on change of name.

m Challenge to a name said to be ‘too like’ an exist-
ing one. It appears that the mere use of a symbol
may not be enough to prevent a possibly success-
ful challenge so that in the example given above
the second registration could be challenged as ‘too
like’. This also applies to abbreviations such as
‘UK’ or ‘GB’ or ‘com’, the addition of which to a
name will not prevent a ‘too like” challenge. The
Registrar will presumably adopt the above pro-
cedures when faced with the new domain names
that have become available such as ‘info’ and ‘biz’.

Objection to a company’s registered name

Section 69 contains this new provision and under it
any person, not only a company, can object to a com-
pany names adjudicator if the company’s registered
name is similar to a name in which the objector has
goodwill. Goodwill includes reputation of any descrip-
tion. The section contains a list of circumstances in
which the respondent will be held to have adopted the
name legitimately. The circumstances are as follows:

1 that the name was registered by the respondent
before the commencement of the activities on
which the applicant relies to show goodwill; or
2 that the company:
® is operating under the name, or
B is proposing to operate under the name and has
incurred substantial start-up costs in prepara-
tion, or

m was formerly operating under the name and is
now dormant; or

3 that the name was registered in the ordinary
course of a company formation business and the
company is available for sale to the applicant on
the standard terms of that business; or

4 that the name was adopted in good faith; or

that the interests of the applicant are not adversely

affected to any significant extent.

D



If none of the above are shown, the objection will be
upheld.

However, if the circumstances set out in 1, 2
above 3 above are established the objection will
nevertheless be upheld if the applicant shows that
the main purpose of the respondents (or any of them)
in registering the name was to obtain money or other
consideration from the applicant or prevent him or
her from registering the name.

Section 70 gives the Secretary of State power to
appoint company names adjudicators. One of the
adjudicators is the Chief Adjudicator.

If an objection under s 69 is upheld, the adjudica-
tor will direct the company with the offending name
to change it to one which does not similarly offend.
If the company does not change the name, the adju-
dicator will decide on a new name for the company.

Appeal from a ruling of the adjudicator lies to the
court to uphold or dismiss an application under s 69.

Publication of name

Sections 82 and 84 provide that the company’s full
name must be shown in an obvious place and in read-
able form outside the registered office and all places
of business, and on all business letters, notices, and
official publications, and in all bills of exchange,
cheques, promissory notes, orders for money or
goods, receipts and invoices, signed or issued on its
behalf; e-mails and websites are now included.

Fines can be imposed on the company and its
officers for failure to comply with the sections and
also the officers of the company may incur personal
liability for any amount due unless it is paid by the
company. Thus, in Hendon v Adelman (1973) a
cheque signed on behalf of L & R Agencies Ltd
omitted the ampersand (&) in the company’s name,
which appeared as L R Agencies Ltd. It was held
that the directors who had signed the cheque had
not complied with what is now s 84 and so they
were personally liable on it.

However, according to a more recent decision, it
seems that so long as the outsider knows that he is
dealing with a company and that the liability of its
members is limited, trifling errors in the name will
not trigger the liability. Thus, in Jenice Ltd and others
v Dan (1993) the defendant who was a director of
Primekeen Ltd signed a cheque incorrectly printed
by the bank in the name of ‘Primkeen Ltd’. The
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company went into liquidation and did not meet
the cheque. Nevertheless, Mr Dan was not liable on
it. There was no doubt that outsiders would have
known that they were dealing with a limited com-
pany and no mischief had been done. Some judges
have interpreted the section strictly, as the Hendon
case shows, and regarded it as requiring that every
part of the name be correct. The interpretation used
in Jenice seems more sensible.

Business names

If a company has a place of business in Great
Britain and carries on business here in a name which
is not the corporate name — for example, Boxo Ltd
carrying on business as ‘Paris Fashions’ — then the
business name (Paris Fashions) must not suggest
a connection with government or a local authority
or contain sensitive words without the approval
of the Trade Secretary, and in the case of sensitive
names, also the approval of the body listed in the
Regulations referred to above (CA 2006, Part 41).

A company which is using a business name has to
state its corporate name in readable form on all busi-
ness letters, orders for goods and services, invoices,
receipts, and written demands for payment of busi-
ness debts, and must also give an address in Great
Britain where the service of documents will be
effective. This is normally the registered office. Given
that an address such as the address of the registered
office is stated, there is no need to specifically state
that that address is the document serving address
(see Department of Trade and Industry v Cedenio
(2001) in Chapter 5).

A notice giving the same information must be
shown in a prominent place in any premises where the
business is carried on and to which customers and
suppliers have access. Furthermore, the corporate
name and address for service of documents must
be given straight away and in writing on request to
anyone who is doing or negotiating business with
the company.

The criminal sanction consists of default fines on
the company if it does not comply and also on its
directors and other officers such as a secretary. The
civil sanction is that the company may not be able
to enforce its contracts (CA 2006, s 83). The rules
on this are the same as for partners and sole traders
who are operating under a business name but have

not followed the CA 2006.
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This civil sanction is now available under s 83 of
the CA 2006 in regard to all company names regis-
tered or business. A company may be formed in the
personal names of the shareholders and directors.
Those who form companies often have to do this
because all the made up names they want, e.g. City
Publishing Ltd, are already on the Index. If this is
so, personal names will be registered even though a
company with that name is already on the Register,
provided that the names are at the time of registra-
tion those of directors of the business.

In some cases where it is intended to use a personal
name, the Registrar may require some addition to
it where it is felt that an own or personal name
might cause public confusion, e.g. Bloggs and Snooks
(Furnishings) Ltd. However, even if an own name
has been registered, this will not necessarily prevent
an action at common law for passing off which,
if successful, may lead the court to award damages
and/or an injunction to prevent the continued use
of the name (see Asprey & Garrard Ltd v. WRA
(Guns) Ltd (2001) in Chapter 5).

Abuse of names by Internet users

Persons can select any name for their Internet address,
provided it has not already been registered with
Nominet UK, the body responsible for allocating
UK domain names. A decision of the High Court
indicates that if, by error, the same Internet domain
name is allocated to two or more organisations,
the court is prepared to resolve a dispute. The case
Pitman Training Ltd v Nominet UK (1997) decided
that a genuine registration of a name to which the
organisation applying is entitled will be protected.
The case confirms that the rule of ‘“first come, first
served’ applies. In the case Pitman Publishing regis-
tered the name Pitman.co.uk and later when the
publisher tried to use the name it discovered that the
name had been allocated and was in use by Pitman
Training. Nominet restored the domain name to the
publisher and a claim by the training company to
establish its right to the name failed.

An additional problem, which has arisen because
of the rapid growth of the Internet and its use by
business organisations for e-mail and commerce gen-
erally, is the parallel growth of a breed of speculators
who register domain names which form a crucial
part of a particular business website and e-mail

address, in the hope, for example, of offering it for
sale to the business concerned with the possibility
of receiving a high price for exclusivity. In BT plc
v One in a Million Ltd (1998) the High Court
granted injunctions to restrain defendants who had
registered company names and/or trade marks as
domain names on the Internet on the basis of pass-
ing off and trade-mark infringement. The court also
said that, since the names were now of no use to the
defendants, they should be assigned to the claimants.
The decision means that, at least in the UK, it should
be easier to protect Internet domain names.

Registered office

As will be seen from the registration documents,
there is a statement that the registered office is situ-
ated in England. The actual address is also given.

The actual address can be changed by an ordinary
resolution of the members. This requires a 51 per cent
majority. Alternatively, the directors may change
it if, as is usual, they are given this power by the
articles. A company whose memorandum states
that its registered office is to be situated in ‘England’
or ‘England and Wales’ may change its registered
office to somewhere else in England and Wales since
‘England’ includes Wales for this purpose. In spite
of the fact that the law of England and Wales is
the same, a company which has chosen to have
its registered office in Wales either initially or by
change cannot change its registered office to a place
in England. In any case an English or a Welsh com-
pany cannot change its registered office to a place
in Scotland since the law is different there. In addi-
tion, if a company is to have its registered office in
Scotland, it must be registered in Edinburgh.

A major purpose of the registered office is to keep
various statutory registers, such as the register of
members and records, for the purpose of inspection.
In addition, it is the company’s address where legal
documents, notices and other communications can
be served.

Objects
Generally

Under former companies legislation an objects
clause was contained in the memorandum, which



was a constitutional document. The clause listed the
things which a company could do. If it entered into
a transaction which was not included in the clause
that transaction was ultra vires (beyond its powers)
and void (of no effect).

Ashbury Railway Carriage & Iron Co v Riche (1875)
The company was formed for the purposes of making and
selling railway waggons and other railway plant. It got a
contract to build a railway system in Belgium and entered
into an agreement under which Riche was to be a sub-
contractor in this exercise. The company later ran into
difficulties and the directors told Riche that his contract
was at an end. He sued for breach of that contract. The
House of Lords decided that he had no claim because
the contract which the company had made to construct
the railway system and of which he was a subcontractor
was ultra vires and void. On a proper reading of the objects,
the company had power to supply things for railways but
had no power actually to make them.

By way of explanation of the decision of the above
case, it should be said that the ultra vires rule was
brought in by the courts to protect shareholders.
It was thought that if a shareholder, X, bought
shares in a company which had as its main object
publishing and allied activities, then X would not
want the directors of that company to start up a
different kind of business because he wanted his
money in publishing.

In more recent times it has been noted that share-
holders are not so fussy about the kind of business
the directors take the company into so long as it
makes money to pay dividends and raises the price
of the company’s shares on the stock market.

Objects today

Having given the reader a flavour of the ultra vires
rule it would seem pointless to consider the many
cases brought in regard to it in earlier times. The
objects clause, if there is one, is to be in the articles
and if the articles do not restrict the objects (which
is not a requirement) then the company’s objects are
unrestricted. Even where the company has objects
in its articles, this will not affect its capacity to make
valid and enforceable contracts. Where the articles do
restrict the objects, then any alterations or additions:

m must be notified the Registrar who will register
the notice;
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m are not effective until the notice is registered;

m have no effect on the rights and obligations of the
company or on legal proceedings by or against the
company.

However, directors must observe the company’s
constitution and work within any object restriction.
Failure to do so will not affect the company’s capa-
city or the directors’ power to bind the company.

A company’s capacity

Section 39 provides that the acts of a company are
not to be questioned on the ground of lack of capa-
city because of anything in the constitution of the
company. Thus contracts beyond the company’s
powers (where the articles contain restrictions) are
valid and enforceable by the company and the other
party. The members have no right to restrain acts of
the directors beyond the company’s powers since, in
general, companies will have unrestricted objects.
There are provisions under which the company has
civil remedies, e.g. to recoup any loss to the company
by claiming damages against the directors involved.

Power of the directors to bind the company

For those who deal in good faith with the company
the power of the directors to bind the company or
authorise others to do so is deemed not to be con-
strained by the company’s constitution. External
parties need not enquire whether there are any lim-
itations on the power of the directors, nor are they
affected by actual knowledge that the directors have
no power. External parties must, however, be deal-
ing with the company, which will in general require
involvement with a commercial transaction (s 40).

Constitutional limitations: directors and
their associates

Insiders, such as directors, and their associated
persons, e.g. spouse, will not have the protection of
s 40 so that the relevant transaction will be voidable
and not enforceable against the company.

Regardless of whether the company avoids the
transaction, the insider and any authorising direc-
tors are liable to account to the company for any
gain made and to indemnify the company for any
loss or damage caused to it.

Insiders who are not directors may be able to
avoid the above-mentioned liability if they did not
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know when entering into the transaction with the
company that the directors were acting beyond their
powers; and so a connected person such as a spouse
may not be liable.

Transactions will not be voidable if restitution
of the company’s property is not possible (as where
the company’s money has been spent by a director
on a cruise — there is no restitution against the cruise
company unless it was in some way involved in the
director’s breach of duty) or the company has been
indemnified or the company through its members
has affirmed the transaction (s 41).

Companies that are charities

Section 42 provides that for companies that are
charities the rules relating to the capacity of a com-
pany and the power of its directors to bind it shall
not apply to an external party unless that party did
not know that the company was a charity when the
act was done or the charity receives full considera-
tion in regard to the act done and the external party
did not know that the act was beyond the capacity
of the company and therefore beyond the powers of
the directors to bind it.

Charitable companies cannot affirm so as to make
valid acts infringing the above rules without the prior
written consent of the Charity Commissioners.

Altering the objects

Since a company that has restrictive objects will
now put them in the articles, or, if the objects were
contained in an old-style memorandum they will be
deemed under CA 2006 to have been transferred into
the articles, they can be changed as general articles can
be changed, i.e. by special resolution of the members.

Limitation of liability

The source of this knowledge is the capital documents
filed on incorporation and changes notified since. The
relevant document may simply state: “The liability of
the members is limited” — unless of course the com-
pany is unlimited, when this clause is not put in.
The clause cannot be altered so as to make the
company an unlimited one. However, the company
may be re-registered as unlimited under s 102. All
unlimited companies must be private companies and
public companies cannot apply for re-registration

under s 102, but must convert to private companies
first.

An unlimited company may re-register as a limited
company under s 105. This does not apply to a com-
pany which was previously a limited company but
re-registered as an unlimited one. In this case there
is no going back.

It will be recalled that an unlimited company is
in general not required to file accounts with the
Registrar and so there can be no going backwards
and forwards between limited and unlimited status
because this could lead to selective filing of accounts:
e.g. if the accounts are bad, re-register as unlimited;
if they improve, re-register as limited and file them
and so on. The CA 2006 prevents this.

Capital

The source of this information is now the statement
of share capital filed on incorporation plus any
changes noted since. Previously, a company was
registered with an authorised capital which it could
then issue. Once it had issued its authorised capital
it had to have an ordinary resolution of the mem-
bers to increase it so that more shares could be
issued. This procedure is now abolished.

ARTICLES OF ASSOCIATION

The articles are now the company’s main constitu-

tional document containing all the company’s key
rules and powers including the allocation of powers
between the members and the directors. The mem-
orandum is an information carrying formation docu-
ment evidencing an intention to form a company
which then becomes of historical significance only.

All companies must have and register articles
unless they adopt model articles in full.

The articles must be printed, divided into para-
graphs numbered consecutively, and signed by each
subscriber to the memorandum in the presence of at
least one witness (s 18).

Power of Secretary of State to prescribe
model articles

Section 19 gives the Secretary power to prescribe
model articles for different types of companies. The



version of model articles in force when an existing
company was registered will continue to apply. Thus
for many existing companies the model or default
articles will be Table A to the Companies Act 1985.
They can, however, adopt the new model articles
instead of Table A. Provisions in the model articles
can be incorporated or excluded where the company
registers special articles much as before so that the
company could file special articles incorporating
by reference the model articles ‘except for Arts 1, 4
and 6’.

Default application of model articles

Under s 20, where special articles fail to provide for
a particular matter the model articles are applied and
the same is true where no articles at all are filed by
the company.

Entrenched provisions in the articles

Under s 22, provisions in the articles may say that
they are not alterable at all or alterable only subject
to certain conditions. Such a provision may be in
relation to the class rights of shareholders which
may not be alterable or alterable only with the con-
sent of a 75 per cent vote in agreement by the class
concerned.
Provision for entrenchment may be made:

®m on formation; or
m subsequently but only with the unanimous con-
sent of all members.

Notice to the Registrar of entrenchment

The Registrar must be notified when a company
entrenches a provision either on formation or sub-
sequently. Entrenchment by subsequent alteration
requires a notice of compliance (s 23).

Notice to Registrar of removal of entrenched
provisions

The notice must be accompanied by a notice of
compliance.

The purpose of the entrenched provisions rule is
to put people searching the register on notice that
there are entrenched provisions and as to whether
they have been removed. The notice of compliance is
to the effect that the alteration has been made in ac-
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cordance with the company’s articles. The Registrar
may rely on this as evidence of procedural correctness.

Existing companies: provisions of
memorandum transferred to articles

Under s 28, those provisions of existing companies
not required in the new memorandum are to be
regarded as in the articles and alterable as such, i.e.
special or written special resolution.

Electronic communication

It should be noted that the CA 2006, in Schs 4 and
5, allows the electronic appointment of proxies and
the sending of notices. Further detail as to method
could be contained in the articles.

Legal effect of the articles

Section 33 provides that the provisions of the com-
pany’s constitution constitute a special kind of con-
tract whose terms bind the company and its
members from time to time.

It follows from this that:

1 The members are bound to the company by the
provisions of the articles. This is illustrated by the
following case.

Hickman v Kent or Romney Marsh Sheep Breeders’
Association (1915)

The articles of the Association provided that any dispute
between a member and the company must be taken first
to arbitration. H, a shareholder, who was complaining that
he had been wrongfully expelled from the company, took
his case first to the High Court. The court decided that
the action could not continue in the High Court. H was
contractually bound by the articles to take the dispute to
arbitration first.

2 The company is also bound to the members in
respect of their rights as members. Again, the follow-
ing case is an illustration of this point.

Pender v Lushington (1877)

The articles of the Direct United States Cable Co gave its
members voting rights but fixed a maximum amount of
votes (100) which each member could cast no matter how
many shares he held. The Globe Telegraph and Trust Co
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held a large number of shares in Direct United and to evade
the 100 votes rule and increase its voting power it trans-
ferred some of its shares to P who agreed to be a nominee
of Globe and vote with it. L, who was the chairman of Direct
United, refused to allow P to cast his votes and a resolution
supported by Globe and P was lost. P asked the court for
an injunction to restrain the company and L from declaring
that P’s votes were bad. The court granted the injunction.
P had a contractual right to vote given to him by the articles
and he could enforce this right. His votes must be accepted.

3 Each member is bound to the other members.
This is illustrated by the following case.

Rayfield v Hands (1958)

A clause in the articles of a company provided that:
‘Every member who intends to transfer shares shall
inform the directors who will take the said shares equally
between them at a fair value.” Rayfield, a member, told the
defendant directors that he wanted to transfer his shares.
The directors refused to take and pay for them, saying that
they had no liability to do so.

The court decided that the word ‘will’ indicated an
obligation to take the shares and that the clause imposed
a contractual obligation on the directors to take them. This
was in the nature of a collateral contract. When a member
bought shares he made a contract with the company
but also a collateral contract with the other members to
observe the provisions of the articles. Thus, the members
could sue each other and there was no need for the
company, with whom the main contract was made, to be
a party to the action.

Comment: Although the article placed the obligation to
take shares on the directors, the judge construed this
as an obligation falling upon the directors in their capacity
as members. Otherwise the contractual aspect of the pro-
vision in the articles would not have applied. The articles
are not a contract between the company and the directors
who, in their capacity as directors, are outsiders for this
purpose. (See below.)

4 Neither the company nor the members are bound
to outsiders. This is illustrated by the following case.

Eley v The Positive Government Security Life
Assurance Co Ltd (1876)

The articles of the company appointed Mr Eley as solicitor
of the company for life. During the course of this employ-
ment he became a member of the company. Later he was
dismissed and brought an action against the company for
damages for breach of the contract which he said was

contained in the articles. The court decided that his action
failed. There was no contract between the company and
Mr Eley. He was an outsider in his capacity as a solicitor. The
articles gave him rights only in his capacity as a member.

It should be noted that the Contracts (Rights of
Third Parties) Act 1999 does not apply to the statutory
contract set out in s 33. The 1999 Act specifically
excludes it to prevent third-party rights from aris-
ing. Thus, the legal decisions set out above continue
to apply and are not affected by the 1999 Act or the
CA 2006.

Alteration of the articles

The company may alter or add to its articles by
a special (or written) resolution (s 21), subject to
certain restrictions of which the following are the
most important.

1 The court will not allow an alteration to be
enforced if it is not for the benefit of the members
as a whole, as where the company takes a power of
expulsion of members for no particular reason.

Brown v British Abrasive Wheel Co Ltd (1919)

The majority shareholders (98 per cent) in a company agreed
to provide more capital for the company on condition that
the two per cent minority (who were not prepared to put
more money in) would sell their shares to the majority.
Negotiations having failed, the articles were altered to
include a clause under which a shareholder was forced to
transfer his shares to the other members at a fair value if
requested to do so in writing. The court decided that the
alteration could not be allowed. The clause could be used
to deprive any minority shareholder of his shares without
any reason being given and it was not for the benefit of the
company (i.e. the members) as a whole that any one or more
of their number should be expelled for no good reason.

However, expulsion is allowed if it does bene-
fit the members as a whole as where the member
expelled is competing with the company.

Sidebottom v Kershaw Leese & Co Ltd (1920)

Mr Sidebottom, who was a minority shareholder in the
company, carried on a business which competed with the
company. Because of this the articles were altered to
include a clause under which any shareholder who com-
peted with the company had to transfer his shares at a fair



value to persons nominated by the directors. The Court of
Appeal decided that the alteration was valid. Although it
only applied to a particular member at the time, it could be
applied in the future to any member who competed with
the company (but not, of course, to members who did not).
This would always be for the benefit of the company in that
its members would have power to exclude a competitor.

2 A company cannot justify breach of a contract
outside of the articles by showing that the breach
resulted from an alteration of the articles.

Southern Foundries Ltd v Shirlaw (1940)

Mr Shirlaw, who was a director of Southern Foundries, was
appointed managing director of that company for 10 years
by a contract outside the articles. The company was taken
over by Federated Industries. With their voting power they
altered the articles to provide that Federated Industries
had power to remove any director of Southern Foundries
and that the managing director of Southern Foundries
must also be a director. Mr Shirlaw was subsequently
removed from his directorship and therefore could no
longer qualify as managing director and his contract
was terminated while it still had some years to run. The
House of Lords decided that the company was liable in
damages. Although a company always had a legal right to
change its articles, if by doing so it caused a breach of an
outside contract, then, while the alteration could not be
prevented, the company was liable in damages if there
was a breach of a contract outside of the articles as a
result of the alteration.

3 Shareholders’ rights are contained in the articles.
Obviously, these rights can be changed by a special
resolution of the company in general meeting. There
would seem to be no objection to the use of the
written resolution by private companies because
under the CA 2006 these resolutions no longer
require unanimity. Instead, they need only be signed
by the majority that would have been required to
pass the resolution at a general meeting. However,
if the company has more than one class of shares,
e.g. A Ordinaries and B Ordinaries, then the special
resolution is not enough.

Under s 630 a special resolution is not effective
unless holders of three-quarters of the issued shares
of each class consent in writing, e.g. by returning a
tear-off slip on a letter to indicate their agreement
or not, or by means of an extraordinary resolution
at a class meeting. A private company cannot insist
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on unanimous objection by the unanimous written
resolution approach because objection by only
three-quarters is enough.

In addition, s 633 applies; under this 15 per cent
of the class who did not vote for the variation may
apply to the court within 21 days of the resolution
which altered the articles. Once such an application
has been made, the variation will not take effect
unless and until it is confirmed by the court.

The point of this is that those holding the A
Ordinary shares may well be able to get a special
resolution in general meeting and so weaken the posi-
tion of the B Ordinary shareholders, but they cannot
do so without the necessary class consent of the B
Ordinary shareholders. The changes do not need the
consent of those holding A Ordinary shares because
their rights have not been varied, each A Ordinary
shareholder having one vote per share as before.

Alteration of the articles by the court

The articles are a contract and the court has power
to rectify (alter) contracts where the parties have
orally agreed something which they have written
down incorrectly but where one party will not
co-operate in making a change usually because the
written contract is more favourable to him or her
than the oral one. If the court is satisfied that what
is written does not represent what was agreed, it
will alter the contract by order to fit the genuine
agreement of the parties.

The court, however, is reluctant to use this power
on the articles preferring that the members make
the alteration by the requisite resolution (see Frank
Scott v Frank Scott (London) Ltd (1940)).

However, the court did make an alteration in
the articles in Folkes Group plc v Alexander (2002)
where because of bad drafting an alteration to
the articles took away the voting control of the
Folkes family in the group. The other shareholders
were not prepared to co-operate in the necessary
resolution and on the articles as wrongly altered the
Folkes family shareholders could not get a special
resolution without them. The High Court changed
the articles to what had been intended and restored
the control of the Folkes family. The judge said he
had been faced with an absurd result consequent upon
a serious drafting error in the original alteration.
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He felt able to make an order changing the articles
to reflect what had been intended.

FINANCING THE COMPANY

We shall now deal with the raising of money for the
company.

Share capital

The capital of a company may be divided into pre-
ference and ordinary shares. In addition, both of
these classes of shares may, under s 684, be issued
as redeemable by the company at a future date.

Preference shares

These shares have the right to payment of a fixed
dividend, e.g. 10 per cent of the nominal value, before
any dividend is paid on the other shares. However,
there is no right to such dividend unless the com-
pany has sufficient distributable profits to pay it. This
is why preference shares differ from loan capital.
Interest on loan capital must be paid whether the
company has distributable profits or not. If it has no
profits, it must be paid from capital as by a sale of
assets or the raising of a further loan.

Once the preference dividend has been paid
in full, the preference shareholders have no right
to share in surplus profit with the ordinary share-
holders unless, as is rare, the preference shares are
participating preference shares. Preference shares
may be cumulative or non-cumulative. If they are
cumulative and in any one year there are insufficient
profits to pay the preference dividend, it is carried
forward and added to the dividend for the following
year and is paid then if there are sufficient profits.

So if Eric is the holder of 100 preference shares of
£1 each, carrying a preference dividend of 10 per cent,
then if in year one the dividend cannot be paid, the
£10 to which Eric is entitled is carried forward to
year two and if there are sufficient profits in that year
Eric will receive £20. If the shares are non-cumulative,
Eric would not receive the £10 lost in year one, but
only £10 for year two and subsequently.

Ordinary (or equity) shares

These rank for dividend after the preference shares
and sometimes also the terms of issue provide that

the preference shares shall have a right to claim
repayment of capital before the ordinary shares if
the company is wound up.

Ordinary shares, therefore, carry most risk. Gen-
erally they have most of the voting rights in general
meetings and therefore control the company, it being
common to provide that the preference shares shall
not have a vote at all unless their dividend is in arrear.
Ordinary shares receive a fluctuating dividend which
depends upon distributable profits left after the pre-
ference dividend has been paid.

Redeemable shares

Under s 684 a public limited company with a share
capital may, if authorised by its articles, issue
redeemable shares, whether ordinary or preference.
Private companies do not require prior authorisa-
tion in the articles. Redeemable shares may be made
redeemable between certain dates at the option of
the company’s directors. The holder thus knows that
his shares cannot be redeemed before the earlier of
the two dates, which is usually a number of years
after the issue of the shares in order to give him an
investment which will last for a reasonable period.
He also knows that the shares are bound to be
redeemed by the later of the two dates mentioned.
However, there are no legal provisions requiring a
company to fix the time of redemption at the time of
issue, and a company may wish to leave the date of
redemption to be decided by the board when finan-
cially convenient.

Redeemable shares may be issued only if there are
in issue other shares which cannot be redeemed. It
is not therefore possible for a company to redeem
all its share capital and end up under a board of
directors with no members. The shares must be can-
celled after redemption. The company cannot hold
and trade in redeemed shares.

The power to issue redeemable equity shares is
useful in the expansion of the small business. Out-
side investors often like ordinary share capital with
its greater potential returns in the way of dividend
and capital gain, but the smaller businessman may
wish to buy them out after the business has developed.
He can do this by issuing redeemable ordinary shares.
Redeemable preference shares are less attractive to
the speculative investor. They are safe but carry only
a fixed dividend no matter how high the profits.



Purchase of own shares

Sections 690-708 apply and any company may by
following the procedures laid down in these sections
purchase its own shares, including any redeemable
shares — as where the date for redemption has not
arrived. The shareholder(s) concerned must of
course be willing to sell the shares and the company
must want to buy them. The company cannot be
forced to buy them, nor can a shareholder be forced
to sell.

The important legal considerations are set out
below.

1 Prior authorisation in the articles is not required.

2 The shares must be fully paid. The CA 2006 does
not allow the purchase (or, for that matter, redemp-
tion) of partly paid shares.

3 A company cannot purchase its shares if as a
result of the purchase there would no longer be any
member of the company holding shares other than
redeemable shares. There must be a member or
members holding non-redeemable shares.

4 A public limited company must have allotted
share capital of at least £50,000.

5 The shares must, in general terms, be cancelled
following purchase (but see below).

Treasury shares

The CA 2006 in Chapter 6 allows public companies
whose shares are listed on the Official List of the
Stock Exchange or traded on the Alternative
Investment Market or traded on equivalent markets
in another European Economic Area member state
to keep shares in what is called treasury after they
have been purchased back by the company. The
company is registered as the holder of the shares
that have gone into treasury and not more than
10 per cent of the company’s issued shares can be
held in treasury or 10 per cent of any class of shares.
This means that the whole of the treasury shares
cannot be taken from one class where the company
has different classes of shares. If the company there-
fore has A Ordinary, B Ordinary and C Ordinary
shares and each class contains 100 shares, then
10 per cent of the issued capital is 30 shares but
these cannot all come from one class since to take
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30 shares from any one of the classes would be to
take 30 per cent of the class which is not allowed.
Therefore, the purchases must be spread across the
classes 10 from each or, if only the A Ordinaries are
purchased, then only 10 shares of that class may be
kept in treasury. Any purchase in excess of this must
be disposed of by the company within 12 months of
the purchase or cancelled. The following additional
provisions should be noted:

m To make a purchase of its own shares for treasury,
the company must have sufficient distributable
profits. If the shares are purchased from the pro-
ceeds of a fresh issue of shares, the shares pur-
chased must be cancelled.

B When treasury shares are sold for a price equal to
or less than the price the company paid for them,
the proceeds of sale can under the Act be treated
as realised profits, but if the sale price is more,
the excess is treated as capital and must be trans-
ferred to a share premium account. The excess is
not therefore distributable.

m Treasury shares must not receive dividends or
give the company as holder any voting rights but
on a bonus issue the company may receive bonus
shares in respect of the treasury shares it holds.

m Pre-emption rights apply and so treasury shares
must, on sale, be offered to existing shareholders
first. In fact, listed companies can only issue 5 per
cent of their securities to persons other than
existing shareholders in any one year. This may
remove some of the flexibility in the disposal of
treasury shares outside the company.

m Under the UK Listing Rules treasury shares will
continue to be quoted but are not to be sold at
more than a 10 per cent discount to current market
price.

Market purchase

Public companies may make a market purchase on,
for example, the Stock Exchange or the Alternative
Investment Market (AIM) (see below), or an off-
market purchase from an individual shareholder.
Before a Stock Exchange or AIM purchase can be
made by the directors the members must approve by
ordinary resolution. The resolution must state the
maximum number of shares which the directors
can acquire and the maximum and minimum prices
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which they can pay. The minimum price is often
specified, but the maximum price is usually accord-
ing to a formula, for example one based upon the
Daily Official List of the Stock Exchange on a day
or days preceding the day on which the share is
contracted to be purchased, e.g. an amount equal
to 105 per cent of the average of the upper and
lower prices shown in the quotation for ordinary
shares of the company in the daily list of the Stock
Exchange on the three business days immediately
preceding the day on which the contract to purchase
is made.

The duration of the authority to purchase must
be stated in the resolution by stating the date on
which it expires.

A copy of the resolution must be filed with the
Registrar of Companies within 15 days after it is
passed.

Off-market purchase

These provisions are mainly for private companies
but can be used, as we have seen, by PLCs whose
shares are not listed on the Stock Exchange or
quoted on the AIM, which is regulated by the Stock
Exchange for the smaller PLCs which cannot or
who do not wish to comply with the conditions for
a full listing on the Stock Exchange.
The procedure is as follows:

1 A special (or, in private companies, written)
resolution of the members is required before the con-
tract is entered into. The contract must therefore be
approved in advance. So far as PLCs are concerned
(but not private companies), the resolution must
specify the duration of authority to make the con-
tract being a period not longer than 18 months.

Section 694 allows the company to make a con-
tract for an off-market purchase conditional upon
its approval by the shareholders.

2 The special resolution is not effective unless the
draft contract is made available for inspection by
the members at the registered office or an alterna-
tive place to be specified in regulations during the
15 days immediately preceding the meeting and at
the meeting. Where the written resolution proced-
ure is used there will not, of course, be a meeting
and so the draft contract will have to be circul-
ated to the members with their copy of the resolution

for signature. This applies wherever in this text it
is stated that documents must be available at a
meeting.

3 The special resolution is invalid if passed by the
votes of the member whose shares are being pur-
chased. Thus there must be sufficient other share-
holders’ votes to give the necessary majority of
75 per cent of those voting in person or by proxy.
The member whose shares are being purchased can
vote other shares he may have which are not being
purchased on a poll but he cannot in any event vote
on a show of hands.

Off-market contingent contracts

All companies may make contingent purchase con-
tracts. These are contracts by the company to buy
its own shares on the happening of a future event,
for example a contract to buy the shares of an
employee on retirement. This is permitted if the pro-
cedures for an off-market purchase set out above
are followed.

It should be noted that the company cannot
assign its right to buy the shares to someone else.
This is to prevent a market developing in contingent
purchase contracts.

The company cannot release, i.e. give up, its right
to buy except by authorisation of a special resolu-
tion of the members.

Purchase of own shares: miscellaneous
provisions

When a company has purchased its own shares it must
within 28 days disclose the fact to the Registrar,
giving the number and nominal value of the shares
purchased and the date they were delivered to the
company. Furthermore, the contract of purchase
must be kept at the registered office for 10 years and
can be inspected by members. In a PLC it can be
inspected also by any other person without charge.

If a company fails to purchase the shares when it
has agreed to do so there is no action by the mem-
ber for damages. However, he can bring an action
for specific performance but the court will not make
such an order unless the company can pay for the
shares from its distributable profits.

Payment for shares purchased by the company
(or redeemed by it) must be made at the time of



purchase (or redemption). A creditor cannot be cre-
ated following the relevant transaction. Until case
law came along it had been assumed that a payment
in cash was required. However, the matter was con-
sidered in BDG Roof-Bond Ltd v Douglas (2000)
where the court found it acceptable that a payment
for shares by the company was made by some cash
plus a piece of property and a car owned by the
company.

Purchase (or redemption) partly from capital -
private companies only

This provision is intended for private companies
who have some distributable profits but these are
not enough to purchase or redeem the shares and
the company is either unwilling or unable to raise
money from a fresh issue of shares. In such a case it
can purchase or redeem its shares partly from capital.

It is in effect an easier procedure for private com-
panies to reduce their share capital or to satisfy the
claims of a retiring member or the estate of a deceased
member in respect of shares in the company which
might not be easily saleable elsewhere.

As regards the conditions, there is now no re-
quirement for prior authorisation in the articles. The
‘permissible capital payment’ (PCP) is the shortfall
after taking into account distributable profits or the
proceeds of a fresh issue of shares, which the com-
pany must utilise first. If there are no distributable
profits or proceeds of a fresh issue of shares, there
can be no purchase or redemption wholly from cap-
ital. This restricts the advantages of the section to
some extent.

There must be a statutory declaration of solvency
by the directors. This says that the company will
be solvent immediately after making the purchase
(or redemption) and for one year afterwards. The
statutory declaration states the PCP and the declara-
tion itself is based on accounts prepared within three
months before the statutory declaration, taking into
account any distributions (e.g. dividends) which may
have been made between the accounts and the statut-
ory declaration.

A report by the auditors must be attached to the
statutory declaration stating that the PCP has been
properly calculated and that the directors’ opinion
as to solvency is reasonable in terms of the facts of
which the auditors are aware.
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A special (or written) resolution of the members
is also required and the statutory declaration and
auditors’ report must be available for inspection at
the meeting. The position regarding voting and
circularisation of documents in the case of a unanim-
ous written resolution has already been described.
In spite of the audit exemption provisions, the re-
quirement for an auditors’ report when purchasing
shares from capital is retained. This means that
very small companies can exempt themselves from
the requirement to appoint an auditor unless and
until it becomes necessary for some purpose other
than the audit of annual financial statements. If
it becomes necessary, an auditor will have to be
appointed unless the relevant regulations say other-
wise. This is indicated as required throughout this
chapter.

The resolution must be passed within one week
of the date of the statutory declaration. It is invalid
if passed with the votes of the shares of the person
whose shares are being bought. Such persons may
vote other shares on a poll but not on a show of
hands. (The position in regard to written resolutions
has already been explained.)

The capital payment must be made not earlier than
five weeks (to allow for objections) and not later than
seven weeks from the resolution. If an indefinite
period was allowed for the capital payment the stat-
utory declaration would be getting outdated, so
seven weeks is the maximum time.

Publicity must be given in order to protect
creditors. A notice in writing may be given to all the
company’s creditors stating the fact and the date of
the special (or written) resolution, the amount of the
PCP, that the statutory declaration and auditors’
report can be inspected at the registered office and
that any creditor may seek to restrain the payment by
applying to the court to cancel the special resolution
during the period of five weeks from the special
resolution. The statutory declaration and auditors’
report must be kept at the registered office for inspec-
tion by any member or creditor until the end of the
fifth week following the special resolution.

Alternatively, an advertisement may be put in
The London Gazette and one national newspaper
giving the same information as listed above.

At the date of the notice or advertisement cop-
ies of the statutory declaration and auditors’ report



172 PART 2 - BUSINESS ORGANISATIONS

must have been sent to the Registrar so that they are
available for inspection by a company search.

Dissentient shareholders or creditors may also
apply to the court, within five weeks of the resolu-
tion, to cancel it, for example if available profits
have not been utilised. The court may order the
purchase of the dissentient shares or the payment of
creditors. This provision is obviously inapplicable,
so far as members are concerned, where there is a
written resolution.

If the company goes into insolvent winding-up
within 12 months of a payment from capital, then
the seller of the shares and the directors giving the
statutory declaration are each liable to repay the
money in full with a right of contribution against
the others involved.

Transfer of purchased shares

A transfer form is not required on completion of
the purchase. The seller merely hands over his share
certificate to the company for cancellation.

Where shares are to be held in treasury, they
are transferred to the company so that it may hold
them in treasury.

Loan capital

Trading companies have an implied power to bor-
row and charge their assets as security for a loan,
i.e. to give the lender a right to appoint, for example,
a receiver to sell the company’s assets in order to
repay the loan if the company does not otherwise
repay it, or, where practicable, to run the business
for a while in order to sell it as a going concern (see
below).

Even so, the memorandum usually gives an express
power to borrow and details of the extent to which
the company can charge its assets as security.

Section 761 puts restrictions on borrowing by
newly formed PLCs. Such companies cannot com-
mence business or borrow until they have received a
certificate allowing them to do this from the Registrar
of Companies.

The certificate will not be issued until at least
£50,000-worth of the company’s capital has been
allotted (sold) and at least one-quarter of the
nominal value of each share and the whole of any
premium has been received by the company.

Debenture and debenture stock

When a lender makes a loan to a company he will
obviously require some evidence of that fact. This
is usually a written document in the form of a deed
which is called a debenture, a term which has its
origin in the Latin word for ‘owing’.

A single debenture evidences a loan from a person
where the lender is in privity of contract with the
company and is a creditor of it. Its modern use is to
secure a loan or overdraft facility from a bank. In this
context it is the document by which the company
charges in favour of the bank all its assets and under-
takings, thus giving the bank the right to appoint an
administrator. The functions of an administrator are
contained in the Insolvency Act 1986, Sch B1, para 3
(as inserted by the Enterprise Act 2002, Part 10).
An administrator has the function of carrying out
statutory purposes in the following order:

B to rescue the company as a going concern;

m if this is not reasonably practicable, to achieve
a better result for the company’s creditors as a
whole than would be likely if the company were
wound up without first being in administration.
Thus, an administrator may manage the com-
pany for a period of time to allow it to complete
an order which will provide income; or

m if neither of the above is reasonably practicable
and the administrator does not harm the interests
of the creditors as a whole, realising (selling) the
company’s property to make a distribution of the
proceeds to one or more secured or preferential
creditors.

The only other corporate insolvency practitioner
likely to be met with in the generality of business is
a liquidator whose function is to wind up the com-
pany. He is really an undertaker and his job is to sell
what assets the company has to pay the creditors
as far as he can and then see that the company is
removed from the Register.

Debenture stock is found where the loan is to
come from the public, those who subscribe for the
debenture stock receiving a stock certificate rather
like a share certificate. The company keeps a register
of debenture holders and the stock certificates can
be transferred from one person to another in a
similar way to shares. However, unlike shares, which



cannot be issued at a discount (s 100), debentures
can be so issued. It would, for example, be unlawful
to issue, say, a £1 share at 75p, but this would be
legal in the case of a debenture.

When debentures are issued for public sub-
scription, the company enters into a trust deed with
trustees for the debenture holders. The trustees are
often an insurance company. The insurance com-
pany has the charge over the assets and the power
to appoint a receiver or an administrative receiver
and the trustees are the creditors of the company on
trust for the individual stock holders who are not in
privity of contract with the company.

From a commercial point of view this is necessary
because the holders of debenture stock are widely
dispersed and need some central authority, such as
the trustees, to look after their interests with the
company.

Our company could not make an issue of deben-
ture stock since, under s 755 of the CA 2006, a pri-
vate company cannot offer its shares or debentures
to the public. We could, however, issue a debenture
to a bank for the purpose of securing an overdraft
facility since this would not be a public issue.

Registration of charges

The much revised provisions relating to company
charges contained in the Companies Act 1989 have
been repealed by the CA 2006, which now applies.

Under s 860 particulars of a charge to secure a
debenture or an issue of debentures must be registered
with the Registrar of Companies. The object of this
is to show those doing business with the company,
who may inspect the Register, what charges there
are affecting the company’s property.

In addition, copies of the documents creating
charges are to be kept at the company’s registered
office or other place as appropriate and be available
for inspection by members and creditors without
charge (s 876).

The company must also keep a register of charges
affecting its property (s 876). This may also be in-
spected by members and creditors without charge

(s 877).

Failure to register a charge

Failure to register particulars of a charge with the
Registrar within 21 days of its creation means that
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the charge will be void if the company is wound up
and a liquidator appointed, or if an administrator
is appointed. The lender would then become an
unsecured creditor and would have no rights over
the property which the company had charged to
secure his loan. Nevertheless, the money intended to
be secured, if not on demand, becomes immediately
repayable. In addition, an unregistered charge is not
void while the company is a going concern.

It is because the security may be lost that the
law allows a secured creditor to register the charge
himself and to claim the costs from the company
(s 860).

However, in practice, banks, which commonly lend
money or give overdraft facilities to companies on a
secured debenture, get the signatures of the appro-
priate officers of the company on the document reg-
istering the charge and then post it to the Registrar
in Cardiff themselves. Thus, the company registers
the charge but the bank ensures that this is done.

Failure to register the charge in the company’s
register leads to a default fine on the company’s
officers at fault, but the charge is still valid.

There are also provisions allowing the court to
approve the registration of particulars of a charge
delivered after 21 days. The charge will be valid
from the date of its registration but has no priority
over persons who took charges over the company’s
property while it was not registered.

Releasing the charge

Under s 872 and on application being made by the
company to the Registrar of Companies that the
charge has been redeemed or released the Registrar
will enter what is called a memorandum of satisfac-
tion on the Companies House register of charges. It
is in the company’s interests to clear the register by
an entry of satisfaction in case of further borrowing.

THE ISSUE OF SHARES AND
DEBENTURES

Generally

Under s 549 the directors of public and private
companies (in this case with more than one class
of shares) cannot issue shares without the express
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authority of the members. Directors of private com-
panies with only one class of shares are able to allot
them without shareholder approval unless the articles
forbid this.

Authority is usually given by the members by
ordinary resolution at a general meeting of the com-
pany. The authority may be given for a particular
allotment of shares or it may be a general power,
though if it is it can be given only for a maximum
period of five years and then it must be renewed.
The authority once given may be taken away or var-
ied by the members by ordinary resolution insofar
as it has not been exercised.

Under s 549 private companies may elect by an
elective resolution (see later in this chapter) that the
authority given to the directors to allot shares can
be given for an indefinite period or a fixed period of
longer than five years. The fixed period is renewable,
and further renewable, by the company in general
meeting. The authority may also be varied or revoked
by the company in general meeting. The authority
must in all cases state the maximum number of rel-
evant securities that may be allotted, e.g. the whole
of the company’s unissued share capital.

Similar permission to allot debenture stock is
not required unless the debentures can, by the terms
of issue, be converted at some time in the future
to shares.

Under s 561, when public and private companies
wish to offer shares where the members have given
them power under s 549, they must offer them to
existing members first in proportion to their present
holdings, e.g. one new for three existing shares,
or whatever formula covers the number of shares
being issued.

This requirement to issue to existing members
may be excluded. A private company can add to its
articles by a special (or written) resolution a clause
stating that these pre-emption rights, as they are
called, shall not apply to the company and this
will last unless and until the articles are altered by
special resolution or the company ceases to be a
private company. It may in fact be permanent.

A public company (and a private company which
does not adopt the above approach) can disapply the
pre-emption rights by special (or, in the case of a
private company, written) resolution of its members
which may be for a particular issue or a general dis-

application which can only be for five years and then
must be renewed. Alternatively, a public company
and a private company may disapply pre-emption
rights temporarily by a provision in the articles, but
this must be renewed every five years and is not the
permanent alteration referred to above.

The provisions of ss 549 and 561 prevent the
directors from using the power of allotment to issue
shares to persons favourable to themselves in order
to keep their position on the board and thus their
control of the company. This did happen in the past
but now the consent of the members is required,
with the exception just considered, both to allot the
shares in the first place and then to issue them out-
side to persons other than existing members.

Even in a private company which has given the
directors a power of allotment for an indefinite
period, or where there is only one class of shares,
the members must still approve the disapplication
of pre-emption rights. This assumes that the private
company has not opted out of the pre-emption pro-
visions altogether (see above).

When considering pre-emption rights it should
be noted that companies that have a full listing on
the stock exchange are governed also by the Listing
Rules and can only issue 5 per cent of their securities
to persons other than existing shareholders in any
one year. The main investors in listed companies
are institutions such as insurance companies and
pension funds and they prefer that the shares are
offered to them and not outside.

PROCEDURES FOR ISSUING
SHARES TO THE PUBLIC

Before the introduction of pre-emption rights,
public companies would often issue their shares to
the public by a publicly advertised prospectus. A
merchant bank was employed to provide the neces-
sary stock market specialism and agreed to buy the
shares and offer them on to the public retaining any
not sold. This operated as an underwriting agree-
ment and meant that the company sold all the shares.
This method was and is for that matter referred to
as an offer for sale.

It has become largely impractical to use this method
in more modern times because listed companies must
offer new securities to existing shareholders though




5 per cent can be offered outside in any one year.
There are now two main methods of issuing new
shares as follows:

Arights issue

This is an issue to existing shareholders in propor-
tion to their holding, e.g. one new share for every
five held. The document that accompanies the rights
issue must comply with the listing requirements under
the aegis of the Financial Services Authority. These
requirements and the penalties for not complying
with them appear below.

A placing

Shares that are not taken up by shareholders in the
rights issue are placed by the company’s brokers
with their clients and any of these that are not taken
up will be taken by the merchant bank that has
underwritten the issues or any sub-underwriters.

It is now necessary to consider the control on the
contents of the listing particulars and the regime of
control that surrounds the above procedures. These
appear below.

REGULATION OF THE SECURITIES
MARKET AND OF ADMISSION TO IT

European Union law requires each member state
to nominate and create a Competent Authority to
maintain an Official List (or market) of securities
which is to regulate the admission of securities to
the Official List and to monitor those who issue
shares in terms of adherence to the Listing Rules
(now referred to as the Part 6 Rules, since they form
Part 6 of the FSA’s Handbook). This function is
carried out here by the Financial Services Authority
(FSA) under the Financial Services and Markets Act
2000. In 2003 the Listing Authority became part
of and was merged with the markets and exchanges
division of the FSA. The FSA’s Part 6 Rules are
contained in what is known as ‘The Purple Book’
because of its colour. The details of these rules are
beyond the scope of this book. Permission to actu-
ally trade the securities in the market is a matter for
the London Stock Exchange.
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The FSA can refuse an application for listing where
it considers that granting it would be detrimental to
the interests of investors. It can also suspend a list-
ing as where, for example, a company has failed to
comply with reporting requirements in the Part 6
Rules so that investors and potential investors do
not have sufficient information on which to make
informed decisions about the company’s securities
in order to deal in them.

General duty of disclosure in Part 6 particulars

The Financial Services and Markets Act (FSMA)
2000 in s 80 makes statutory only ‘financial condi-
tion” information. This, according to the section, is
information which investors and their professional
advisers would reasonably require in order to make
an informed assessment of the company’s financial
position, its assets and liabilities and prospects. Less
information may be given to sophisticated investors,
e.g. professional advisers (s 80(4)(c)).

Supplementary listing particulars

Section 81 of the FSMA 2000 provides that where
there is any significant change following the submis-
sion of Part 6 particulars to the Financial Services
Authority, but before dealings in the securities have

started, supplementary particulars must be approved
and published.

Exemptions from disclosure

Section 82 of the FSMA 2000 gives the Financial
Services Authority power to authorise the omis-
sion of material from the Part 6 particulars which
would otherwise be required. The discretion is
limited to particular grounds, e.g. discretion is given
for international securities which are only dealt in
by those who understand the risks. This will, for
example, preserve the informality and speed which
is vital to the Eurobond market (s 82(1)(c)).

Prospectuses

The Prospectus Regulations 2005 (SI 2005/1433)
substitute sections in the FSMA 2000 relating to
offers of shares through a prospectus. The regula-
tions implement the EU Prospectus Directive. The
prospectus contents is under the supervision of the
Financial Services Authority, which must approve
the contents before the prospectus can be used in
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share offers to the public. Thus, in a placing by bro-
kers, an approved prospectus must be available for
consultation. The contents relate largely to financial
information about the company.

Compensation for false or misleading
particulars

Section 90 (as amended by the CA 2006) gives
express liability to those responsible for the Part 6
particulars and prospectus for material misstatements,
material omissions, and misleading opinions. The
remedy given is for persons suffering loss to sue for
a money compensation.

However, under s 90(6) any liability, civil or
criminal, which a person may incur under the general
law continues to exist. Thus, a claimant could still sue
for fraud or misrepresentation under the Misrepre-
sentation Act 1967, or for a negligent misstatement
under the rule in Hedley Byrne & Co v Heller &
Partners (1963). (See further, Chapter 11.)

As regards who can sue, s 90(1) states that ‘any
person responsible for the listing particulars is liable
to pay compensation to a person who has — (a)
acquired securities to which the particulars apply;
and (b) suffered loss in respect of them .. .. This
would seem to include all subscribers whether they
have relied on the prospectus or not. Materiality in
terms of loss appears to be the test and not reliance.
It seems, therefore, that a subscriber need not be
aware of the error or even have seen the listing
particulars.

Section 90(1) would seem also to cover subsequent
purchases in the market. However, such a purchaser
could presumably only sue if he bought while the
particulars were the only source of information affect-
ing the price of the securities. Once the company
issues new information, e.g. supplementary particu-
lars, or other new material has been published, e.g.
the loss of a major contract, then it would presum-
ably be unreasonable to allow a claim.

The Prospectus Regulations 2005 add a new sub-
section, s 90(12), which provides that a person is
not to be subject to civil liability solely on the basis
of a summary in a prospectus unless the summary is
misleading, inaccurate or inconsistent when read
with the rest of the prospectus. In other words, a
summary is not to be regarded as the source of a
claim just because it is a summary.

Persons responsible

As regards civil claims, regulations made under
s 79(3) set out those who can be regarded as respons-
ible for all or some part of the Part 6 particulars.
These include the issuing company and its directors
and anyone who expressly takes responsibility for
a part or parts of the particulars, e.g. an expert who
authorised the contents of the particulars or part
of them.

Exemption is given for those who merely give
advice in a professional capacity but who do not
give specific reports for inclusion as experts.

As regards criminal liability, there is, under s 397
of the Financial Services and Markets Act 2000, a
sanction of up to seven years’ imprisonment and/or
a fine for those who make false statements in the
particulars.

Section 91 of the FSMA 2000 gives the Finan-
cial Services Authority power to impose financial
penalties on issuers who have breached the Part 6
rules. In addition, the Authority may issue public
or private censures and suspend or cancel the listing
of the securities.

Defences

Section 151 provides that a person responsible for
non-compliance with or a contravention of s 150
shall not be liable if he can prove:

(a) that he had a reasonable belief in the truth of
the statement or that it was reasonable to allow
the relevant omission;

(b) that the statement was by an expert and that he
had reasonable belief in the expert’s competence
and consent to inclusion of his statement; and

(c) if (a) and (b) above cannot be proved, that he
published a correction or took reasonable steps

to see that one was published and he reasonably
believed it had been.

There is also exemption if the relevant statement
is from an official document and also if the person
who acquired the securities knew of the defect in the
particulars.

OFFERS OF UNLISTED SECURITIES

Offers of securities on the Alternative Investment
Market are governed by the Public Offers of Secur-




ities Regulations 1995 (SI 1995/1537). These are
not considered in any detail in this text which is
intended for students and not would-be specialists
in the field of company flotations. In any case, there
are no great differences between the form and con-
tents of a prospectus under the regulations and
under the Financial Services and Markets Act 2000.
In addition, the main learning requirement in
general business law — who is responsible for the
prospectus and what happens if it is misleading? —
is covered by provisions in the regulations which
again show no great difference from the rules apply-
ing to a Stock Exchange prospectus or Part 6
particulars, which we have already described.

THE REMEDY OF RESCISSION

The main remedy for loss resulting from a misstate-
ment in a prospectus is, as we have seen, damages
based either on breach of a statutory duty under
the Financial Services and Markets Act 2000 (or the
Public Offers of Securities Regulations 1995) or
the Misrepresentation Act 1967, or at common law
under the case of Hedley Byrne which laid down the
principles of liability for negligent misstatements.

The remedy of rescission involves taking the
name of the shareholder off the register of members
and returning money paid to the company by him.
This is against the modern trend because it goes con-
trary to the principle of protection of the creditors’
buffer which is the major purpose of the many
statutory rules relating to capital maintenance.

The modern trend is to leave the shareholder’s
capital in the company but allow him a remedy for
money compensation if the shares are less valuable
because of the misstatement against those who were
responsible for the misstatement such as directors
or experts.

The cases which are illustrative of the remedy of
rescission are rather old and are not referred to here.
Suffice it to say that in order to obtain rescission
the shareholder must prove a material misstatement
of fact not opinion (the principles in the Hedley
Byrne case cover actions for damages for opinions),
and that the misstatement induced the subscription
for the shares. The action can only be brought by
the subscriber for the shares under the prospectus.
It is thus less wide than the claim for money com-
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pensation under s 90(1) which, as we have seen,
seems to extend to subsequent purchasers in the
market.

The right to rescind is a fragile one, being lost
unless the action is brought quickly; or if the
contract is affirmed, as where the shareholder has
attended a meeting and voted on the shares; or
where the company is in liquidation or liquidation
is imminent.

MEMBERSHIP

Becoming a member

A person may become a member of a company:

1 By subscribing to the memorandum of associ-
ation. Membership commences from the moment of
subscription. On registration of the company the
names of the subscribers (or subscriber in the case
of a one-person company) must be entered in the
register of members (s 112). They are, however,
members without such an entry.

2 By agreeing to become a member and having his
name entered on the register of members. Actual
entry on the register is essential for membership,
which commences only from the date of entry. A
person may show agreement to become a member:

(a) by obtaining shares from the company, by
applying for them as a result of a prospectus
(public company), or following private negoti-
ation (private company);

(b) by taking a transfer from an existing member
following a purchase or a gift of the shares.

Minors

A minor may be a member unless the articles forbid
this. The contract is voidable, which means that
the minor can repudiate his shares at any time while
a minor and for a reasonable time after becom-
ing 18. He cannot recover any money paid on the
shares unless there has been total failure of con-
sideration. Since being a member of a company
appears in itself to be a benefit regardless of divi-
dends, the minor is unlikely to be able to use this ‘no
consideration’ rule.
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Personal representatives

The personal representatives of a deceased member
do not become members themselves unless they ask
for and obtain registration. However, s 770 gives
them the right to transfer the shares.

Bankrupts

A bankrupt member can still exercise the rights of
a member. He may, for example, vote or appoint a
proxy to vote for him. However, he must exercise
his rights and deal with any dividends he receives in
the way in which his trustee in bankruptcy directs.
The trustee in bankruptcy has the same right as a

personal representative to ask for registration as the
holder of the shares.

Shareholders’ rights

The main rights given by law to a shareholder are as
follows:

1 A right to transfer his shares. This is subject to
any restrictions which may be found in the articles.
Private companies may restrict the right to transfer
shares, for example by giving the directors in the
articles a right to refuse registration of the person to
whom they have been transferred. Public companies
listed on the Stock Exchange or quoted on the AIM
cannot have restrictions of this kind in their articles
because the agreement with the relevant regulatory
authority forbids it.

2 Meetings. A member is entitled to receive notice
of meetings and to attend and vote or appoint a
proxy to attend and vote for him.

The CA 2006, in Schs 4 and 5, enables notices of
company meetings to be sent electronically to those
entitled to receive them. It also enables a member to
appoint a proxy electronically by communicating
with an electronic address supplied by the company
for the purpose.

3 Dividends. A shareholder’s right to dividend
depends on the company having sufficient distribut-
able profits out of which to pay the dividend.
Although dividend is declared by the members
in general meeting, the members cannot declare a
dividend unless the directors recommend one. Fur-

thermore, they can resolve to reduce the dividend
recommended by the directors but cannot increase it.

4 Accounts. A shareholder is entitled to a copy of
the company’s accounts within six months of its
accounting reference date (i.e. the end of its financial
year) in the case of a public company and nine months
in the case of a private company. The accounts must
be filed with the Registrar of Companies at Com-
panies House at or before the end of the above
periods according to the type of company involved.

Part 6 companies can, however, provide their share-
holders with a summary financial statement giving
merely key information from the full accounts.
Nevertheless, those shareholders who want a copy
of the full accounts are entitled to one on request.
This is designed to alleviate the problems faced by
certain of the privatised industries such as British
Telecom and British Gas which have large numbers of
shareholders who, formerly, had all to receive very
bulky and expensive copies of the full accounts. The
full (or shorter form) accounts of private companies
must be circulated to members but those members
can, by unanimous agreement, called an elective
resolution, dispense with the requirement to lay the
accounts before a general meeting. A member and,
where the company has one, the auditor can require
them to be laid and can call a general meeting for
the purpose if the directors will not do so.

The matter of the alteration of shareholders’
rights has already been considered.

The CA 2006, in Schs 4 and 5, enables copies of
the annual accounts and reports including the sum-
mary financial statements to be sent electronically
to those entitled to receive them or to appear on the
company’s website provided the articles or a mem-
bers’ resolution permits this.

Shareholders’ duties

A shareholder is under a duty to pay for his shares
when called upon to do so but is not in general
liable for the company’s debts beyond the amount
(if any) outstanding on his shares.

Cessation of membership

The most usual ways in practice that a person may
cease to be a member of a company are by:



1 transfer of his shares to a purchaser or as a gift;

2 rescission of the contract under a misleading pro-
spectus, though the more likely and acceptable
remedy today would be to remain a member but
receive monetary compensation;

redemption or purchase of shares by the company;
death or bankruptcy;

5 winding-up of the company.

S W

MEETINGS, RESOLUTIONS AND
ANNUAL RETURN

Shareholders’ meetings

There are two kinds of company general meeting:
the annual general meeting and an extraordinary
general meeting.

Annual general meeting

Section 336 states that an annual general meeting
must be held within six months of a company’s
financial year end.

The notice of the meeting must say that it is the
annual general meeting.

Private companies are no longer required to hold
AGMs or table their accounts and reports or appoint
auditors at a company meeting although they may
do so if they choose. Private companies will need
to amend their articles to take advantage of these
deregulations, by removing any relevant restrictions.

Extraordinary general meetings

All general meetings other than the annual general
meeting are extraordinary general meetings. They
may be called by the directors at any time.

Section 303 gives holders of not less than one-
tenth of the paid-up share capital on which all calls
due have been paid the right to requisition an extra-
ordinary general meeting. The requisition must state
the objects of the meeting, be signed by the requisi-
tionists, and deposited at the registered office of
the company. If the directors do not call a meeting
within 21 days of the date of depositing the requisi-
tion, the requisitionists, or the majority in value of
them, may call the meeting within three months of
the date of the deposit of the requisition.
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To prevent the directors from convening (i.e. call-
ing) the meeting to be held on a long distant date so
that the members’ desire to discuss urgent matters
is defeated, s 303 provides that the directors are
not deemed to have duly convened a meeting if they
convene it for more than 28 days after the date of
the notice convening the meeting. So if they called
it to be held, say, six months after the date of the
notice they would not have complied with the Act
and the requisitionists could call it. It should be
noted that the above provisions refer to ‘holders’ of
shares and ‘requisitionists’. One member with one-
tenth or more of the paid-up share capital cannot
therefore ask for an EGM to be held. Two members
holding at least one-tenth of the paid-up share cap-
ital are required. This is to ensure that there will be
a quorum at any meeting which is called and the
provision of the Interpretation Act 1978 that the
singular includes the plural and vice versa does not
apply because of this (see Morgan v Morgan Insur-
ance Brokers Ltd (1993).

Private company changes

The percentage required for a public company re-
mains as above at 10 per cent. However, in private
companies the percentage is reduced to 5 per cent
where no requisitioned meetings have been held in
the last 12 months. Requests in electronic form are
permitted.

Convening of meetings in deadlocked companies

In the smaller private company a problem that may
arise if the shareholders have fallen out is that a
majority shareholder is unable to exercise control of
the company because a non-controlling member will
not attend a meeting to put policies into effect. Where
this situation exists it is important to note that the
controlling shareholder can achieve an effective
meeting as follows:

m Under s 306 the court can call extraordinary
meetings and the AGM and direct that one mem-
ber of the company present in person or by proxy
shall constitute a quorum and validly conduct
business. Application is by a director or member.

It should be noted that the above power is not
intended to sort out problems between shareholders
simply because they have equal shareholdings. Thus,
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if in a company with two members, A and B, the
company is deadlocked because they have equal
shareholdings and A votes one way and B votes in
another, the powers would not be used to call a
meeting and declare that one member, say A, could
validly conduct business in the absence of B. Such
deadlock will, unless it can be sorted out by the
agreement of the shareholders concerned, generally
result in the liquidation of the company.

Ross v Telford (1998)

In this case the members were husband and wife. The
quorum at meetings of the company was two. During
acrimonious divorce proceedings the parties would not
co-operate in terms of convening company meetings. The
husband asked the court for an order convening a meeting
with himself as constituting a quorum to conduct business.
A district judge ordered such a meeting but the Court
of Appeal allowed the wife’s appeal against the order. The
court ruled that s 371 was not an appropriate vehicle to
resolve deadlock between two equal shareholders.
Comment. Presumably, if either of the parties had been a
majority shareholder, the court could and would have
convened a meeting to allow the majority shareholder to
rightfully exercise control.

Notice of general meetings

Section 307 retains the former minimum notice re-
quirement of 21 days for public company AGMs,
with 14 days’ notice being required for all other
general meetings, whether public or private com-
pany general meetings. The notice may be given in
electronic form where a shareholder has provided
such an address.

The articles usually provide that a meeting shall
not be invalid because a particular member does not
receive notice, unless of course this is deliberate as
distinct from accidental.

Quorum at general meetings

Section 318 provides that in one-member companies
one qualifying person shall constitute a quorum.
In other cases two qualifying persons are required.
Qualifying persons are individuals who are mem-
bers, corporate representatives and proxies. The sec-
tion excludes the possibility of two or more corporate
representatives or proxies of the same member from
comprising a quorum.

Quorum of one

Where an AGM or EGM is called by the court
under s 306, the court may decide upon the quorum
which may even be one person present in person or
proxy (see Ross v Telford (1988)).

Voting

This may be by a show of hands, in which case,
obviously, each member has one vote, regardless of
the number of shares or proxies he holds. However,
the articles usually lay down that the chairman or a
certain number of members may demand a poll, e.g.
two members. If a poll is successfully demanded,
each member has one vote per share and proxies
can be used.

Proxies

Section 324 sets out new provisions for the appoint-
ment of proxies. In future, members of both public
and private companies will have the right to
appoint proxies. The proxies will be able to attend
and speak and vote at a meeting. Where a member
holds different types of voting shares, that member
may appoint two proxies, one in respect of each
type of share. Proxies have one vote on a show of

hands.

Minutes

A company must keep minutes of the proceedings
at its general and board meetings. Members have a
right to inspect the minutes of general meetings but
not those of directors’ meetings.

Resolutions — generally

There are four main kinds of resolution passed at
company meetings as set out below.

1 An ordinary resolution, which may be defined as
‘a resolution passed by a majority (over 50 per cent)
of persons present and voting in person or by proxy
at a general meeting’ (CA 2006, s 282).

Any business may be validly done by this type
of resolution unless the articles or the CA 2006
provide for a special or extraordinary resolution for
that particular business.

An example of the use of an ordinary resolution
is for the members to give their permission for the



directors of public companies to allot the company’s
unissued share capital under s 549.

2 A special resolution, which is one passed by a
75 per cent majority. There is no longer a require-
ment for 21 days’ notice.

It will be appreciated that if a special resolution is
to be proposed at the annual general meeting, 21
days’ notice will have to be given because that is the
requirement for the AGM.

A special resolution is required, for example, to
change the company’s articles. Section 30 provides
that within 15 days of the passing of a special resolu-
tion a copy of the resolution must be forwarded to
the Registrar of Companies.

The copy sent to the Registrar may be printed or
be in any form approved by the Registrar including
electronic form (s 30).

3 Written resolutions of private companies. Under
s 288, private companies can used a written resolu-
tion procedure in which the resolution is circulated
for approval by members without a meeting. A
major change here is that these resolutions will no
longer be required to be unanimous. Instead, they
will only need to be signed by the majority that
would have been required to pass the resolution in
general meeting: e.g. in the case of a written special
resolution, 75 per cent.

4 Ordinary resolutions after special notice. Section
312 requires that for certain ordinary resolutions to
be passed at a meeting, for example one removing a
director before his period of office is ended, special
notice must be given.

Where special notice is required it must be given
to the company not less than 28 days before the
meeting at which the resolution is to be proposed
and by the company to the members not less than
21 days before that meeting.

This means that if, for example, a member wishes
to propose the removal of a director by this proced-
ure under s 168, then when he stands up at the meet-
ing to propose that removal, the company, through
its officers, must have been on notice of his inten-
tion to do so for 28 days at least and the members
for 21 days at least.

The purpose of the notice of 28 days is so that the
company can, as s 169 requires, alert the director
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concerned to the possibility of his removal so that
the director can circulate members with his reasons
why he should not be removed or, that failing, pre-
pare an oral statement to be given at the meeting at
which his removal is proposed.

Before leaving the topic of resolutions passed at
meetings, it should be noted that resolutions can be
passed by a small number of members. For example,
if a company has 5,000 members but only 30 attend
the meeting and 70 appoint proxies, a special or
ordinary resolution can be validly passed by three-
quarters or at least 51 per cent, as the case may be,
taken from those present at the meeting and voting
in person or by proxy.

Members’ resolutions at the AGM

Under s 314, a member (or members) representing
not less than one-twentieth of the total voting rights
of all the members can by making a written requisi-
tion to the company compel the directors:

1 to give to members who are entitled to receive
notice of the next AGM notice of any resolution
which may be properly moved and which they
intend to move at that meeting; and

2 to circulate to the members any statement of
not more than 1,000 words with respect to the
matter referred to in any proposed resolution or
the business to be dealt with at the meeting.

The requisition must be made not later than six
weeks before the AGM if a resolution is proposed
and not less than one week before if no resolution is
proposed.

It should be noted that since s 314 uses the expres-
sion ‘member or members’ the section can be used
by one member with the required shareholding.

Requests in electronic form are permitted.

Written resolutions of private companies
Chapter 2 of Part 13 of the CA 2006 provides for

written resolutions of private companies only.
These need no longer be passed unanimously but
require the same majority as the resolution they are
covering would require if passed in general meeting.
Thus, for a written special resolution the majority is
75 per cent. There are, as before, two exceptions
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where a written resolution cannot be used: a resolu-
tion to remove a director or an auditor before the
expiration of his or her period of office. This is be-
cause in both cases the person concerned can make
representations to the members in general meeting
regarding the removal.

Members’ powers

Members having 5 per cent of the total voting rights
of the membership can request the directors to cir-
culate a written resolution. The directors must cir-
culate it within 21 days of the of the request.

Other main points

There is a time limit of 28 days for the passing of a
written resolution; otherwise it cannot be passed.
Finally, the articles cannot remove the ability of a
private company and its members to use the written
resolution procedure.

Auditor’s rights

Section 503 provides that, in relation to a written
resolution proposed to be agreed by a private com-
pany, the company’s auditor is entitled to receive all
such communications relating to the resolution.
This will not apply where the company has taken
the audit exemption and has no auditors.

Records

The company is required to keep a record of
written resolutions and the signatures of those mem-
bers who signed them in a record book which is, in
effect, a substitute for what would, in the case of a
meeting, be the minutes.

Resolutions and the ‘Duomatic principle’
of unanimous consent

Some of the smaller private companies are not
always meticulous at observing the legal formalities
of decision-making within corporate law. It is there-
fore helpful to note in this regard that where all
the shareholders of a company assent on a matter
that should be brought into effect by a resolution
in general meeting (or a written resolution) the
unanimous consent of all the shareholders without
a formal meeting or written resolution is enough
to satisfy the law. This is called the Duomatic prin-

ciple, from the case in which it was most famously
canvassed, i.e. Re Duomatic (1969). A more recent
example of the use of the principle appears below.

Deakin v Faulding (2001)

The case was brought to decide upon the validity of
certain bonuses paid to a director of a company. The
payment had not been approved by an ordinary resolution
of the members either in a meeting or by written resolution
as the articles required. The new owners of the company
wanted to recover the bonuses. It appeared that all the
shareholders had informally agreed to the payment which
were declared by the High Court to be valid under the
Duomatic principle.

Impact of Schs 4 and 5 to the CA 2006

m Notices of meetings can be sent electronically
to those entitled to receive them. Either notices
can be sent directly to an electronic address sup-
plied for the purpose by the recipient or they can
be published on a website and the recipient
notified of their availability in a manner agreed
with him. In the latter case, the notice must be
published on the website for at least the period
for which notice of the meeting must normally
be given.

m As regards proxies, a member may appoint a
proxy electronically by communicating with an
electronic address supplied by the company for
the purpose.

m As regards the filing of resolutions and other
documents with the Registrar of Companies, the
order enables the Registrar to direct that any
document required to be delivered to him under
the Companies Act 1985 and the Insolvency Act
1986 may be delivered electronically in a form
and manner directed by him. In practice, Com-
panies House gives guidance on these matters.

m Special articles are overriden and do not require
amendment, but companies should do so in line
with best practice.

The annual return

Under s 854 a company must file an annual return
with the Registrar of Companies. It must be made
up to a date of 12 months after the previous return
or, in the case of the first return, 12 months after



incorporation. The company may move the date of
its next annual return by indicating the new date on
the current annual return. The new date then gov-
erns future annual submissions. The return must be
delivered to the Registrar within 28 days of the make
up date.

The shuttle concept

Under a procedure introduced by the Registrar of
Companies, companies are issued with a shuttle docu-
ment containing all the information relevant to the
annual return which the Register already holds on
the company’s file. The company is merely required
to confirm or amend the shuttle document and
return it. There is no need as formerly to complete
a blank form.

If the return is not made, the company and
every officer in default is liable to a fine, and in
addition the directors may become disqualified by
the court.

The electronic shuttle

We have noted that the CA 2006 allows the Regis-
trar of Companies to direct that documents to be
delivered to Companies House may be so delivered
by electronic means. In this connection, Companies
House is looking at the feasibility of introducing an
e-shuttle for submission of annual returns. Instead
of sending a company a pre-printed from as now,
it would send the information by e-mail. The com-
pany would then reply to the e-mail either to confirm
that the information remains correct and current or
to give details of changes. The annual return filing
fee would be paid electronically and the returned
e-shuttle would be authenticated by the company
quoting a unique PIN number previously agreed
with Companies House. An ‘image’ of the returned
e-shuttle would be made and be accessible on-line
from Companies House.

PROTECTION OF MINORITY
INTERESTS

There are two major areas of minority protection as
follows:

m Part II, Chapter 1 (ss 269-264) of the CA 2006
(the derivative claim); and
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m Part 30 (ss 994-999) of the CA 2006, to protect

members against unfair prejudice.

Part Il, Chapter 1: the derivative claim
against directors

This is a new statutory area of claim designed to allow
a minority of members to bring a claim on behalf of
the company for compensation from directors who,
being in breach of duty, have caused it loss.

What is a derivative claim?

It occurs when A claims, say, damages which have
been suffered by B (not A). Any damages awarded
will go to B, though A can recover the costs of a suc-
cessful claim from the defendant. Attempts to use
such a form of claim were made by shareholders
who wished to sue on behalf of their company for
damages caused by the acts of its directors, those
directors being also in voting control of the com-
pany. This type of claim was blocked by the rule
in Foss v Harbottle (1843), which ruled that such
claims were invalid. Then came a long history of
case law providing exceptions to Foss and letting,
now and again, a derivative claim through.

This text has in previous editions included many
of these cases but since there is now a special claim
against directors there seems little point in continu-
ing with them. They are not in general helpful in an
interpretation of the new provisions.

Nevertheless, the rule in Foss and the exceptions
to it remain in the common law.

The new procedure

The CA 2006 introduces a new procedure under
which a shareholder may bring proceedings on be-
half of the company against a director for damage
caused to it by negligence, default, breach of duty
or breach of trust. If the claim is successful the com-
pensation will go to the company; but the derivative
claimant, the shareholder, will recover costs in a
successful claim.
There are safeguards for directors:

m A claimant must obtain court permission to pro-
ceed with the claim. This is a two-stage process:
a preliminary stage aimed at removing vexatious
claims, followed by a full hearing to see whether
permission should be granted.
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m The court must refuse permission where the claim
is in the view of the court not in accordance with
the duty to promote the success of the company,
or if it is satisfied that the act or omission has
been authorised or ratified by the company, or
where it is likely to be ratified by the company.

Despite the safeguards, more derivative claims are
likely to be brought against wrongdoing directors.

Other statutory protection of the
minority

In addition to the protection available to the min-
ority by reason of the exceptions to Foss, various
minority rights are given by statute.

The most far-reaching is the right of a minority
shareholder to petition the court for relief under s 459
where the shareholder believes that his interests are
being ‘unfairly prejudiced’ by the way in which the
company’s affairs are being carried on. This section
will be looked at separately.

Other main examples of statutory protection are:

m the right given to 15 per cent to object to the
courts in regard to a proposed variation of class
rights;

m the right of a member of a solvent company to
petition the court for a compulsory winding-up
on the just and equitable ground;

m the right given to one-tenth of the members
to require the convening of a general meeting;

m the right given to a member or members with
a one-twentieth interest to get an item up for dis-
cussion at the AGM.

Relief from unfair prejudice

Under s 994 any member may petition the court
on the grounds that the affairs of the company are
being conducted in a manner which is unfairly pre-
judicial to the interests of its members generally or of
some part of its members (including the petitioner
himself) or that any actual or proposed act is so
unfairly prejudicial.

Note: the CA 2006, ss 994-998 merely restate
the former rules in the Companies Act 1985.

A summary of the main points arising from case
law and other sources appears below.

Unfair prejudice

The circumstances leading to ‘unfair prejudice’,
according to the Jenkins Committee, which was set
up to consider company law reform and reported in
1962, were as follows:

1 Directors paying themselves excessive salaries,
thus depriving members who are not directors of
any dividends or of adequate dividends.

This was the scenario in Re Sam Weller (1989)
and the High Court decided that minority share-
holders whose only income from the company was
dividends could be regarded as unfairly prejudiced
under what is now s 994 by low dividend payments.

2 Refusal of the board of a private company to put
the personal representatives of a deceased share-
holder on the register, thus preventing the shares
from being voted and leading sometimes to the
personal representatives selling the shares to the
directors at an inadequate price.

3 The issue of shares to directors on advantageous
terms.

4 The refusal by the board to recommend payment
of dividends on non-cumulative preference shares
held by a minority.

It may also be that negligent mismanagement by
the directors causing loss to the company is unfairly
prejudicial conduct, though this is as yet uncertain
in view of the absence of definitive case law.

According to the court in Re a Company (1983),
it is not unfairly prejudicial for the directors to refuse
to purchase the company’s shares under s 162. In
that case the executors of a deceased shareholder in
a private company wanted to cash in the shares to
provide a trust fund for the education and mainten-
ance of the deceased shareholder’s minor children.
This fund would have yielded more than the com-
pany was paying in dividends on the shares. In the
event the directors would not buy the shares, though
they were prepared to approve a sale to an outsider
if one could be found. This conduct was not unfairly
prejudicial, said the court.

However, it seems that removal from the board
as in Ebrahimi v Westbourne Galleries (1972), or
other exclusion from management, is covered. This
has, in fact, been the basis of the majority of cases



brought under the section since it came into law. The
section talks about conduct unfairly prejudicial to
the interests of some part of the members, and in a
private company a substantial shareholder can expect
to be a director: it is an interest of his membership.
The court said that this was the case in Re London
School of Electronics (1985) where a director was
excluded from management. The court made an
order for the purchase of his shares by the majority
shareholders. Thus he got his capital out and could
go into another business. It will be seen that this is
a better remedy than Westbourne, i.e. winding-up
under the just and equitable ground. The person
excluded from management gets his capital out with-
out the need to wind up a solvent company when
the directors have merely fallen out with each other.
Nevertheless, it was held in Re a Company
(No 001363 of 1988) (1989) that a petition for
winding-up on the just and equitable ground can
still be made if that is the petitioner’s choice.
Finally, it should be noted that the House of Lords
ruled in O’Neill v Phillips (1999) that, provided a
member of a company has not been excluded from
management as a director, he cannot demand that
his shares be purchased under s 994 simply because
he feels that the company is not being managed
properly. The decision makes clear that the new s
994 remedy is not a ‘cure-all’ for shareholders who,
for a variety of reasons, are not satisfied with the
way in which a company is being run. This is par-
ticularly true where they are also in management.

Relief available

Section 996 gives the court a power to make any
order it sees fit to relieve the unfair prejudice, includ-
ing in particular the following:

1 Order to regulate the future conduct of the com-
pany’s affairs. This could include the making of a
court order altering the articles as in the following
case decided under earlier minority protection law.

Re H R Harmer (1959)

Mr H senior, formed a company through which to deal in
stamps. He gave his two sons shares in the company but
kept voting control himself. Mr H senior was ‘governing
director’ and his sons were also directors. Mr H senior
ignored resolutions of the board; he set up a branch
abroad which the board had resolved should not be set
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up; he dismissed trusted employees, drew unauthorised
expenses; and engaged a private detective to watch the
staff, presumably because he thought they might steal
valuable stamps (imagine the effect on industrial relations!).
Eventually the sons petitioned the court.

The court found, in effect, unfair prejudice. In giving

relief the court ordered Mr H senior to act in accordance
with the decisions of the board and ordered that he should
not interfere in the company’s affairs otherwise than as the
board decided. The company'’s articles were altered by the
court order to this effect.
Comment. Once the articles have been altered by the
court order, a special resolution is not enough to change
the articles affected by the court order. The court itself
must give permission for the change.

2 Order to restrain the doing or continuance of any
act complained of by the petitioner. Under this the
court could make an order directing the reduction
of directors’ remuneration found to be excessive and
preventing the payment of dividends to the minority.

3 Order to authorise civil proceedings to be brought
in the name of the company by such persons and on
such terms as the court directs. This provision is of
particular interest in that the court may authorise
the bringing of civil proceedings by the company,
seemingly without any of the restrictions of Foss on
derivative claims. It should be noted that the claim
would not be derivative. The company would be the
claimant under the court order and there would be
no need for the nominal defendant procedure.

4 Order to provide for the purchase of a member’s
shares by the company or its other members and, if
the former is chosen, reduce the company’s share
capital as required. This provision was, of course,
applied in Re London School of Electronics (1985)
where the order was that the majority shareholders
should buy the shares of the member/director who
had been excluded from management. This has
been the remedy most frequently asked for and
obtained in these claims.

DIRECTORS AND SECRETARY

The management of a company is usually entrusted
to a small group of people called directors. The main
control of the shareholders lies in their power to
appoint or remove directors. The company secretary
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is an important officer of the company in terms of
its day-to-day administration.

Every public company must have at least two
directors and every private company at least one
(s 154). Public companies must have a secretary and
a sole director cannot also be the secretary (s 271).

Company secretaries (CA 2006, Part 12)

Section 270 states that private companies may, at
their discretion, have or not have a company sec-
retary. The company’s articles may contain the relev-
ant provision following choice. Where no provision
appears in the articles then the articles will be
treated as providing that the company is permitted
to have a secretary but not required to. The articles
will not be deemed to provide that the company is
not to have a secretary. Where articles are altered to
state that the company is required to have a secret-
ary, or is permitted to have one, or is not to have
one, this change can be made once only.

If there is no secretary in post because of a tem-
porary vacancy or because the company is not to
have a secretary by the articles, then under s 274 the
function will fall either to a director or to another
person authorised generally or specifically to carry
out the function(s). This is an interesting provision,
because if a person is authorised generally to carry
out the function a company whose articles provide
that it is not to have a secretary would appear to
have one in fact in all but name. If there is a failure
to authorise a director or other person the function
goes to the board of directors.

As regards the register of secretaries, s 275
requires a public company to keep such a register.
As regards private companies, s 275 also provides
that such a company whose articles require it to
have a secretary, or whose articles permit it to have
a secretary, and in this latter case it has one, may
keep a register of secretaries. The register, if kept, is
to be available at the registered office and available
for inspection by members free and others on pay-
ment of such fee as may be prescribed.

Appointment

The documents sent to the Registrar seeking incor-
poration must state the company’s proposed officers,

i.e. directors and secretary. A private company need
not have a secretary but may have if desired. On
registration those officers are deemed appointed.
In this way the appointment of the company’s first
directors is achieved.

Subsequently, directors are usually appointed by
the members of the company in general meeting by
ordinary resolution. The board of directors is norm-
ally allowed to fill casual vacancies, that is, vacancies
which come about because, e.g., a director dies, or
resigns his directorship before his term of office has
come to an end, or to appoint additional directors
up to the permitted maximum, say five, and so if we
have only two directors the board could appoint up
to three more. Directors approved as additional or
to fill casual vacancies usually hold office until the
next AGM when the members decide by ordinary
resolution whether they are to continue in office.

There are a number of new provisions in the CA
2006 that are worth noting. Under s 155, compan-
ies are required to have at least one director who is
a natural person, i.e. an individual, so that the board
cannot consist of companies represented by corporate
representatives. Section 156 allows the Secretary of
State to direct the company to make appointments
so that one director is in place for a private company
and two for a public company. Section 157 intro-
duces a minimum age of 16 for a natural person to
be a director.

Generally, one or more full-time directors is
appointed a managing director. The articles must
provide for the appointment and articles normally
enable the board to confer on the managing director
any of the powers exercisable by the board and to
vary these powers.

Many of the provisions of company law, e.g. the
rules relating to directors’ loans and the disclosure
of those loans in the accounts, apply to ‘shadow
directors’. These are, under s 251, people in accord-
ance with whose directions or instructions the board
of the company is accustomed to act but excluding
professional advisers such as lawyers and account-
ants who may give the board professional advice on
which they usually act.

However, those who give advice other than purely
in a professional capacity in the sense of legal and
accounting advice may be included. The Court of
Appeal ruled - in a case that appears to extend the



definition of shadow director — that the concepts of
direction and instruction in the definition did not
exclude the giving of advice. The company concerned
was in the travel business. It went into liquidation
owing creditors an estimated £4.46 million. Dis-
qualification proceedings were brought successfully
against three of its directors and two of its advisers
who were consultants with experience in the travel
business (see Secretary of State for Trade and Indus-
try v Deverell (2000)). It should be noted that such a
disqualification also prevents the holding of director-
ships in other companies.

The above provisions are intended to stop the
evasion of the law relating to directors by a major
shareholder who can control the company with-
out being on the board. Such a person cannot, for
example, get around the law relating to directors’
loans by resigning temporarily from the board in
order to allow the company to make him a loan. He
would be covered because he would be a ‘shadow
director’.

Remuneration — generally

If a director is to receive remuneration, his contract
of service (if he is an employee, executive director
(e.g. sales director)) or the articles (in the case of a
fee-paid non-executive director) must provide for it.
As regards an executive director’s service contract,
s 228 says that the company must keep a copy of it,
for at least one year after it has expired, normally at
the registered office, and that this copy is to be open
to the inspection of members, who can now, under
the 2006 Act, obtain copies as well. While this may
be of general interest, it is vital where a member (or
members) intends to try to remove a director from
the board before his term of office has expired. A
director who is removed in this way has a right to
sue for damages if he has a contract which has still
some time to run.

Members can look at the contract and see what
their act in removing the director might cost the
company.

The notes to the accounts of the company must
disclose the salaries or fees of the directors and the
chairman. This is not required in the ‘abbreviated’
accounts which small companies may file with Com-
panies House.
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Controlling directors’ pay

One of the major difficulties arising in connection
with directors’ pay at least in more recent times has
been the seemingly excessive payments made to
directors in terms of remuneration while in office
and compensation packages at the end of what has
not always been a successful period of office in
terms of the profitability of the company.

So far as UK corporate law is concerned, the board
has a largely unsupervised freedom to fix the incomes
of the board. This would not be the case if directors
took their remuneration by way of fees because the
articles normally provide the mechanism for dealing
with this and it is usually necessary for directors’
fees to be approved by an ordinary resolution of the
members.

However, directors’ remuneration is normally
dealt with by the issue of a contract and articles
normally provide that contracts may be made by
the board with individual directors and no member
vote is required.

There are now in place two main methods of
controlling directors’ pay but these apply only to
companies listed on the Stock Exchange.

1 The Combined Code of best practice

This code of practice is the result of separate reports
over a period of years by the Greenbury Committee
and the Hampel Committee as amended to include
certain of the recommendations of the Higgs Com-
mittee and a Committee chaired by Sir Robert Smith.
It is enforced extra-legally as a code of best prac-
tice that is now part of the Part 6 Rules. It must
therefore be complied with as part of obtaining
and retaining a quotation for the company’s shares
on the Stock Exchange without which they would
not be readily saleable. It requires listed companies
to set up remuneration committees of independent
non-executive directors to make recommendations
to the board on the executive directors’ remunera-
tion packages. The remuneration of non-executive
directors is envisaged as being set by the board or,
if the articles require it, by shareholder approval.
The company’s annual report should contain a state-
ment of remuneration policy. The code also states
that the notice or contract period for directors should
move towards one year. This is designed to cut
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down the compensation required where a director
of a failing company has his contract withdrawn
with, say, two years still to go.

2 The Directors’ Remuneration Report
Regulations for listed companies

The Directors’ Remuneration Report Regulations
2002 (S12002/1986) apply to listed companies with
financial years ending on or after 31 December 2002.
Under the regulations, quoted companies must pub-
lish a report on directors’ pay as part of their annual
reporting cycle. The report must be approved by
the board of directors and copies must be sent to the
Registrar of Companies. Companies must hold a
shareholder vote on the report at each AGM. The
Report must include:

m details of individual directors’ pay packages and
justification for any compensation packages given
in the preceding year;

m details of the board’s consideration of directors’
pay;

m membership of the remuneration committee;

® names of any remuneration consultants used,
whether they were appointed independently, and
whether they provide any other services to the
companys;

m aforward-looking statement of the company policy
on directors’ pay, including details of incentive
and share option schemes, an explanation of how
packages relate to performance, and details and
explanations of policy on contract and notice
periods;

m a performance graph providing information on
the company’s performance in comparison with
an appropriate share market index.

Comment. The shareholder vote is advisory only
and the company is not legally bound to act upon
it. Nevertheless, the government takes the view
that any company that defies such a vote will face
considerable criticism and pressure for change.
The regulations fly in the face of calls from investor
groups, such as the Association of British Insurers
and the National Association of Pension Funds,
for the matter to be addressed only by means of
corporate governance codes rather than what they
regard as inflexible legislation.

Statutory requirements on disclosure of
remuneration

New requirements for the disclosure of directors’
remuneration were introduced by the Company
Accounts (Disclosure of Directors’ Emoluments)
Regulations 1997 (SI 1997/570). They apply to all
companies listed and unlisted for accounting periods
ending on or after 31 March 1997.

The regulations amend provisions of companies
legislation relating to the disclosure of directors’ em-
oluments or other benefits in the notes to a company’s
annual accounts in respect of any financial year.

Under the regulations:

m companies will be required to show aggregate
details of directors’ remuneration under four head-
ings — emoluments (i.e. basic salary and annual
bonuses); gains made on the exercise of share
options; gains made under long-term incentive
schemes; and company contributions to money
purchase pension schemes. Small companies’ full
and shorter form accounts can show merely the
total of the aggregate amounts;

m where the aggregate remuneration exceeds or is
equal to £200,000, companies will be required to
show also the figures attributable to the highest
paid director and the amount of his or her accrued
retirement benefits if he or she is a member of
a defined benefit pension scheme, i.e. a pension
scheme in which the rules specify the benefits to be
paid, and the scheme must be financed accordingly;

® companies are no longer required to show the
number of directors whose emoluments fell within
each band of £5,000.

For listed companies, the regulations bring the Com-
panies Act into line with Greenbury and the Part 6
Rules. For unlisted companies they streamline the
former disclosure requirements.

Exceptions for unlisted companies

The above requirements apply to companies listed
on the Stock Exchange and on the Alternative Invest-
ment Market. Unlisted companies must comply with
the requirements, with two important exceptions:

m unlisted companies do not have to disclose the
amount of gains made when directors exercise
share options. They have merely to disclose the



number of directors who have exercised their
share options;

m unlisted companies do not have to disclose the net
value of any assets that comprise shares which
would otherwise be disclosed in respect of assets
received under long-term incentive schemes.
Instead they disclose the number of directors in
respect of whose qualifying service shares were
received or receivable under long-term incentive
schemes.

Enforcement of fair dealing by directors

Duration of contracts of employment

Under ss 188 and 189 contracts of employment
with directors which are for a period of more than
two years and cannot be terminated by the com-
pany by notice must be approved by the members
by ordinary resolution in general meeting. If this is
not done the contract can be terminated by reason-
able notice, which is not defined by the Act but
which at common law would be at least three
months. (James v Kent ¢& Co Ltd (1950).)

This provision is also useful to those who want
to remove a director from office. In the past boards
of directors have given themselves long contracts
without consulting the members. This has made it
difficult to remove them because the compensation
payable under a long service contract which had been
broken by removal of the director concerned was
sometimes more than the company could afford. It
can still be costly.

Substantial property transactions

Sections 190-196 require the approval of the mem-
bers by ordinary resolution in general meeting (or
written resolution) of any arrangement to transfer
to, or receive from, a director (or connected person,
see below) a non-cash asset, e.g. land, exceeding
£100,000 or exceeding 10 per cent of the company’s
net assets, whichever is the lower. The section does
not apply, however, to non-cash assets of less than
£5,000 in value.

Thus, a company whose assets less its liabilities
amounted to £200,000 would have to comply with
the Act in respect of a transaction with a director
for a non-cash asset worth more than £20,500.
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The Act is designed to prevent directors (at least
without member approval) from buying assets from
the company at less than their true value or trans-
ferring their own property to the company at more
than market value.

Transfers to and from connected persons are
regarded as transfers to and from a director himself.
The main category of connected persons is a direc-
tor’s wife or husband and children under 18, plus
companies in which the director, together with his
connected persons, holds one-fifth or more interest
in the equity share capital. A director’s partner is
also included.

The rules apply to all companies and shadow
directors are included.

It should be noted that the Act refers to ‘arrange-
ments’ rather than contracts and this will catch
transactions where they are not to be carried out
under legally binding agreements.

A major change under the 2006 Act is to allow
the company and the director to enter into a con-
tract that is conditional on member approval. This
is to cope with the case where the transacting com-
pany is a member of a group and allows that com-
pany to enter into the contract conditionally on the
approval of members of its holding company.

Loans, quasi-loans and credit taken by directors

Sections 197-214 deal with the above matters. The
major change in the CA 2006 is that it abolishes the
prohibition on loans, quasi-loans, etc to directors
and replaces this with a requirement for approval of
the transaction by the members by ordinary resolu-
tion (or written resolution).

First, a description of loans, quasi-loans, and credit.

1 Loans and quasi-loans. Basically, a quasi-loan
occurs when a director incurs personal expenditure
but the company pays the bill. The director pays
the company back later. In a loan the company
would put the director in funds; he would buy, e.g.
personal goods, and then repay the loan.

Examples of quasi-loans are:

m the company buys a yearly railway season ticket
for a director to get to work; he repays the com-
pany over 12 months;

m a director uses a company credit card to pay for
personal goods, e.g. a video. The company pays
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the credit card company and the director repays
his company over an agreed period;

m the company purchases an airline ticket for a
director’s wife who is accompanying him on a
business trip at the director’s expense. The direc-
tor repays the company over an agreed period.

It should be noted that the director’s own expenses
for the trip which would be paid by the company
are not affected. It is only personal and not business
transactions which are controlled.

2 Credit. Examples of credit are:

m a furniture company sells furniture to a director
on terms that payment be deferred for 12 months;

m the company services a director’s personal car in
its workshops and the director is given time to
pay;

m the company sells a Rolls-Royce to the wife
of one of its directors under a hire-purchase
agreement.

Loans, quasi-loans and credit

The position is as follows.

In the case of a private company which is not
associated with a public company (as where the two
companies are part of the same group), the Act
requires member approval for loans and related
guarantees or security made by a company for:

m a director of the company or a director of its
holding company.

In the case of a public company or a private com-
pany associated with a public company, member ap-
proval is required for loans, quasi-loans and credit
transactions and related guarantees or security made
by the company for:

m a director of the company;

m a director of its holding companys;

m a person connected with a director of the com-
pany, e.g. spouse; or

m a person connected with a director of its holding
company.

Member approval is not required by the above pro-
visions in the following circumstances:

m for loans, quasi-loans and credit transactions to
meet expenditure in the company’s business but

total value of loans, etc. to those in the above list,
including connected parties, must in the aggreg-
ate not exceed £50,000;

®m money advanced to a director’s defence costs in
legal proceedings in connection with any alleged
negligence, default, breach of duty or breach of
trust in relation to the company or an associated
company;

m small loans and quasi-loans, as long as the total
value of such loans and quasi-loans to a director
and connected persons does not exceed £10,000;

m small credit transactions provided the value ag-
gregated across the director and connected persons
does not exceed £15,000;

m credit transactions made in the ordinary course
of the company’s business, as where a director of
a furniture retail company enters into a credit
transaction for the purchase of a sofa for his or
her own home;

m loans and quasi-loans made by a money-lending
company in the ordinary course of its business and
the loan is on commercial not favourable terms.

There is now no criminal penalty for breach of the
above provisions. However, the loans, etc would be
unlawful and recoverable by the company.

Disclosure in accounts

Under s 413, all transactions involving loans, quasi-
loans and credit to directors and their connected
persons in all companies must be disclosed in notes
to the company’s accounts.

Material interests

Material interests of directors and their connected
persons must also be disclosed in a note to the
accounts. A material interest could be, for example,
a contract to build a new office block which the
company had entered into with a building firm run
by a director, or by the spouse of a director.

It might also be a loan to the brother of a director.
A brother is not a connected person but the loan
might be a material interest.

The board of directors will decide whether a
transaction is material, though the auditors must
disclose it in their report if the directors fail to dis-
close it in the accounts as s 413 requires and the
auditor thinks it is material.



Contracts with a sole member/director

Section 231 applies. This provides that the terms of
a contract with a sole member/director must either
be set out in a written memorandum or recorded in
the minutes of the next board meeting. This does
not apply if the contract is in writing or is entered
into in the ordinary course of business as where the
company buys raw materials from the sole member/
director.

Disclosing interests in contracts

Section 182 provides that every director who has
an interest whether direct or indirect (as through a
connected person) in a contract or proposed con-
tract with the company must disclose his interest
either at the board meeting at which the contract is
first discussed or if the interest has not arisen at that
time then at the first board meeting after the interest
arises. In Guinness v Saunders (1990) the House of
Lords decided that disclosure had to be made at a
full meeting of the board and not at a meeting of
a committee of the board. The section provides for
a general notice procedure under which a director
may give notice that he is a member of a specified
company or a partner in a specified firm and is to be
regarded as interested in any contract which may,
after the date of the notice, be made with that com-
pany or firm. This general notice procedure is not
available unless the interest arises only because the
director is a member of a company or partner in a
firm. Thus, if the interest arises because the director
is a director of the other company but not a member
of it, disclosure should be made in relation to each
transaction as it arises.

A director who fails to make disclosure as required
is liable to a fine. In addition, the contract can in
appropriate circumstances be regarded as cancelled
(or rescinded) but this must be done quickly and
preferably before any performance has taken place
(see below). The company’s articles may waive the
right to rescind, or the members by ordinary or
unanimous written resolution can do so.

There can be no waiver by the board. However,
the director concerned can vote in favour of adopt-
ing it under the written resolution procedure or at
a general meeting and even in the latter case if he
controls the voting at the meeting. This is because
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the director is not in breach of duty in terms of the
making of the contract but only in breach of the
duty of disclosure.

Incidentally, a director is not required to declare
any interest which is not likely to give rise to any
conflict of interest.

The above disclosures should be made by new
directors at the first board meeting in so far as they
apply to then existing contracts.

Craven Textile Engineers Ltd v Batley Football Club Ltd
(2001)

A director of the claimant company was also a former
director of the football club. The claimant company did
work for and supplied goods to the football club during the
period of the dual directorship. The football club did not
pay the relevant invoices and when sued tried to avoid the
contract because it appeared that the director concerned
had not disclosed his interest in the contracts to the com-
pany. The Court of Appeal noted that s 317 does not deal
with the consequences of a breach but at common law
the contracts could be avoided by the company. However,
it must be possible to restore the parties to their pre-
contractual positions before this could be done. In this
case that was not possible as the goods and services
had already been supplied. The company was therefore
entitled to payment of the invoices.

The provisions of s 182 extend to any transaction
or arrangement set out in s 330, i.e. loans, quasi-loans
and credit to a director or connected persons such
as a spouse or minor child of the director. The prin-
ciple of disclosure also applies whether or not the
arrangement is a valid and enforceable contract so
that the disclosure provisions cannot be avoided by
including in, e.g., a loan arrangement a clause to the
effect that it is not intended to create legal relations
(see s 185).

The principles of disclosure are also applied to
shadow directors by s 182. But the interest of a
shadow director must be declared by notice in writ-
ing to the directors and not at a meeting of the board.
The notice may state a specific interest and be given
before the date of the meeting at which the shadow
director would have been required to declare his in-
terest if he had been a director or it may be a general
one (s 317(8)(a) and (b)).

In Re Neptune (Vebicle Washing Equipment)
Ltd (1995) the High Court held that even a sole



192 PART 2 - BUSINESS ORGANISATIONS

director must declare and record his interest in a
contract with the company at a board meeting.
The sole director concerned had resolved to pay
himself £100,000 as severance pay on the termina-
tion of his employment and the shareholders caused
the company to sue to recover it on the grounds that
he had not disclosed his interest in the contract at a
board meeting under what is now the CA 2006,
s 182. Therefore, the company claimed the contract
could be avoided. In deciding preliminary matters
prior to the trial, it was decided that he should have
made disclosure at a board meeting, even though he
was a sole director. The court said he could have a
meeting on his own, or perhaps with the company
secretary present, so that the declaration could be
made and recorded in the minutes. However, the
declaration need not be made aloud: the director
could silently declare it while thinking about any
conflicts of interest there might be. Obviously, to
record it in the minutes is the important point.

Removal under statute

Under the provisions of s 168 every company has
power to remove any director before the end of his
period of office.

The provisions are, for practical purposes, the
same as those they replace.

The removal is carried out by an ordinary resolu-
tion of the members in general meeting. A written
resolution cannot be used. Special notice of 28 days
must be given to the company secretary that the
resolution will be moved. The meeting at which the
removal of a director under s 168 is to be considered
must be called by at least 21 days’ notice.

The director is entitled to have a written state-
ment in his defence, as it were, sent with the notice
of the meeting. That failing, he can make an oral
statement at the meeting.

As we have seen, the removal of a director does
not affect any right he may have to claim money
compensation for the dismissal.

Removal under the articles

The power to remove directors under s 168 is a
somewhat drawn out procedure and company dir-
ectors may wish to exercise the power of director
removal themselves. A power in the articles of the

company can achieve this, as in the case of a clause in
the articles allowing a simple majority of the board
to remove a director by written notice in writing.
The director removed would not have the statutory
right to make representations though he or she may,
depending on the circumstances, have a claim against
the company for wrongful dismissal.

The fact that the articles contain such a provision
will not prevent members with a sufficient majority
from using the s 168 route as where they have lost
confidence in a director and the board remain inactive.
Section 168 states that it applies even when other
methods of removal also apply (s 168(5), (6)).

A quite common use of a removal power in the
articles is a removal clause in the articles of a sub-
sidiary company allowing the holding company to
remove directors of the subsidiary, something that
cannot be achieved under s 168.

Retirement

The company’s articles generally provide that a
certain number of directors shall retire annually.
This is called retirement by rotation. Articles may
provide for one-third to retire annually. Those retir-
ing are usually eligible for re-election.

Resignation

The articles usually provide that a director vacates
office when he notifies his resignation to the company.

Disqualification

The grounds for disqualification of directors may be
set out in the articles.

In addition, the court may disqualify directors.
For example, under s 3 of the Company Directors
Disqualification Act 1986 (which is not repealed
by the CA 2006 and continues ‘stand alone’ and
unchanged), the court can disqualify a director fol-
lowing persistent default in filing returns, accounts
and other documents with the Registrar. Persistent
default is conclusively proved by the fact that the
director has had three convictions in a period of five
years for this kind of offence. The maximum period
of disqualification in this case is five years.

Another ground for disqualification, which is
increasingly coming before the courts, is to be found



in's 10 of the 1986 Act. It occurs when a company
goes into liquidation and the evidence shows that
the directors have negligently struggled on for too
long with an insolvent company in the hope that
things would get better but which has in the end gone
into insolvent liquidation. This is called wrongful
trading and the maximum period of disqualification
is 15 years. The directors are also jointly and severally
liable for such of the company’s debts as the court
thinks fit. The court is not restricted to making an
order relating only to debts incurred during the
period of wrongful trading.

A director may also be disqualified if he or she
is held by the court to be ‘unfit’ to hold the office of
director. The company must be insolvent, generally
as a result of serious management failures, and often
involving failure to pay NIC and taxes. There is no
personal liability for the debts of the company but
disqualification can be for a period of up to 15 years
and there is a minimum period of two years.
Sections 6, 7 and 8 of the 1986 Act apply.

A register of disqualification orders made by
the court is kept by the Registrar of Companies. The
public can inspect that register and see the names of
those currently disqualified from acting as directors.
Obviously, the name is removed at the end of the
period of disqualification.

Disqualification — some case law

The High Court decided in Re Seagull Manufac-
turing Co (No 2) (1994) that a disqualification order
may be made against a director regardless of his or
her nationality and current residence and domicile.
Furthermore, the conduct leading to the disqualifica-
tion need not have occurred within the jurisdiction.
In other words, you can run an English company
badly from abroad. The director concerned was a
British subject but at all material times he was resident
and domiciled in the Channel Islands. Nevertheless,
he could be disqualified under s 6 for unfitness. The
relevant legislation contained no express jurisdiction
requirement or territorial distinction.

The High Court also decided in Re Pamstock Ltd
(1994) that a director who was also the secretary
of the company could be disqualified as much for
failure to perform his duties as secretary as those of
a director. The company had two directors and one
was also the company secretary. It traded beyond
the point at which it should have ceased to do so
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and went into insolvent liquidation. The judge said
that as the company secretary one of the directors
had failed to ensure that accounts and returns
were filed on time and that an adequate system of
management was put in place. These were serious
defaults which must be taken into account when
dealing with the period of disqualification. This
implies that it was the director’s failure to carry out
his duties as secretary that were at the root of his
disqualification for two years. There is, of course,
no power to disqualify a company secretary from
acting as such.

POWERS OF DIRECTORS

The Act requires certain powers to be exercised by
the members, e.g. alteration of the articles. Apart from
this the distribution of powers between the board
and the members depends entirely on the articles.

DUTIES OF DIRECTORS

Statutory framework

One of the major changes in the CA 2006 for
directors is the setting out, for the first time, of
a statutory framework for their legal duties. In
previous editions of this text we have noted that
the duties of directors were based on common law
principles from which, in case law, the judiciary
carved out a series of duties that became well-
established rules. We have had to consider, with
the 2006 Act being so new and not yet interpreted
by the courts, whether to continue with a discussion
of the common law position and the statutory posi-
tion. We have decided to deal only with the new
statutory duties, our reasons being as follows:

m the new duties are in some cases expressed in
broader terms than the common law rules and it
is by no means certain that the old cases do cover
the relevant duties in whole or in part;

m the case law is not based on the new duties and
we would be ascribing old cases as authority for
the propositions in the statutory duties for which
they are not an authority, the court having never
discussed the new rules.

m no doubt there will be illustrative case law in
the early days of the Act which will assist in
interpretation.
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Duties owed to the company

Section 170 makes clear that the duties are owed
to the company and this gives directors a shield
against claims by a wide variety of interest groups.
The duty is to the company and not outsiders.

Duty to act within powers
This states that a director must act in accord-
ance with the company’s constitution and use those
powers only for the purposes for which they were
granted.

Note: the major constitutional document is the
articles and not the memorandum.

Duty to promote the success of the company
Under s 172, a director of a company must act in a
way that he or she considers to be in good faith and
would be most likely to promote the success of the
company for the benefit of its members as a whole.
The Act goes on to state that, in fulfilling the duty
imposed by this section, a director must (so far as
reasonably practicable) have regard to:

m the likely consequences of any decision in the
long term;

m the interests of the company’s employees;

m the need to foster the company’s business rela-
tionships with suppliers, customers and others;

m the impact of the company’s operation in the
community and the environment;

m the desirability of the company maintaining a
reputation for high standards of business conduct;

m the need to act fairly as between members of the
company.

Note: the duty is owed to the company alone and
not to any other stakeholder, e.g. the workforce.
However, what is new is that stakeholder interests
must be considered. This could lead to litigation in
the sense that in reaching a particular decision the
interests of one or more stakeholders were not con-
sidered fully or at all. Board meetings could become
more difficult in terms of decisions taken. Has the
board got a trail of evidence showing that relevant
consideration was given?

Duty to exercise independent judgement

Section 173 provides that a director of a company
must exercise independent judgement. This duty,
the section states, is not infringed by acting;:

® in accordance with an agreement made with the
company that restricts the exercise of discretion
by its directors; or

® in a way authorised by the company’s constitution.

It is not certain whether delegation of duties, which
is not dealt with by the duties expressly, is included.
It probably neither permits nor restricts delegation.
This matter should be dealt with in the articles.

Duty to exercise reasonable care, skill and diligence
This means, according to s 174, the care, skill and
diligence that would be exercised by a reasonably
diligent person with:

m the general knowledge, skill and experience that
may reasonably be expected of a person carrying
out the functions carried out by the director in
relation to the company; and

m the general knowledge, skill and experience that
the director has.

This test is not new but is relatively underdeveloped
by the courts.

Duty to avoid conflicts of interest

Section 175 provides that a director must avoid a
situation in which he or she has or can have a direct
or indirect interest that conflicts or may conflict with
the interests of the company. The duty is not infringed:

m if the situation cannot reasonably be regarded as
likely to give rise to a conflict of interest; or

m where the matter has been authorised by the
directors.

This could be problematic for those who hold direc-
torships in different companies.

Duty not to accept benefits from third parties

Section 176 applies and provides that a director must
not accept a benefit from a third party conferred by
reason of:

® being a director; or
m doing or not doing anything as a director.

This deals with bribes and personal benefits. There
may be board authorisation.

Duty to declare interest in proposed transaction or
arrangement

Section 177 states that a director who is directly or
indirectly interested in a proposed transaction with



the company must declare the nature and extent of
the interest. There is also, as we have noted, a separate
regime for disclosure in s 182 (and subsequently)
backed by criminal sanctions for non-compliance.

Shareholders’ claim on behalf of
the company

We have already described the effect of the new
derivative claim on behalf of the company so that
it is no longer necessary to find a gap in Foss v
Harbottle (1843), where the wrongdoing directors
had also to be the controlling shareholders in the
company. The new claim does not require this.

Corporate indemnification of directors

New provisions relating to the indemnification of
directors appeared in the Companies (Audit Investiga-
tion and Community Enterprises) Act 2004. They were
brought into force on 6 April 2005. These provisions
have now been transferred to the CA 2006 and
appear in Chapter 7 of Part 10. They are as follows:

m For liabilities in connection with claims brought
by third parties both legal costs as they are in-
curred and judgment costs can be paid by the com-
pany even if judgment goes against the director.
The only exclusions will be criminal fines and fines
by regulators, and the legal costs of unsucessful
criminal proceedings. Thus a director could be
indemnified against the costs of legal proceedings
brought against him by the Financial Services
Authority in regard to a breach of the Listing Rules
(or Part 6 Rules, as they are also known) govern-
ing the listing of shares on the Stock Exchange.
However, no indemnity could be given in regard
to a civil fine imposed by the FSA if the director
was found to have infringed the rules.

m Companies are allowed to pay a director’s
defence costs as they are incurred, even where the
claim is brought by the company. However, if
the director’s defence is unsuccessful, he or she
will have to pay the company its damages and
repay to the company any defence costs paid by
the company as the case proceeded.

m The prohibition on companies indemnifying their
company secretaries and managers is removed
totally.
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m All indemnities must be disclosed in the directors’
annual report and indemnity agreements must be
available for inspection by members.

Relief from liability: effect of s 1157

The company cannot excuse a director from liabil-
ity altogether, but the court can under s 1157 of the
CA 2006. The director is required to show to the
court the following;:

m that he or she acted honestly and reasonably; and
m that, having regard to all the circumstances, he or
she ought fairly to be excused.

Directors’ meetings

Notice of board meetings must be given to all
directors unless they are out of the UK. Unless the
articles otherwise provide, any director can call a
board meeting.

Quorum

This is a matter for the articles but a usual provision
is that the quorum necessary for the valid transac-
tion of business by the directors may be fixed by the
directors themselves and unless it is so fixed then the
quorum is two directors personally present.

Voting

Unless the articles say differently, each director has
one vote and resolutions of the board require a
majority of only one. If there is an equality of votes,
the resolution is lost unless the chairman has and
exercises a casting vote in favour of the resolution.

Minutes

Section 248 provides that every company must keep
minutes of all proceedings at meetings of directors.
The members of the company have no general right
to inspect the minutes of board meetings but the
directors have (R v Merchant Tailors’ Co (1831)).
The minutes must now be kept for at least ten
years. Failure to keep them is a criminal offence by
those officers in default. Liability no longer falls
upon the companys, it rests solely with the officers.
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The secretary

Part 12 of the 2006 Act applies. Main points to note
are that a private company is not required to have a
company secretary. Where a private company does
in fact make an appointment, which it may choose
to do, that person appointed has all the duties and
powers of a company secretary (see below).

A public company must appoint a secretary. There
is a new power for the Secretary of State to give the
company concerned a direction to make an appoint-
ment. It is an offence to fail to comply with the
direction. The new law requires a company with a
secretary to keep a Register of Secretaries; not, as in
the past, to include them in the Register of Directors
and Secretaries.

Where no secretary is appointed, the duties can be
carried out by any person nominated and authorised
by the board. A corporation may be a secretary to a
company, but a company, X, cannot have as secretary
a company, Y, if the sole director of company Y is
also the sole director or secretary of company X.

The CA 2006 provides that a provision requiring
or authorising a thing to be done by or to a director
and the secretary shall not be satisfied by its being
done by or to the same person acting both as director
and secretary. This means that the single-member
company may have only one member but must have
at least two officers since the sole member/director
cannot also be the secretary.

It is usual for the secretary to be appointed by
the directors, who may fix his term of office and the
conditions upon which he is to hold office. The art-
icles usually confer such a power upon the board.
The secretary is an employee of the company. He is
regarded as such for the purpose of preferential
payments in a winding-up.

The secretary enjoys the power to make contracts
on behalf of the company even without authority.
This is, however, restricted to contracts in the admin-
istrative operations of the company, including the
employment of office staff and the management of
the office, together with the hiring of transport. Thus,
in Panorama Developments v Fidelis Furnishing
Fabrics (1971) the secretary of a company ordered
cars from a hire firm, representing that they were
required to meet the company’s customers at Heath-
row. In fact, he used the cars for his own purposes.

When the company discovered this, it refused to pay
the bill. The court, however, held that the company
was liable to pay it. A company secretary was a
well-known business appointment and such a person
had usual authority, even if no actual authority, to
bind the company to the contract of hire.

His authority is not unlimited. He cannot, without
authority, borrow money on behalf of the company
(Re Cleadon Trust Ltd (1939)). He cannot, without
authority, commence an action in the courts on the
company’s behalf (Daimler Co Ltd v Continental
Tyre and Rubber Co Ltd (1916)). He cannot summon
a general meeting himself (Re State of Wyoming
Syndicate (1901)), nor register a transfer of shares
without the board’s approval (Chida Mines Ltd
v Anderson (1905)). These are powers which are
vested in the directors.

Certain duties are directly imposed on the secret-
ary by statute. The most important of these includes
the submission of the annual return. The CA 2006
authorises the company secretary to sign forms pre-
scribed under the Act.

COMPANY INSOLVENCY AND
CORPORATE RESCUE

Section references are to the Insolvency Act 1986
unless otherwise indicated.

In the event that a company becomes insolvent, the
company’s business and assets and its affairs gener-
ally will be controlled by an insolvency practitioner.
The relevant practitioner will be a member of an
accounting firm or a firm specialising in insolvency

work or, in the case of a liquidation, a person from
the Official Receiver’s Office. The Official Receiver
and those who act in that capacity are civil servants
who take office in companies in liquidation and con-
tinue to wind them up unless there is an appoint-
ment of an insolvency practitioner from the private
sector, e.g. from an accounting firm. Such an ap-
pointment would be made by the creditors if they so
wished.

Some solicitors are authorised by the Law Society
to act as insolvency practitioners but most practi-
tioners are accountants authorised by their pro-
fessional bodies or by the Insolvency Practitioners
Association to act. Thus, the public interest in the
proper procedures being applied is safeguarded by



the need for authorisation and the monitoring func-
tions of the authorising bodies.

Insolvency procedures

There are three main corporate insolvency proced-
ures as follows:

m liquidation, in which the company is wound up
and taken off the register of companies;

B administration, which is designed to rescue the
company from insolvency; and

B a company voluntary arrangement, which is
designed to allow the company to continue to
trade under arrangements to make some payments
to those who are its creditors at the time of the
making of the arrangement.

The demise of the administrative
receiver

An administrative receiver was the normal appoint-
ment of a bank where a company was in financial
difficulties with a bank overdraft. The bank held
a floating charge on the company’s undertaking
and the function of the administrative receiver was
to undertake such procedures with the company as
would pay off the bank. An administrative receiver
was not primarily part of the company rescue pro-
cedure as an administrator is. What is more, the
existence of the office of administrative receiver
inhibited the rescue procedures of administration
because when the company or its creditors sought to
make the appointment of an administrator the bank,
which had to be notified, would often immediately
appoint an administrative receiver and veto the
administration.

The Enterprise Act 2002 prevents the holder of a
floating charge, such as a bank, from appointing an
administrative receiver except in a restricted num-
ber of organisations, such as companies involved
in the financial market. These are beyond the scope
of this text and of courses in business law at our
level. The ban on the appointment of administrative
receivers will not be complete for a while since the
relevant procedures of the Enterprise Act 2002 did
not come into force until 15 September 2003 and
banks which had taken floating charges before that
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date will still be able to appoint such practitioners.
However, the office is, from a student point of view,
redundant and no more will be said about it in
this text.

It is worth noting that the practice of appointing
receivers by those who have taken fixed charges
over property will continue. These practitioners are
in no sense managers being appointed to pay off the
debt by a sale of the charged property or by collect-
ing rents if it is let until the debt is paid. They do not
have to be authorised insolvency practitioners and
the practice is to appoint chartered surveyors to do
this work.

LIQUIDATION

Liquidation is a procedure by which the existence
of a company is brought to an end and its property
administered for the benefit of creditors and mem-
bers. A liquidator takes control of the company,
collects in its assets and pays its debts and liabilities
and distributes any surplus between the members.
The company is then dissolved and it is removed
from the register of companies.

There are three types of liquidation (or winding-up)
as follows:

®m a compulsory liquidation;
m a members’ voluntary liquidation;
m a creditors’ voluntary liquidation.

These procedures are controlled in the main by
the Insolvency Act 1986.

Compulsory liquidation

The petition

A compulsory liquidation begins with the presenta-
tion of a petition to the court. It is usually on the
grounds that the company cannot pay its debts. A
company is to be regarded in law as unable to pay
its debts if:

m a statutory demand in a special form for more
than £750 has been left at the registered office
of the company and this has not been complied
with to the satisfaction of the creditor(s) for a
period of at least three weeks;
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m the company has failed to satisfy a debt where
the creditor has obtained a court judgment and
there has been an unsuccessful attempt to levy
execution, i.e. take property from the company
for sale to pay the debt;

m the company’s assets are worth less than its
liabilities taking into account contingent and
prospective liabilities, such as penalties under a
contract that will fall due because the company
cannot perform it;

m itis proved to the satisfaction of the court that the
company is unable to pay its debts as they fall due.

The petitioners

The company itself can present the petition as
where the directors see no hope of survival though
such petitions are rare in compulsory liquidation.
More commonly the petitioner is a creditor. There
may also be a joint petition where it is necessary
to combine the debts of two or more creditors to
make up the debt exceeding £750 that is required.
The court may in its discretion refuse to make a
winding-up order and will normally do so where a
majority of the creditors oppose the petition.

The usual ground for presentation of a petition is
the unsatisfied statutory demand referred to above.
However, where a company’s assets are seriously
at risk of diminution, three weeks may be too long
a time to wait and other grounds have been used
successfully. So in Taylors Industrial Flooring Ltd v
M & H Plant Hire (Manchester) Ltd (1990) goods
were supplied in December 1998 and in spite of
subsequent billings nothing had been paid by the
debtor company by April 1999 when the petition
was presented and the court made a winding-up
order. The petitioners did not therefore have to wait
a further three weeks before presenting the petition.

Where a winding-up order is made

The Official Receiver becomes the liquidator on the
making of an order for compulsory winding-up and
will remain in office unless the creditors decide to
appoint an insolvency practitioner of their choice.
The Official Receiver proceeds as follows:

m to advertise the winding-up in the London
Gagzette which is an official journal for public
announcements, and a local newspaper;

m to notify the Registrar of Companies and the com-
pany itself;

m to exercise the powers of the directors and
administer the company’s affairs until liquidation.
The directors’ powers are withdrawn on the mak-
ing of the order;

m to arrange for the company’s stationery to state
that it is in liquidation;

m to receive from the directors a statement of
affairs which they must prepare or have prepared
within 14 days of the order. The statement gives
the company’s assets and liabilities, the names of
its creditors and details of any security which
they have;

m to prepare a report for the court setting out the
financial position of the company and the reasons
for its failure;

m to call separate meetings of the creditors and
members. These meetings may nominate some-
one else as liquidator. Where the meetings do
this and disagree, the person nominated by the
creditors takes precedence.

Voluntary liquidation

A voluntary winding-up is commenced by a resolu-
tion of the members. This must be advertised in the
London Gazette within 14 days of its passing.

Where the company is insolvent, the members
must pass an extraordinary resolution stating that
the company cannot by reason of its liabilities con-
tinue its business. In other cases a special resolution
is used. As already noted, these resolutions need
the same majority, i.e. 75 per cent of those present
and voting in person or by proxy but the notice
period is different, i.e. 14 days for the extraordinary
resolution and 21 days for the special resolution.
Unanimous written resolutions can be used in both
cases.

The extraordinary resolution results in a creditors’
voluntary winding-up and the special resolution in
a members’ voluntary winding-up.

Members’ voluntary winding-up

The winding-up will proceed as a members’ volunt-
ary if the directors are able and willing to make a
statutory declaration (a statement on oath) within
five weeks before the resolution is passed stating



that the company is solvent and will be able to
pay all its debts in full within a stated period not
exceeding twelve months. If this can be done, the
members appoint an insolvency practitioner as the
liquidator.

Creditors’ voluntary winding-up

Where the directors cannot or are not prepared
to make the statutory declaration — and they can
suffer penalities if it does not come true — then the
liquidation is a creditors’ voluntary. The creditors
must be called to a meeting to be held not later than
14 days after the resolution to wind up is passed.
An insolvency practitioner will be appointed as
liquidator by the creditors.

It should be noted that a members’ voluntary
may become a creditors’ voluntary if the statutory
declaration of solvency is not complied with.

The creditors are then in charge of the winding-
up in terms, for example, of the power to appoint a
different liquidator.

The powers of the directors cease in both a mem-
bers’ and a creditors’ winding-up and are taken
over by the liquidator. The creditors can agree to
the powers of the directors continuing but this is not
likely particularly in a creditors’ voluntary.

Actions against the company

® In a compulsory winding-up, no action can be
brought against the company unless the court
gives leave. Where a creditor has brought a claim
and completed it before the order the creditor
concerned may keep the proceeds of any com-
pany property realised (sold) as a result. If an
action is brought against the company between
the presentation of the petition and the making
of the winding-up order, any creditor can apply
to have it stayed (stopped).

m In a voluntary liquidation, application may sim-
ilarly be made to have actions against the com-
pany stopped. The court has a discretion whether
to stop claims or not.

The property of the company

The liquidator does not own the company’s prop-
erty but has a duty to take possession of it in order
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to realise it and use the proceeds to pay the debts
and liabilities of the company in a prescribed order
(see below). Any surplus is distributable among the
members.

It is important to note that certain property is
excluded and not available to the liquidator for
realisation. Of significance in business is property
held by the company that is subject to a retention
clause (see further Chapter 10). This property is not
owned by the company if the property concerned
has not been paid for by the company. A retention
of title clause is often inserted into business contracts
and is to the effect that the ownership of goods sold
to a customer does not pass to the customer until
they have been paid for.

Distribution of assets

The funds realised by the liquidator must be dis-
tributed in a given order. However, it should be
noted that secured creditors with a fixed charge
over specific property of the company such as land
or buildings will usually enforce their security by a
sale of the property. They are not subject to the
preferential debts or expenses of the winding-up
though they will have to pay some costs in order
to sell the security. If the sale funds do not pay off
the debt the secured creditor can try to recover the
balance in the liquidation process but with the
rank of an unsecured creditor. If the sale proceeds
are more than sufficient to pay the debt and the
costs of realisation, the balance must be paid to the
liquidator for distribution.

Creditors other than holders of a fixed charge

The liquidator will distribute funds in the following
order.

m [n meeting the expenses of winding-up. This in-
cludes the cost of collecting and realising assets
and the remuneration of the liquidator.

m In paying preferential creditors. The Enterprise
Act 2002 abolished Crown preference and so
debts owed to the Inland Revenue, Customs and
Excise for VAT and Social Security debts such as
national insurance contributions are no longer
preferential. They join the ranks of the unsecured
creditors for payment. Preferential status is re-
tained for unpaid contributions to occupational
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pension schemes and employees’ wages or salaries
(see below).

m Wages or salaries owed to employees for the
previous four months up to a current maximum
of £800 per employee plus accrued holiday pay.
These figures are taken as gross.

B Money that was lent, e.g. by a bank, to the com-
pany as employer before the liquidation to pay
debts in the above category and which was used
for that purpose. This provision encourages banks
to lend money for wages and salaries before
liquidation to try to keep the company operating
as a going concern. The bank knows that if the
company does fail it will at least be a preferential
creditor for the relevant sum of money.

Where the assets are insufficient to pay the preferential
debts in full, they abate equally, i.e. each creditor is
paid the same proportion of the debt. For example,
if the preferential debts are £2,000 but the assets
available amount only to £1,000, each preferential
creditor would receive only half the debt.

Creditors having a floating charge

These rank as regards priority of payment in the
order of their creation so that those created first
are paid off first.

Unsecured creditors

When the above categories have been paid in full,
a distribution may be made to ordinary unsecured
creditors. Where funds are insufficient to make a
full payment, those debts in the category abate equ-
ally (see the example above).

Members

If all the above debts have been paid in full, a dis-
tribution may be made to members. This is called
a dividend and is expressed as a percentage in the
pound of the sum owed. Obviously, there will not
be a distribution to the members where the com-
pany is insolvent but such a distribution could be
made in a members’ voluntary liquidation.

Swelling the assets

The assets available to the liquidator or administra-
tor (not an administrative receiver) can be increased

where prior to the administration or liquidation
there have been transactions at undervalue (s 238)
and preferences (s 239) (as where a creditor has
been preferred over the others). An example is to be
found in Re Kushler (1943), a case decided under
previous legislation. In that case ordinary creditors
were ignored but the company paid some £700 into
its bank account merely to clear the overdraft which
the directors had personally guaranteed. Repayment
by the bank was ordered.

A further and common example of a preference
concerns the repayment of directors’ loan accounts.
In many smaller companies the directors may have
lent money to the company and it will repay these
loan accounts so as to avoid problems relating to
repayment once an insolvency practitioner takes
over. If the relevant repayment is made within two
years of the insolvency practitioner’s appointment,
as is often the case, it is recoverable by him from
the directors concerned and may be used to pay the
company’s debts in the prescribed order. A major
authority for this is the ruling of the court in Re
Exchange Travel (Holdings) Ltd (1996).

Under s 241 the court can set these transactions
aside and allow the liquidator to recover money or
property for the company. Preferences made in the
six months prior to administration or liquidation
can be recovered. If the preference is to a person
connected or associated with the company, e.g. a
director or a relative of a director (see s 435), the
period is two years (see Re Exchange Travel (Hold-
ings) Ltd (1996)). Transactions at under value made
up to two years before can be set aside, whether the
recipient was connected or associated with the com-
pany or not. The company must have been insolvent
at the time of such transaction or have become insol-
vent as a result of it.

ALTERNATIVES TO LIQUIDATION:
COMPANY RESCUE PROCEDURES

The two main alternatives most commonly used
in business as alternatives to liquidation and with a
view to company rescue are:

m placing the company into administration; and
®m making a company voluntary arrangement.



ADMINISTRATION

The Enterprise Act 2002 made significant changes in
the administration procedure. This was achieved by
inserting an additional Sch (B1) into the Insolvency
Act 1986.

The nature of administration

An administrator of a company is a person appointed
under Sch B1 to manage the company’s affairs, busi-
ness and property. The effect of the Schedule is as
follows:

m Whether appointed by the court or not (under
the Schedule appointment may be out of court),
an administrator is an officer of the court and an
agent of the company and can only be appointed
if qualified to act as an insolvency practitioner.

® An administrator cannot be appointed if the com-
pany has already been put into administration.
Thus, an appointment out of court cannot effect-
ively be made if the court has already made an
appointment and vice versa, although this does
not affect provisions relating to the replacement
of an administrator nor the appointment of addi-
tional administrators if required.

®m A company cannot be put into administration if:

— the members have passed a resolution for a
voluntary winding-up; or

— a compulsory winding-up order has been
made by the court.

However, in both of the above situations the
liquidator and/or the holder of a qualifying floating
charge, i.e. a floating charge over the whole or
substantially the whole of the company’s property,
such as a bank, would normally apply to the court
for the appointment of an administrator if they can
make a case that the company’s interests would be
better served by administration.

The purpose of administration

The Schedule clarifies the purpose of an administra-
tion and puts greater emphasis on company rescue.
The prime objective is to rescue the company. Where
this is not reasonably practicable, the objective be-
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comes the realisation of the company’s property in
order to make a distribution to one or more prefer-
ential and secured creditors. Finally, where there are
insufficient funds to pay off the unsecured creditors,
the administrator must not harm their interests when
making the above payments as by selling property
too cheaply to conclude more quickly the payments
that can be made to the priority categories.

The objectives are not alternatives but must be
applied in sequence, if the primary objective of rescue
is not reasonably possible. In the absence of bad faith,
the viability of company rescue will be a matter
for the administrator whose judgement the court
will normally accept, should the matter be raised.
An obvious reason for not pursuing rescue would
be where this would need the support of the com-
pany’s bankers that was not forthcoming and where
no other means of financing the company was avail-
able. Where rescue is not possible the administrator
in turning to the objective of seeking a better result for
creditors than in a winding-up might try to sell one
or more of the company’s businesses as a going con-
cern or sell the assets without a going concern basis.
Where none of the company’s businesses is viable,
all that can be done is to sell the company’s assets in
order to make a distribution to those holding fixed
charges (if these persons have not already sold the
charged asset but have relied on the administration)

and then preferential debts and then floating charge
holders.

Appointment of an administrator

Formerly, an administrator could be appointed only
by order of the court. This route into administra-
tion has been retained. To speed up administration
the Schedule contains provisions under which those
holding floating charges and companies or their dir-
ectors can appoint an administrator without a court
hearing.

Appointment by the court

Those holding floating charges can apply as can
the company or its directors or one or more of its
creditors. Before making an order the court must be
satisfied that the company is or is likely to become
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unable to pay its debts and that the administration is
likely to achieve the purposes of an administration
according to its objective. Those applying for an
order must notify anyone who has appointed or is
entitled to appoint an administrative receiver or an
administrator. There are still some restricted circum-
stances in which an administrative receiver can be
appointed (see p 197). The permission of the court
is required before the application can be withdrawn.
If the court does not make an administration order,
it may make any other appropriate order, e.g. by
treating the application as a petition for winding-up.

Appointment by the court: effect of presentation
of petition

Following notification of presentation of a petition
to holders of floating charges, those holders can, if
they have enforceable qualifying charges, make an
appointment of an alternative administrator under
the procedure set out for appointments out of court
(see below). They cannot appoint an administrative
receiver unless they are holders of a security granted to
them as a holder of a capital market investment.

The administration order is an alternative to
liquidation and cannot be made after any form of
liquidation has started.

The order sets up a ‘moratorium’ which prevents
the individual enforcement of claims against the com-
pany. A winding-up petition may be presented but
will only be allowed to proceed if the application for
an administrator is dismissed. All existing actions
against the company are stayed and no new action
may be started. Goods in the company’s possession
that are not owned by the company as where they
are on hire purchase or on retention may not be
repossessed.

Appointment out of court

1 By holders of a floating charge

Holders of an enforceable floating charge are able
to appoint an administrator of their own choosing.
Conditions are:

m that the charge is a qualifying charge, i.e. the charge
(or charges) are over the whole or substantially
the whole of the company’s property;

m the charge is enforceable at the date of the
appointment;

m the company must not have a provisional liquid-
ator in office;

m there must not be an administrative receiver in

office.

Comment. The court has power to appoint a pro-
visional liquidator at any time after the presenta-
tion of a petition for compulsory winding-up of the
company, e.g. to safeguard the company’s property
until a liquidator is appointed.

Method of appointment

Given that an insolvency practitioner is willing to
act as administrator, the person making the appoint-
ment must give two business days’ notice to holders
of any qualifying floating charge operating in priority
to his or her own stating the intention to appoint an
administrator. Notice to appoint an administrator
is filed at court together with a statutory declaration
confirming that the appointor holds an enforceable
floating charge. This is accompanied by a statement
from the administrator consenting to the appoint-
ment and stating that in his or her opinion the par-
ticular purpose of the administration is reasonably
likely to be achieved. When this is done the appoint-
ment commences.

2 By the company or its directors

A company or its directors will only be able to
appoint an administrator if:

m the company has 7ot been in administration on
the instigation of the company or its directors
in the previous 12 months;

m the company has not been subject to a moratorium
in regard to a failed company voluntary arrange-
ment in the previous 12 months;

m the company is or is likely to become unable to
pay its debts;

m the company is not the subject of a winding-up
petition or in liquidation;

m there is #ot an administrator or administrative
receiver in office.

The procedure then depends upon whether there
is or is not a floating charge holder

Where there is NOT a floating charge holder. Notice
of the appointment of the administrator is filed with



the court with a statutory declaration and statement
from the administrator consenting to the appoint-
ment. The moratorium takes effect at this point.
Under Sch B1 this means that an effective resolution
cannot be passed or an order made to wind up the
company. There are some exceptions, e.g. where an
order for compulsory winding-up is made on a peti-
tion by the Financial Services Authority in regard to
an organisation authorised for investment business.
Also no steps to enforce their rights may be taken by
creditors without the consent of the administrator
or permission of the court.

Where there IS a floating charge holder. Here a
statutory declaration is filed with the court with a
notice but only of an intention to appoint an admin-
istrator. This notice of intent is sent to all floating
charge holders. The moratorium takes effect at this
point. The two possibilities are then as follows:

1 The floating charge holder is content with the
appointment. Consent of the floating charge holder
is ascertained in two ways as follows:

m he or she responds within five days saying that he
or she is content with the appointment; or

m he or she does not respond within five days in
which case agreement is implied.

Notice of the appointment is then filed in court
with a statement from the administrator consent-
ing to the appointment and stating that in his or her
opinion the purpose of the administration is likely
to be achieved. The administrator is then in office.

2 The floating charge holder is not content with the
appointment. Such a holder can appoint an admin-
istrator of his choice to act in the administration.
Having identified an alternative administrator the
charge holder must give two business days’ notice to
holders of qualifying floating charges with priority
over his own charge (if any) stating his intention to
appoint. The notice to appoint is filed in court with
a statutory declaration confirming that he or she
holds an enforceable qualifying floating charge. This
is accompanied by a statement from the adminis-
trator consenting to the appointment and stating
that in his or her opinion the purpose of the admin-
istration is likely to be achieved. The administrator
is then in office.
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Effect of appointment of an
administrator: generally

The following are the main effects of the appointment
of an administrator by any of the available means.

m All business stationery must state that an admin-
istration exists and the administrator’s name must
appear alongside the company’s name.

m The administrator manages the company’s affairs
generally and takes charge of its business and
property. This includes the trusteeship of any
employees’ pension funds where the company
has previously been trustee. The administrator
has power to carry on the company’s business to
deal with or dispose of its assets and to borrow
money in the company’s name.

m The administrator can apply to have transactions
at undervalue and preferences set aside just as
a liquidator can. Similarly, unregistered and late
charges are void against claims by him or her.

m The directors must submit a statement of affairs
to the administrator but they remain in office
unless the administrator removes them. An admin-
istrator can also appoint new directors without
reference to the members.

m The administrator has eight weeks in which to
make proposals which may save the company from
liquidation and then to implement these proposals.
The recommendations must have been approved
by a simple majority in value of the company’s
unsecured creditors.

The special case of employment
contracts

An administrator will often wish to retain the services
of the company’s employees at least for a period of
time. Ultimately they may be transferred to a new
organisation that has taken over the company’s busi-
ness as a going concern or made redundant if the
assets are sold off without an effective rescue. The
law contains provisions to ensure that the adminis-
trator can pay the employees or make them redund-
ant at an early date in the administration so that the
employees are not left to work on for a period of
time after the commencement of the administration
only to be told that the company cannot pay them
for the work they have done.
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This is achieved by giving an administrator a
window of 14 days after the commencement of the
administration to decide what to do about the em-
ployment contracts and nothing done by the admin-
istrator during that time is to be taken as adoption.
The administrator is free to consider the matter
without being regarded as having taken action to
adopt the contracts. Failure to act will not amount
to adoption either during or after the period of
14 days. (See the decision of the High Court in Re
Antal International Ltd (2003) where the adminis-
trator became aware of the existence of some
workers in France some 16 days after taking office.
He then dismissed them and had not adopted the
contract because he had not taken any ‘action’ to
adopt the contracts as Sch B1 requires.)

What happens then if the administrator does
adopt the contracts of employment and in the end
is unable to pay the employees concerned? The law
provides that the amounts owing to employees are
charged on the assets of the company in priority to
the administrator’s fees and expenses. This is what
adoption means and its effect. The sums involved
and owing to employees do not include any pay-
ments because of the administrator’s failure to give
the proper contractual notice to the employees. The
amounts concerned are wages or salaries including
sickness and holiday pay and any contributions to
a pension fund that the company has not paid.
Payments in lieu of notice are excluded because of
the considerable problems that would otherwise be
faced by administrators who because of the failure
of a rescue attempt had to dismiss employees with-
out proper notice. Some of these employees might
be senior staff on long periods of notice and high
salaries that could wipe out the administrator’s re-
muneration and expenses payments. So much so that
firms of accountants and insolvency practitioners
would not have accepted appointments of their staff
as administrators.

Ending the administration

Under Sch B1 the administrator will automatically
vacate office after one year from the date on which the
appointment took effect. This period may be extended
by the court for a period it may specify and by the

consent of each secured creditor and 50 per cent
in value of the unsecured creditors for a maximum
period of six months. There can be only one creditors’
extension. The court can bring an administration
to an end on the application of the administrator.
In most cases this will be where the administrator
thinks the purpose of the administration has been
achieved. A meeting of creditors may require the
administrator to make application to the court or
he or she may do so on his or her own volition
where the purposes of the administration cannot be
achieved. The termination of the administrator’s
office where the objects have been achieved will be
notified to the Registrar of Companies and to every
creditor. Where the objects of the administration
cannot be achieved, notification will normally be of
the setting up of other insolvency proceedings such
as winding-up.

Ring-fencing assets for unsecured
creditors: all insolvencies

The preferential debts are paid before those holding
floating charges. However, the preferential debts
are now much less in amount since Crown debts
such as sums owed to the Inland Revenue have been
reduced to unsecured status. In order that holders
of floating charges, typically banks, do not get all
the benefit of this, the insolvency practitioner in all
corporate insolvencies, i.e. liquidation, administra-
tion or administrative receivership, must set aside
from the proceeds raised a certain amount of money
for payment to the unsecured creditors and not to
the floating chargeholders.

The Insolvency Act 1986 (Prescribed Part) Order
2003 (SI 2003/2097) applies and requires the in-
solvency practitioner to set up a fund of £10,000
before making any payments to holders of floating
charges. Given that more money than this is available
then the prescribed percentage from realisations after
that is:

m 50 per cent of the first floating charge realisations
to be added to the initial £10,000;

m 20 per cent of floating charge realisations after that;

® up to a maximum ring-fenced fund for unsecured

creditors of £600,000 but no more.



Voluntary arrangements

Provision for company voluntary arrangements (CVA)
exists on the lines of the rules relating to insolvent
sole traders which were considered in Chapter 3.

Once again, the aim of a voluntary arrangement
is to avoid insolvency proceedings by substituting
a satisfactory settlement of the company’s financial
difficulties. For example, a composition may be made
between the company and its creditors under which
the creditors accept, say, 60p in the £1 in full settle-
ment of their debts.

The directors must draw up proposals assisted by
an insolvency practitioner, called a nominee, who will
give a professional assessment as to the feasibility
of the composition and report to the court as to
whether the members and creditors should meet
to consider the proposals. If the court agrees, the
nominee will call the relevant meetings.

The composition is approved if a simple majority
of members are in favour and 75 per cent in value
of the unsecured creditors agree. If the composition
is approved as required that approval is reported to
the court by the nominee who becomes the supervisor
of the arrangement and implements it. Creditors
cannot sue for payment or petition for winding-up.
Under the Insolvency Act 2000 a CVA binds all of
the company’s creditors, including unknown creditors
and those who did not for some reason receive notice
of the relevant meeting or did not attend and vote.
These creditors, like all the others who participated
in the arrangement, can claim only such distribu-
tions as they are entitled to under the CVA.

They may, however, apply to the court on the
grounds (if they have any) that their interests are un-
fairly prejudiced by the CVA that has been approved
by the participating creditors.

The above provisions do not excuse deliberate
exclusion of creditors. If this happens, the resulting
CVA is invalid, because the meeting is. The rights of
secured and preferential creditors are not affected.
At any stage any creditor may challenge a decision
of the supervisor in court.

Company voluntary arrangements - the
disadvantages

The main disadvantages of company voluntary
arrangements (CVA) are that they cannot be made
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binding on a secured or preferential creditor in terms
of priority of payment without the creditor’s con-
sent, and that there is no provision for obtaining a
moratorium to hold off actions by hostile creditors
while the proposal for a CVA is being drawn up
and considered, unless the CVA proposal is being
combined with the appointment of an administrator
when the law relating to administrations applies and
provides protection. Administration is costly and
time-consuming. Although the company moratorium
was left out of the Insolvency Act 1986, it will have
been noted that the ‘interim order’ is available in
the insolvency of individuals under the 1986 Act.
(See further, Chapter 5.)

The following provisions are now in force but
only for small companies.

A company voluntary arrangement with a
moratorium option for small companies

The Insolvency Act 2000 makes provision for a com-
pany CVA with a moratorium. The provisions are
restricted to small companies, i.e. companies that
can satisfy two or more of the conditions for being
a small company for reporting purposes under the
Companies Act 1985. Companies involved in finan-
cial markets such as stockbrokers, where existing
law is designed to ensure that financial markets con-
tinue to function in the event of the insolvency of
one or more of the participants, are excluded. Also
excluded are companies already subject to formal
insolvency proceedings as where a winding-up is
in progress or where a moratorium has been tried
and failed in the previous 12 months. The main
provisions are set out below:

1 Nominee’s statement. Directors who want a
moratorium must appoint a nominee, normally an
insolvency practitioner, and provide the nominee
with the following information:

m a document setting out the terms of the pro-
posed CVA;

m a statement of affairs giving details of the
company’s assets, debts and other liabilities
together with any other information that the
nominee may request.

2 Documents to be submitted to the court. If the
nominee considers that the proposal has a reason-
able prospect of success in terms of being approved
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and implemented and that sufficient funding is avail-
able and that meetings of the company and creditors
should be called, he must provide the directors with
a statement to that effect. In order to obtain a mora-
torium, the directors must file certain documents
with the court; mainly the terms of the proposed
CVA, the statement of affairs and the nominee’s
statement.

3 Duration of the moratorium. The moratorium
comes into effect when the documents referred to
above are filed with the court. The initial period is
28 days. A meeting of the company and of the cred-
itors held within the initial period may decide to
extend the moratorium by up to a further two
months. The moratorium may be brought to an end
by a decision of the meetings of the company and of
creditors to approve a CVA. Alternatively, it may
be brought to an end:

m by the court;

m by the withdrawal of the nominee of his con-
sent to act;

m by a decision of the meetings of members
and of creditors that the CVA should not be
approved;

m at the end of the 28-day minimum period if
both of the first meetings of the company and
of the creditors has not taken place;

m if there is no decision of the above meetings to
extend it.

4 Members and creditors: conflicting decisions. In
this situation the decision of the creditors prevails
but a member may apply to the court for an order
that the members’ decision should prevail. This is a
matter for the court’s discretion and the court may
make any order it thinks fit.

5 Notification of the moratorium. When the
moratorium comes into force and when it ends
the nominee is required by the Insolvency Rules
1986 (S 1986/1925) to advertise that fact, to notify
the Registrar of Companies and to give an official
notice to the company. When the moratorium
comes into force he must notify any creditor who
has petitioned for a winding-up; and when it ends
he must notify any creditor of whose claim he is
aware.

6 Effect of the moratorium on creditors. Other than
for an ‘excepted petition’, i.e. a petition by the
Secretary of State that winding-up is in the public
interest, no petition to wind the company up nor
any other insolvency proceedings can be commenced.
No steps may be taken to enforce any security over
the company’s property or repossess any goods in
the company’s possession under any hire-purchase
agreement or on retention; nor can any other pro-
ceedings be commenced or continued. Existing
winding-up petitions cannot proceed.

7 Obtaining credit. During the moratorium the
company may not obtain credit to the value of £250
or more without first telling the person giving the
credit that a moratorium is in force. This includes
payments in advance for the supply of goods and
services. The company’s officers commit a criminal
offence if they breach these rules.

8 Disposals and payments. While the moratorium
is in force the company may only dispose of any of
its property or pay a debt that existed at the start of
the moratorium if there are reasonable grounds for
believing that it will benefit the company and the
moratorium committee (see below) gives approval.
If there is no committee, approval must be given
by the nominee. This does not prevent the sale of
property in the ordinary course of business as where
a farming supplies company sells feed as part of its
trade. Officers of the company commit an offence
on breach of the above rules.

9 Disposal of charged property. So as not to inhibit
a company rescue where it may be necessary to sell
the undertaking or part of it, the Insolvency Act
2000 allows the disposal by the company during the
moratorium of charged property and any goods
in its possession under a hire-purchase agreement
provided the holder of the security or owner of the
goods or the court agrees. The holder of a fixed
charge and the owner of goods on hire-purchase are
entitled to have the proceeds of sale applied to the
repayment of the loan or debt but the holder of a
floating charge is not but retains a charge of equal
priority to his original charge over the proceeds of
the sale or disposal of the charged property.

10 Moratorium committee. In a case where the
moratorium is extended there is provision for the



setting up of a moratorium committee to exercise
functions conferred upon it by the meetings of mem-
bers and of creditors. The meetings must approve an
estimate of the committee’s expenses.

11 Effect of CVA. The CVA when approved binds
all creditors including unknown creditors, which
includes those creditors who were not, having fol-
lowed the procedures in the insolvency rules, served
with notice of the relevant meetings. The provision
would not cover deliberate exclusion of creditors,
which would lead to the invalidity of the relevant
meeting and any CVA approved at it. Creditors not
receiving notice can apply to the court on the grounds
of unfair prejudice and the court may revoke or
suspend the approval of the CVA. Otherwise, these
creditors are entitled to dividends payable under the
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arrangement only. On the approval of the CVA the
nominee becomes the supervisor.

12 Offences by officers of the company. The Act
provides that if during the 12 months prior to
the start of the moratorium any officer of the
company who has committed certain acts, e.g. frau-
dulently removed the company’s property worth
£500 or more or falsified the company’s records
in relation to its property, commits an offence, as
does an officer who acts in a similar way during the
moratorium.

It is also an offence for an officer of the company
to try to obtain a moratorium or an extension of it
by making false statements or fraudulently doing or
not doing any act.

Self-test questions/activities

1 Able and Ben are the promoters of Wye Ltd and are the two subscribers to the memorandum. The docu-
ments required to be sent to the Registrar of Companies in order to obtain the incorporation of Wye Ltd
are ready to go. One of Wye Ltd’s objects is to acquire the business of John Wye. John is getting difficult
and insists that a contract for the sale of his business shall be signed now or the deal is off.

Advise Able and Ben, who do not want to lose the opportunity to acquire John Wye’s undertaking.

2 The articles of association of Trent Ltd state that Cyril and David are appointed until aged 60 as Company
Secretary and Chief Accountant respectively at salaries of £30,000 per annum. Cyril and David took up
their posts five years ago, when they were 35 and 40 respectively.

(a) Cyril has received a letter from the Chairman of Trent Ltd discharging him from the post of Company

Secretary. Cyril would like to retain the job;

(b) David has given his resignation to the Board of Trent Ltd but the Board will not accept it.

Advise Cyril and David.

3 Derwent Ltd has suffered declining profits for four years. The directors have not declared a dividend for
three years and in order to avoid facing the shareholders did not call an AGM last year.
Eric, who holds shares in Derwent, has got together with some of his fellow shareholders to form a
group to see what can be done to get the company better managed.
Write a letter to Eric advising him and telling him how the group should proceed in practical terms.

4 Severn Ltd runs a very successful business and makes a good profit. However, over the past few years
the controlling directors have increased their remuneration so that it absorbs all the profits. Jane, who is
a minority shareholder not on the board, gets no dividends and wishes to do something about this state

of affairs.
Explain to Jane what action she should take.
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5 As Secretary of Ouse Ltd write a memorandum for the Board explaining the differences between raising
finance:
(a) by an issue of shares;
(b) by an issue of unsecured loan stock;
(c) by an issue of debentures secured by a floating charge over the company’s asets; and
(d) by an issue of preference shares.

6 (a) How is the voluntary winding-up of a company brought about?
(b) What decides whether a voluntary winding-up is controlled:
(i) by the members, or
(i) by the creditors?

7 In relation to corporate insolvency distinguish between an administrator and a liquidator.

Specimen examination questions

1 (a) How may and when must a company change its name?

(b) Dodgy Computers Ltd is registered for the purpose of acquiring the business of John who has
been trading under the name of ‘Supercomputers’. The company will operate the business under that
name.

What statutory rules must the company comply with and what are the consequences in terms of its
contracts if it fails to comply with them?

2 Although the directors have the general power to manage the company, power to carry out certain func-
tions is given to the shareholders either in general meeting or by written resolution. State and explain these
shareholder powers.

3 John holds shares in Derwent Ltd and wishes to retire and dispose of his shareholding for cash. Dick
and Harry are the other two shareholders but they cannot afford to pay for the shares. John is thinking of
selling his shares to his brother and Dick and Harry do not want this.

Explain to Dick and Harry how the company might purchase John’s shares and outline the procedure
to them.

4 Corporate insolvency: a case study

Trent Ltd is a small company. John and Paul are the shareholders and the company’s overdraft with the

Barchester Bank plc is secured by a floating charge on the whole of the company’s undertaking.
Problems have arisen within the company. Trent Ltd is over-borrowed and has declining margins.

The company has started to run short of cash. It is struggling to pay its bills and may fail in the near future.
Nevertheless, John and Paul intend to carry on business through the company. The bank and other

creditors are pressing for payment. John and Paul seek your advice on resolving the present difficulties.
Matters to be addressed:

(a) The consequences for John and Paul of continuing to trade through the company in its present state.

(b) The suitability of a company voluntary arrangement or administration and the steps to be taken.

(c) The last-ditch possibility of a winding-up, preferably without the involvement of the court. Discuss
procedures.

(d) Explain to John and Paul what steps the Barchester Bank can take.

(e) Explain the steps that unsecured creditors can take.
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Website references

http://www.dti.gov.uk For proposed reform of company law when this has reached government involvement,
consultation papers, working parties, review bodies, etc. The Department of Trade and Industry is the source.

http://www.companieshouse.gov.uk For changes in company filing procedures, the formation of companies
and general guidance, Companies House is the source. Particularly useful is its quarterly publication, Register.
This gives all latest information on the ever increasing methods of electronic communication with Companies
House together with articles on recent company law cases.

http://www.lawcom.gov.uk The Law Commission does not undertake government-inspired reviews for change.
This is for the DTI (see above). However, the Law Commission’s website does contain proposals for law reform
and is ideal for those requiring papers and documents critical of existing law.

http://www.opsi.gov.uk/acts.htm All Public General Acts from 1988 are housed at this website. There are also
explanatory notes for many of the Acts.

http://www.parliament.uk/judicial_work /judicial_work.cfm House of Lords’ decisions since 14 November 1996
can be accessed at this website.

http://www.hmcourts-service.gov.uk/judgments.htm A library of full reports from selected High Court cases
and many reports of the Court of Appeal can be accessed at this website. Company cases are normally first heard
in the Chancery Division of the High Court.
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Chapter 7

INTRODUCTION TO THE LAW OF CONTRACT

Learning objectives

After studying this chapter you should understand the following main points:

m the distinction between a contract and other types of non-binding agreement;

m the essential elements of a binding contract;

m the factors which may affect the validity of a contract;

m the ways in which the obligations under a contract may be discharged;

m the remedies available for breach of contract.

BUSINESS CONTRACTING -
GENERALLY

Once the businessman has decided on the particular
form of business organisation that suits his needs,
he can concentrate on his main purpose: establish-
ing and building up the business. This will involve
acquiring premises and equipment, taking on em-
ployees, buying raw materials and stock, marketing
the product or service and meeting orders. Under-
pinning all these business transactions is the presence
of a contract.

Most people think that a contract is a formal
written document which has been signed by the
parties in the presence of independent witnesses. If
all contracts took this form, there would be little
room for argument about whether the parties had
entered into a legally binding agreement, the obliga-
tions they had undertaken or the consequences of
failing to carry out the terms of the agreement. In
practice, however, few contracts are like this. The
vast majority of contracts are entered into without
formalities. The parties may even be unaware of the
legal significance of their actions. Think about the
agreements you have made over the past week:

m buying a newspaper;
m taking the bus or train into work or college;

B agreeing to complete an assignment by a particular
date;

m getting a cup of coffee at breaktime;

m arranging to meet a friend for lunch.

Can all these transactions be classed as contracts?
You probably feel that some of them were never
intended to have legal consequences. So, what then
is a contract? When is a contract formed? What are
the obligations of the parties to a contract? What
happens if either party breaks the agreement? The
answers to these questions are provided by the law
of contract.

The foundations of the present-day law of con-
tract were laid in the 19th century. This period
in our history saw the rapid expansion of trade
and industry, and, inevitably, an increase in the vol-
ume of commercial disputes. Businessmen turned
to the courts for a solution. Gradually, the judges
developed a body of settled rules which reflected
both the commercial background of the disputes
from which they arose and the prevailing beliefs
of the time. The dominant economic philosophy of
the 19th century was laissez-faire individualism —
the view that the state should not meddle in the
affairs of business and that individuals should be
free to determine their own destinies. This philo-
sophy was mirrored in the law of contract by two
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assumptions: freedom of contract and equality of
bargaining power. The judges assumed that every-
one was free to choose which contracts they entered
into and the terms on which they did so. If negoti-
ations could not produce an acceptable basis for
agreement, the parties were, in theory, free to take
their business elsewhere. The parties were deemed
to be of equal bargaining strength. The judges’
assumptions produced an acceptable legal frame-
work for the regulation of business transactions.
Parliament, too, played its part by codifying parts
of the common law of particular relevance to the
businessman; for example, the law relating to con-
tracts for the sale of goods became the Sale of
Goods Act 1893 (now the Sale of Goods Act 1979).
However, the same basic rules were applied in
situations where one of the parties was in a weak
bargaining position. Employees, consumers and
borrowers, for example, found themselves without
adequate protection from the law. It has been
necessary for Parliament to intervene to redress the
balance between employers and employees, busi-
nessmen and consumers, lenders and borrowers. In
these areas, the concept of freedom of contract has
been modified.

This section is concerned with the legal frame-
work governing the supply of goods and services.
It explores the nature and extent of any liability
which may be incurred as a consequence of a busi-
ness transaction, whether between one businessman
and another, or between a businessman and a con-
sumer. In order to understand these specific areas of
business law, it is necessary first to look at the basic
ground rules of the law of contract.

NATURE OF A CONTRACT

A contract has been defined as a legally binding
agreement or, in the words of Sir Frederick Pollock:
‘A promise or set of promises which the law will
enforce.” However, not all promises or agreements
give rise to contracts. If you agreed to keep the
house tidy while your parents were away on holi-
day, you would not expect to find yourself in the
county court being sued for breach of contract if
you failed to do so. So what kinds of agreements
does the law recognise as creating enforceable rights
and duties?

TYPES OF CONTRACT

Contracts may be divided into two broad classes:
speciality contracts and simple contracts.

1 Speciality contracts. These formal contracts are
also known as deeds. Formerly, these contracts had
to be in writing and ‘signed, sealed and delivered’.
However, the Law of Property (Miscellaneous
Provisions) Act 1989 abolished the requirement for
a seal on a deed executed by an individual. Under
the 1989 Act it must be clear on the face of the docu-
ment that it is intended to be a deed. The formalities
are that the signature of the person making the deed
must be witnessed and attested. ‘Attestation’
involves making a statement to the effect that the
deed has been signed in the presence of a witness.
The Court of Appeal has held that the failure to sign
in the presence of a witness will not necessarily
invalidate a deed.

Shah v Shah (2001)

In 1998 the claimant was induced by the defendants to
invest £1.5 million in a Kenyan bank in which the defendants
were senior officers. Later the same year the bank was
placed under statutory management by the Kenyan
authorities and it was unable to repay any of the claimant’s
investment. In 1999 the defendants signed a document
described as a deed, in which they agreed to accept
personal liability for repaying the claimant’s money.
Although the document stated that it was executed as a
‘deed . . . in the presence of’ an attesting witness, it was in
fact taken away by the defendants, signed by them and
then passed on to an attesting witness, who did not see
them sign the document. The defendants argued that they
were not bound by the document because it did not
comply with the formalities for a deed set out in' s 1 of the
Law of Property (Miscellaneous Provisions) Act 1989. The
Court of Appeal held that the document was a valid deed
and the defendants were bound by it. The document had
been described as a deed, it had been signed and attested
by a witness albeit shortly after the defendants signed.
The Court of Appeal applied the doctrine of estoppel to
prevent the defendants from denying the validity of the
deed. (Estoppel is a rule of evidence which prevents a
person from stating what is in fact true because he has in
the past led others to believe the contrary.) Pill LJ stated
that: ‘there are policy reasons for not permitting a party
to escape his obligations under the deed by reasons of
a defect, however minor, in the way his signature was
attested.’
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The previous rule that a deed must be written on
paper or parchment has been abolished by the 1989
Act. The use of seals by corporate bodies is unaf-
fected. Certain contracts, such as conveyances of
land, must be made in the form of a deed, but these
are relatively few in number.

2 Simple contracts. Contracts which are not deeds
are known as simple contracts. They are informal
contracts and may be made in any way — orally, in
writing, or they may be implied from conduct.

ESSENTIALS OF A VALID CONTRACT

The essential ingredients of a contract are:

1 Agreement. An agreement is formed when one
party accepts the offer of another.

2 Consideration. The parties must show that their
agreement is part of a bargain; each side must prom-
ise to give or do something for the other.

3 Intention. The law will not concern itself with
purely domestic or social arrangements. The parties
must have intended their agreement to have legal
consequences.

4 Form. In some cases, certain formalities must be
observed.

5 Capacity. The parties must be legally capable of
entering into a contract.

6 Genuineness of consent. The agreement must
have been entered into freely and involve a ‘meeting
of minds’.

7 Legality. The purpose of the agreement must not
be illegal or contrary to public policy.

A contract which possesses all these requirements
is said to be valid. If one of the parties fails to live
up to his or her promises, that party may be sued
for a breach of contract. The absence of an essential
element will render the contract either void, void-
able or unenforceable.

1 Void contracts. The term ‘void contract’ is a
contradiction in terms since the whole transaction
is regarded as a nullity. It means that at no time
has there been a contract between the parties. Any
goods or money obtained under the agreement must
be returned. Where items have been resold to a third

party, they may be recovered by the original owner.
A contract may be rendered void, for example, by
some forms of mistake.

2 Voidable contracts. Contracts founded on a mis-
representation and some agreements made by minors
fall into this category. The contract may operate
in every respect as a valid contract unless and until
one of the parties takes steps to avoid it. Anything
obtained under the contract must be returned,
insofar as this is possible. If goods have been resold
before the contract was avoided, the original owner
will not be able to reclaim them.

3 Unenforceable contracts. An unenforceable con-
tract is a valid contract but it cannot be enforced in
the courts if one of the parties refuses to carry out its
terms. Items received under the contract cannot be
reclaimed. Contracts of guarantee are unenforceable
unless evidenced in writing. The essential elements
of a valid contract will now be considered in more
detail. Remember — just as a house must have sound
foundations, walls and a roof, so must a contract
have all its essentials to be valid.

Agreement

The first requisite of any contract is an agreement.
At least two parties are required; one of them, the
offeror, makes an offer which the other, the offeree,
accepts.

Offer

An offer is a proposal made on certain terms by the
offeror together with a promise to be bound by that
proposal if the offeree accepts the stated terms. An
offer may be made expressly — for example, when
an employer writes to a prospective employee to offer
that person a job — or impliedly, by conduct - for
example, bidding at an auction.

The offer may be made to a specific person, in
which case it can only be accepted by that person.
If an offer is made to a group of people, it may be
accepted by any member of the group. An offer can
even be made to the whole world, such as where
someone offers a reward for the return of a lost dog.
The offer can be accepted by anyone who knows
about it, and finds the dog.
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Carlill v Carbolic Smoke Ball Co (1893)
The company inserted advertisements in a number of
newspapers stating that it would pay £100 to anyone who
caught ‘flu after using its smoke balls as directed for 14
days. The company further stated that to show its sincerity
in the matter it had deposited £1,000 at the Alliance Bank
to meet possible claims. Mrs Carlill bought one of the smoke
balls, used it as directed but still caught *flu. She claimed
the £100 reward but was refused, so she sued the company
in contract. The company put forward a number of argu-
ments in its defence: (a) It claimed that it had attempted to
contract with the whole world, which was clearly impossible.
The Court of Appeal held that the company had made an
offer to the whole world and it would be liable to anyone
who came forward and performed the required conditions.
(b) The company further submitted that the advertisement
was in the nature of a trade ‘puff’ and too vague to be a
contract. The court dealt with this argument by asking what
ordinary members of the public would understand by the
advertisement. The court took the view that the details of
use were sufficiently definite to constitute the terms of a
contract and that the reference to the £1,000 deposited at
a bank was evidence of an intention to be bound. (c) The
company also argued that the claimant had not provided
any consideration in return for its promise. The court held
that the inconvenience of using the smoke ball as directed
was sufficient consideration. (d) Finally, the company sub-
mitted that there was no notification of acceptance in
accordance with the general rule. The court held that in
this kind of contract, which is known as a unilateral con-
tract, acceptance consists of performing the requested act
and notification of acceptance is not necessary.

The court concluded that Mrs Carlill was entitled to
recover the £100 reward.

It is important to identify when a true offer has
been made because once it is accepted the parties
are bound. If the words and actions of one party do
not amount to an offer, however, the other person
cannot, by saying ‘I accept’, create a contract. A
genuine offer must, therefore, be distinguished from
what is known as an ‘invitation to treat’.

An invitation to treat

This is where a person holds himself out as ready to
receive offers, which he may then either accept or
reject. The following are examples of invitations to
treat.

1 The display of goods with a price ticket attached
in a shop window or on a supermarket shelf. This is

not an offer to sell but an invitation for customers
to make an offer to buy.

Fisher v Bell (1960)

A shopkeeper had a flick-knife on display in his shop
window. He was charged with offering for sale an offensive
weapon contrary to the provisions of the Restriction of
Offensive Weapons Act 1959. His conviction was quashed
on appeal. The Divisional Court of the Queen’s Bench
Division held that the display of goods with a price ticket
attached in a shop window is an invitation to treat and
not an offer to sell. (The Restriction of Offensive Weapons
Act 1961 was passed soon after this case to close the
loophole in the law.)

Pharmaceutical Society of Great Britain v Boots Cash
Chemists (Southern) Ltd (1953)

Boots operated a self-service, ‘supermarket’ system at
its Edgware branch in which the merchandise, including
drugs on the Poisons List, was laid out on open shelves
around the shop. Customers selected their purchases
from the shelves, placed them in a wire basket and paid for
them at a cash desk which was supervised by a registered
pharmacist. The Pharmaceutical Society claimed that by
operating this system Boots had committed an offence
contrary to s 18 of the Pharmacy and Poisons Act 1933,
which states that the sale of drugs included on the Poisons
List must take place in the presence of a qualified phar-
macist. The Pharmaceutical Society argued that the sale
took place when a customer placed his purchase in the
basket, which was not supervised by a pharmacist. The
Court of Appeal held that the display of drugs on the open
shelf constituted an invitation to treat. The customer made
the offer to buy at the cash desk and the sale was com-
pleted when the cashier accepted the offer. Since the cash
desks were supervised by a registered pharmacist, the
requirements of the Act had been fulfilled and, therefore,
Boots had not committed an offence.

Thus, it is a clearly established principle of civil
law that if goods are displayed for sale with an
incorrect price ticket attached to them, the retailer is
not obliged to sell at that price. Under the criminal
law, however, the retailer may find himself facing a
prosecution for a breach of the provisions of the
Consumer Protection Act 1987.

2 Advertisements, catalogues and brochures. Many
businesses make use of the press, TV, commercial
radio and, in more recent times, the Internet, to sell
their products direct to the public. Even if the word
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‘offer’ is used, the advertisement is still an invitation
to treat.

Partridge v Crittenden (1968)

Partridge placed an advertisement in the Cage and Aviary
Birds magazine, which read ‘Bramblefinch cocks, bram-
blefinch hens, 25s each’. A Mr Thompson replied to the
advertisement and was sent a bramblefinch hen. Partridge
was charged with ‘offering for sale’ a wild bird contrary to
the provisions of the Protection of Birds Act 1954 and was
convicted at the magistrates’ court. His conviction was
quashed on appeal to the Divisional Court of the Queen’s
Bench Division. The court held that since the advertise-
ment constituted an invitation to treat and not an offer to
sell, Partridge was not guilty of the offence with which he
had been charged.

Comment. It should be noted that the word ‘offer’ did not
appear in the advertisement in this case. However, in
Spencer v Harding (1870) a circular containing the word
‘offer’ was held to be an invitation to treat.

An advertisement placed in a newspaper or maga-
zine by a mail order firm constitutes an invitation to
treat: the customer makes the offer, which may be
accepted or rejected by the mail order firm.

Similar principles apply to electronic trading
via the Internet, otherwise known as e-commerce.
Posting advertisements on a website amounts to
an invitation to treat; by selecting the products and
services required, the customer is making an offer
to buy, which may be accepted or rejected by the
seller. So if a company by mistake advertises on its
website £200 video recorders for sale at £2, it could
refuse to sell the goods at the advertised price.

Although most advertisements will be treated as
invitations to treat, there are some situations where
an advertisement may be regarded as a definite offer,
e.g. as in Carlill v Carbolic Smoke Ball Co (1893).

3 Company prospectuses. When a company wishes
to raise capital by selling shares to the public, it
must issue a prospectus (an invitation to treat).
Potential investors apply for shares (the offer) and
the directors then decide to whom to allot shares
(the acceptance).

4 Auctions. At an auction sale the call for bids by
an auctioneer is an invitation to treat. The bids are
offers. The auctioneer selects the highest bid and
acceptance is completed by the fall of the hammer.

Payne v Cave (1789)

The defendant made the highest bid for the claimant’s
goods at an auction sale, but he withdrew his bid before
the fall of the auctioneer’s hammer. It was held that the
defendant was not bound to purchase the goods. His bid
amounted to an offer which he was entitled to withdraw
at any time before the auctioneer signified acceptance
by knocking down the hammer. The common law rule laid
down in this case has now been codified in s 57(2) of the
Sale of Goods Act 1979.

Advertising a forthcoming auction sale does not
amount to an offer to hold it.

Harris v Nickerson (1873)

The defendant, an auctioneer, advertised in the London
papers that a sale of various goods including office furni-
ture would take place in Bury St Edmunds. The claimant
travelled from London to attend the sale, but the items
of furniture he had been commissioned to buy were
withdrawn from the sale. It was held that the defendant
auctioneer was not obliged to compensate the claimant
for a wasted journey. Advertising that a sale of certain
items will take place is a mere declaration of intention. It
does not create a binding contract with anyone who acts
on the advertisement by attending the sale.

However, advertising that an auction will be
‘without reserve’ amounts to an offer by the auc-
tioneer that once the auction has commenced the lot
will be sold to the highest bidder however low the
bids might be (Warlow v Harrison (1859) and more
recently Barry v Heathcote Ball & Co (Commercial
Auctions) Ltd (2000)).

5 Tenders. Large undertakings, such as public
authorities, often place contracts by inviting inter-
ested firms to tender (offer) for the business. An
invitation to tender can give rise to a binding obliga-
tion on the part of the inviter to consider tenders
submitted in accordance with the conditions of the
tender.

Blackpool and Fylde Aero Club Ltd v Blackpool
Borough Council (1990)

The defendant council invited the claimant club, together
with six other parties, to tender for the concession to offer
pleasure flights from the council-owned airport. The invita-
tion to tender required tenders to be submitted in accord-
ance with an elaborate procedure and stated that tenders
received after 12 noon on 17 March 1983 would not be
considered. The club’s tender was delivered by hand and
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placed in the letterbox in the Town Hall at 11 am on 17
March. Unfortunately, the letterbox was not cleared until
the next day. The club’s tender was marked late and was
not considered by the council. The concession was awarded
to another tenderer. The club sued for breach of a contract
to consider tenders which conformed with the require-
ments specified by the council. The Court of Appeal held
that by adopting a formal tendering procedure the council
impliedly undertook to consider all conforming tenders.
The council’s invitation to tender was an offer to consider
all qualifying tenders and the submission by the club of a
tender within the time limit was an acceptance. The club
was entitled to damages for breach of contract.

The acceptance of a tender has different legal
consequences, depending on the wording of the ori-
ginal invitation to tender. There are two possibilit-
ies, as follows.

Example 1

The Metropolitan Borough of Newtown invites tenders
for the supply of 100 tons of potatoes for the use of the
School Meals Service in the Borough from 1 January to
31 December. The acceptance of a tender creates a legally
binding contract. The successful supplier must deliver 100
tons of potatoes which the Borough must pay for.

Example 2

The Metropolitan Borough of Newtown invites tenders
for the supply of potatoes, not exceeding 100 tons, for the
period 1 January to 31 December as and when required by
the School Meals Service. The acceptance of a tender in
this situation has the effect of creating a standing offer on
the part of the supplier to deliver potatoes if and when
orders are placed by the School Meals Service. Each time
an order is placed by the School Meals Service it consti-
tutes an acceptance which creates an individual contract.
If the supplier refuses to fulfil the order, he will be in breach
of contract (Great Northern Rly Co v Witham (1873)). This
form of tender does not prevent the supplier giving notice
that he will not supply potatoes in the future or the School
Meals Service from not placing orders, if they decide to cut
potatoes from the school dinner menu.

The process of competitive tendering came under
scrutiny in the following case.

Harvela Investments Ltd v Royal Trust Co of Canada
Ltd (1985)

The first defendants decided to dispose of shares in a
company by sealed competitive tender. They sent identical
telexes to two prospective purchasers, the claimants and
the second defendants, inviting tenders and promising to

accept the highest offer. The claimants bid $175,000, while
the second defendants bid ‘$2,100,000 or $100,000 in
excess of any other offer’. The first defendants accepted
the second defendants’ offer. The House of Lords held that
the second defendants’ ‘referential bid’ was invalid. The
decision was a practical one. The purpose of competitive
tendering is to secure a sale at the best possible price. If
both parties had submitted a referential bid, it would have
been impossible to ascertain an offer and no sale would
have resulted from the process.

6 Statements of price in negotiations for the sale of
land. Where the subject matter of a proposed sale is
land, the courts are reluctant to find a definite offer
to sell unless very clearly stated.

Harvey v Facey (1893)
Harvey sent a telegram to Facey. ‘Will you sell us Bumper
Hall Pen? Telegraph lowest cash price ...” Harvey tele-

graphed his response: ‘We agree to buy Bumper Hall Pen
for £900 asked by you. Please send us your title deeds.’
The Judicial Committee of the Privy Council held that there
was no contract. Facey’s reply to Harvey’s initial enquiry
was not an offer to sell but merely a statement of the price
he might be prepared to sell at if he wished to sell. As
Facey had not made an offer, Harvey’s second telegram
could not amount to an acceptance.

Clifton v Palumbo (1944)

In the course of negotiations for the sale of a large estate,
the claimant wrote to the defendant: ‘| am prepared to offer
my Lytham estate for £600,000. | also agree that sufficient
time shall be given to you to complete a schedule of com-
pletion.” The Court of Appeal held that these words did
not amount to a firm offer to sell, but rather a preliminary
statement as to price.

Gibson v Manchester City Council (1979)

In 1970 the Council adopted a policy of selling its council
houses to tenants. The City Treasurer wrote to Mr Gibson
in February 1971 stating that the council ‘may be prepared
to sell’ the freehold of his house to him at a discount price.
The letter invited Mr Gibson to make a formal application
which he duly did. In May 1971 control of the council
passed from the Conservatives to Labour and the policy of
selling council houses was reversed. Only legally binding
transactions were allowed to proceed. The council did not
proceed with Mr Gibson’s application. The House of Lords
held that the City Treasurer’s letter was an invitation to
treat and not an offer to sell. Mr Gibson’s application was
the offer and, as this had not been accepted by the council,
a binding contract had not been formed.
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Termination of the offer

An offer can end in a number of ways:

1 By acceptance. An offer which has been accepted
constitutes a contract. That offer is no longer avail-
able for acceptance.

2 By rejection. An offer is rejected if:

m the offeree notifies the offeror that he does not
wish to accept the offer;

m the offeree attempts to accept subject to certain
conditions;

m the offeree makes a counter-offer.

Hyde v Wrench (1840)

Wrench offered to sell his farm to Hyde for £1,000. Hyde
replied with a ‘counter-offer’ of £950, which was refused.
Hyde then said that he was prepared to meet the original
offer of £1,000. It was held that no contract had been
formed. The ‘counter-offer’ of £950 had the effect of
rejecting Wrench’s original offer.

Sometimes it is difficult to decide whether the
offeree is making a counter-offer or simply asking
for more information about the offer. A request for
more information will not reject the offer.

Stevenson v McLean (1880)

The defendant offered to sell a quantity of iron to the
claimants for cash. The claimants asked whether they
could have credit terms. When no reply to their enquiry
was forthcoming, the claimants accepted the terms of the
original offer. Meanwhile, the defendant had sold the iron
elsewhere. It was held that the enquiry was a request for
more information, not a rejection of the offer. The defendant
was liable for breach of contract.

3 By revocation before acceptance. An offer may
be revoked (withdrawn) at any time before accept-
ance but it will only be effective when the offeree
learns about it.

Byrne v Van Tienhoven (1880)

The defendants posted a letter in Cardiff on 1 October to
the claimants in New York, offering to sell them 1,000 boxes
of tinplates. On 8 October the defendants posted a letter
withdrawing the offer, which was received by the claimants
on 20 October. However, on 11 October the claimants tele-
graphed their acceptance which they confirmed by letter
posted on 15 October. It was held that a revocation takes

effect only when communicated to the offeree. The contract
in this case came into existence when the defendants’
offer was accepted by the claimants on 11 October. The
letter of revocation was ineffective as it was received after
the acceptance was complete.

It is not necessary that the offeror himself should
tell the offeree that the offer has been revoked; the
information may be conveyed by a reliable third

party.

Dickinson v Dodds (1876)

The defendant, on Wednesday, offered to sell some prop-
erty to the claimant, the offer to be left open until 9 am,
Friday. On Thursday, the claimant heard from a Mr Berry
that the defendant had sold the property to someone else.
Nevertheless, the claimant wrote a letter of acceptance
which was handed to the defendant at 7 am on the Friday
morning. The Court of Appeal held that as the claimant
had heard about the revocation from Berry, who was a
reliable source, the offer was no longer available for accept-
ance. No contract had been formed.

In Dickinson v Dodds the offer was expressed to
be open until Friday at 9 am. Such an offer may be
revoked before the end of the time limit, unless it
has already been accepted.

Routledge v Grant (1828)

The defendant offered to buy the claimant’s house, giving
the claimant six weeks to consider the proposal. It was
held that the defendant could withdraw the offer at any
time before acceptance, even though the deadline had not
yet expired. The claimant’s attempt to accept the offer
after it had been withdrawn was ineffective.

An offer may be revoked by a second, subsequent
offer. However, the second offer must be suffici-
ently at odds with the first offer so that both cannot
be accepted.

Pickfords Ltd v Celestica Ltd (2003)

As Dyson LJ stated in the opening remarks of his judgment
in the Court of Appeal: ‘it is as if the facts of this case have
been devised for an examination question on the law of
contract for first year law students.’

The claimant P, a removal company, had been appro-
ached by the defendant C, an IT company, concerning a
proposed move of workshop and office equipment from
Stoke-on-Trent to Telford. On 13 September 2001, P sent
a fax to C, offering to carry out the work at a rate of
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£890 per load (excluding VAT) plus extras for insurance
etc. P calculated that it would take 96 loads to complete the
move, giving rise to an estimated budget figure of £100,000.
During the next fortnight P carried out a more detailed sur-
vey of the proposed move and on 27 September sent a
further more detailed document to C in which it was stated
that P would carry out the work for a fixed price quotation
of £98,760. A copy of P’s standard terms and conditions
were enclosed. On 15 October 2001, C sent a fax to P
headed ‘Confirmation’ which stated that an order had been
raised to cover the quotation and that the cost was not to
exceed £100,000. P carried out the work and claimed the
fixed sum of £98,760. C paid only £33,000.

The Court of Appeal applied the following analysis to the
sequence of events.

1 13 September fax from P to C was an offer to carry out
the work for a fixed price per vehicle load (the first offer).

2 27 September proposal from P to C was an offer to
carry out the work for a fixed overall price of £98,760
(the second offer). The court took the view that this sec-
ond offer superseded the first offer and had the effect
of revoking the first offer. Its reasons for reaching this
conclusion were that the basis for calculating the price
was quite different in the two offers; the second offer
contained more detail than the first offer and included
P’s standard terms and conditions.

3 C’s fax of the 15 October purported to be an accept-
ance of the first offer. However, as this offer had been
revoked, it could not be accepted. C’s fax was a
counter-offer, which P accepted by carrying out the
removal. Even if the first offer had not been revoked C’s
fax would have been a counter-offer as it included a
new term limiting the overall cost to £100,000.

A promise to keep an offer open will be binding
if it can be enforced as a separate contract. A legally
binding option will be created if the offeree pro-
vides some consideration in return for the offeror’s
promise to keep the offer open.

Mountford v Scott (1975)

The purchaser of a house paid the seller £1 for an option
to buy, exercisable within six months. The Court of Appeal
held that the seller could not withdraw the offer before the
option expired.

The Law Revision Committee recommended in
1937 that a promise to keep an offer open for a
definite period of time or until the happening of
a specific event should be binding even if there is no

consideration for the promise. In 1975 the Law Com-
mission made a similar recommendation but limited
to promises made ‘in the course of a business’.

The effect of revocation in the case of a potentially
‘unilateral’ contract, such as in Carlill’s case, is not
straightforward. Where the offer has been made to
the whole world, as, for example, where a reward
has been offered in a newspaper for the return of a
lost dog, a revocation will probably be effective as
against anyone who has yet to start looking for the
dog, provided it is given the same publicity as the
original offer of the reward. However, if someone
has started to perform the act requested in the offer,
the offer cannot be revoked.

Errington v Errington (1952)

A father bought a house for his son and daughter-in-law
to live in. The father paid a deposit of one-third of the
purchase price and borrowed the balance from a building
society. He told his son and daughter-in-law that if they
paid the mortgage he would convey the house to them
when all the instalments had been paid. The Court of
Appeal held that the father’s offer could not be revoked
provided the son and daughter-in-law continued to make
the mortgage payments.

4 1If the offer lapses. The offeror may stipulate that
the offer is only open for a limited period of time.
Once the time limit has passed, any acceptance will
be invalid. Even if no time limit is mentioned, the
offer will not remain open indefinitely. It must be
accepted within a reasonable time.

Ramsgate Victoria Hotel Co v Montefiore (1866)

The defendant offered to buy shares in the claimant’s
company in June. The shares were eventually allotted in
November. The defendant refused to take them up. The
Court of Exchequer held that the defendant’s offer to take
the shares had lapsed through an unreasonable delay in
acceptance.

What is a reasonable time will vary with the type
of contract.

5 Death. If the offeror dies after having made an
offer and the offeree is notified of the death, any
acceptance will be invalid. However, where the
offeree accepts in ignorance of what has happened,
the fate of the offer seems to depend on the nature
of the contract. An offer which involves the personal
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service of the offeror clearly cannot be enforced, but
other offers may survive, be accepted and carried out
by the deceased’s personal representatives. If the
offeree dies, there can be no acceptance. The offer
was made to that person and no one else can accept.

6 Failure of a condition attached to the offer. An
offer may be made subject to conditions. Such a
condition may be stated expressly by the offeror or
implied by the courts from the circumstances. If the
condition is not satisfied, the offer is not capable of
being accepted.

Financings Ltd v Stimson (1962)

The defendant saw a car at the premises of a dealer on
16 March. He wished to obtain the car on hire-purchase.
He signed a form provided by the claimant finance com-
pany which stated that the agreement would be binding
only when signed by the finance company. The defendant
took possession of the car and paid the first instalment
on 18 March. However, being dissatisfied with the car, he
returned it to the dealer two days later. On the night of 24—
25 March the car was stolen from the dealer’s premises,
but was recovered badly damaged. On 25 March the
finance company signed the hire-purchase agreement,
unaware of what had happened. The defendant refused
to pay the instalments and was sued for breach of the
hire-purchase agreement. The Court of Appeal held that
the hire-purchase agreement was not binding because the
defendant’s offer to obtain the car on hire-purchase was
subject to an implied condition that the car would remain
in substantially the same state until acceptance. Since the
implied condition had not been fulfilled at the time the
finance company purported to accept, no contract had
come into existence.

Acceptance

Once the presence of a valid offer has been estab-
lished, the next stage in the formation of an agree-
ment is to find an acceptance of that offer. The
acceptance must be made while the offer is still
open. It must be absolute and unqualified.

Unconditional acceptance

If the offeree attempts to vary the terms offered,
this will be treated as a counter-offer. As we have
already seen in Hyde v Wrench this has the effect of
rejecting the original offer. A similar problem exists
in ‘battle of forms® cases. This is where the offeror

makes an offer on his own pre-printed standard
form which contains certain terms, and the offeree
accepts on his own standard form which contains
conflicting terms.

Butler Machine Tool Co v Ex-Cell-O Corp (England)
(1979)

The claimants offered to supply a machine tool to the
defendants for £75,535. However, the quotation included
a term which would entitle the sellers to increase this price
(price-variation clause). The defendants accepted the offer
on their own standard terms which did not provide for any
variation of their quoted price. The claimants acknowledged
the order. When the machine was delivered, the claimants
claimed an extra £2,892 which the defendants refused to
pay. The Court of Appeal held that the defendants had not
unconditionally accepted the original offer. They had made
a counter-offer which had been accepted by the claimants.
The defendants’ terms governed the contract. The claimants’
action to recover the increase in price, therefore, failed.

One form of conditional acceptance is the use
of the phrase ‘subject to contract’ in negotiations
involving the sale of land. These words usually
mean that the parties do not intend to be bound at
that stage. However, if there is clear evidence of
a contrary intention, a court may be prepared to
find that a contract has been concluded despite the
use of the customary words ‘subject to contract’
(Alpenstow Ltd v Regalian Properties plc (1985)).
The advantage of ‘subject to contract’ agreements is
that they allow either party to withdraw from the
agreement at any time and for any reason without
facing an action for breach of contract. The problem
is that the parties may incur considerable expense
on negotiations which do not ultimately result in a
contract being formed. Some legal systems overcome
this problem by imposing a duty to negotiate in good
faith. English law, however, does not recognise such
a duty and an agreement to negotiate will not be
binding.

Walford v Miles (1992)

The defendants owned a photographic processing
business, which they wished to sell. In 1985 there were
unsuccessful negotiations with a company. In 1986, the
claimants heard that the business was for sale for about
£2 million. The claimants were keen to buy at this price
because they thought that the business had been con-
siderably undervalued. In March 1987, the claimants and
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defendants reached a ‘subject to contract’ agreement for
the sale of the business. The defendants asked for a letter,
known as a ‘comfort letter’, from the claimants’ bankers
confirming that they would provide the finance for the deal
and in return the defendants promised to terminate negoti-
ations with any third parties. The comfort letter was pro-
vided as agreed but the defendants sold the business to
the company which had made the unsuccessful offer in
1985. The claimants sued for breach of an implied term to
negotiate in good faith. The House of Lords held that an
agreement to negotiate is unenforceable because it lacks
the requirement of certainty. In this case no time limit was
given for exclusive negotiations. Their Lordships indicated,
however, that it would be possible to enter into a binding
‘lock-out’ agreement, i.e. an agreement to deal exclusively
with one party and not to consider other offers for a limited
period. The Court of Appeal upheld such an agreement in
Pitt v PHH Asset Management Ltd (1993) (discussed later
in this chapter).

Method of acceptance

An acceptance may take any form. It can be given
orally or in writing but silence cannot normally
amount to an acceptance.

Felthouse v Bindley (1862)

The claimant had been negotiating to buy his nephew’s
horse. He eventually wrote to his nephew: ‘If | hear no
more about him, | shall consider the horse is mine at
£30 15s.” The nephew did not reply to this letter but he did
ask the auctioneer, who had been engaged to sell all his
farming stock, to keep the horse out of the sale, as he had
sold it to his uncle. The auctioneer by mistake included the
horse in the sale and was sued by the uncle in the tort of
conversion. The basis of the uncle’s claim was that the
auctioneer had sold his property. The court held that the
uncle had no claim. Although the nephew had mentally
accepted the offer, some form of positive action was
required for a valid acceptance. Since there was no con-
tract between the uncle and nephew, ownership of the
horse had not passed to the uncle.

Comment. This case established the principle that the
offeree’s silence or failure to act cannot constitute a valid
acceptance. The rule has a particularly useful application
to the problem of ‘inertia selling’. This is where a trader
sends unsolicited goods to a person’s home, stipulating
that if he does not receive a reply within a specified time,
he will assume that his offer to sell the goods has been
accepted and the indicated price is payable. The Felthouse
rule makes it clear that a recipient of goods in these
circumstances is not obliged to pay, because his silence

or inaction cannot amount to an acceptance. Many people,
however, have paid up in ignorance of the law.

More effective control of ‘inertia selling’ was
introduced in the form of the Unsolicited Goods
and Services Act 1971, which has now been up-
dated and extended by the Consumer Protection
(Distance Selling) Regulations 2000 (SI2000/2334).
The regulations outlaw the supply of unsolicited
goods and services to consumers. The recipient of
unsolicited goods may treat them as an uncondi-
tional gift. It is also an offence to make a demand
for payment from a consumer for unsolicited goods
or services.

Felthouse v Bindley would seem to suggest that
only an oral or written acceptance will be valid. How-
ever, acceptance may be implied from a person’s
conduct.

Brogden v Metropolitan Railway Co (1877)

Brogden had supplied the railway company with coal for
many years without the benefit of a formal agreement.
Eventually the parties decided to put their relationship on
a firmer footing. A draft agreement was drawn up by the
company’s agent and sent to Brogden. Brogden filled in
some blanks, including the name of an arbitrator, marked
it as ‘approved’ and returned it to the company’s agent
who put it in his drawer. Coal was ordered and supplied in
accordance with the terms of the ‘agreement’. However, a
dispute arose between the parties and Brogden refused
to supply coal to the company, denying the existence of
a binding contract between them. The House of Lords held
that a contract had been concluded. Brogden’s amend-
ments to the draft agreement amounted to an offer which
was accepted by the company either when the first order
was placed under the terms of the agreement or at the
latest when the coal was supplied. By their conduct the
parties had indicated their approval of the agreement.

Examples of acceptance by conduct include
returning a lost dog in a reward case, or using a
smoke ball in the prescribed manner in Carlill v
Carbolic Smoke Ball Co. The offeror may state
that the acceptance must be in a particular form.
It follows that the offeror’s wishes should be
respected. So if he asks for an acceptance in writing,
a verbal acceptance by telephone will not be valid.
Sometimes the offeror may say ‘reply by return
post’, when he really means ‘reply quickly’ and a
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telephone call would be acceptable. Provided that
the chosen method of acceptance fulfils the intentions
of the offeror, it will be binding.

Yates Building Co Ltd v R ] Pulleyn & Sons (York) Ltd
(1975)

The vendors of a piece of land stated that an option to
buy it should be exercised by ‘notice in writing . . . to be
sent registered or recorded delivery’. The acceptance was
sent by ordinary post. The Court of Appeal held that the
vendor’s intention was to ensure that they received written
notification of acceptance. The requirement to use regis-
tered or recorded delivery was more in the nature of a
helpful suggestion than a condition of acceptance.

Communication of acceptance

The general rule is that an acceptance must be
communicated to the offeror, either by the offeree
himself or by someone authorised by the offeree.
The contract is formed at the time and place the
acceptance is received by the offeror. If the post,
however, is the anticipated method of communica-
tion between the parties, then acceptance is effective
immediately the letter of acceptance is posted. Pro-
vided the letter is properly stamped, addressed and
posted, the contract is formed on posting, even if
the letter is delayed or never reaches its destination.
This special rule was established in 1818.

Adams v Lindsell (1818)

On 2 September 1817 the defendants who were wool
traders based in Huntingdon wrote to the claimants, who
were woollen manufacturers in Bromsgrove, offering to
sell them some wool and asking for an answer ‘in course
of post’. This letter was wrongly addressed and as a result
it did not reach the claimants until 5 September. The same
day the claimants posted a letter of acceptance which
reached the defendants on 9 September. The evidence was
that if the offer letter had been correctly addressed a reply
‘in course of post’ could have been expected by 7 Sep-
tember. On 8 September the defendants sold the wool to
someone else. It was held that the contract was formed when
the claimants posted their letter of acceptance. In reach-
ing this conclusion the court may have been influenced
by the fact that it was the defendants’ misdirection of the
offer letter which led to the delayed acceptance.

Household Fire Insurance Co v Grant (1879)
Grant applied for shares in the claimant company. A letter
of allotment was posted but Grant never received it. When

the company went into liquidation, Grant was asked, as a
shareholder, to contribute the amount still outstanding on
the shares he held. The Court of Appeal held that Grant
was a shareholder of the company. The contract to buy
shares was formed when the letter of allotment (accept-
ance) was posted.

The ‘postal rules’ have been applied to accept-
ances by telegram but not to more instantaneous
methods of communication such as telex and
telephone.

Entores v Miles Far East Corp (1955)

The claimants, a London company, made an offer to the
defendants’ agents in Amsterdam by means of a telex
message. The Dutch agents accepted the offer by the
same method. The claimants later alleged that the defend-
ants had broken their contract and wished to serve a writ
(now claim form) on them, which they could do if the
contract was made in England. The Court of Appeal held
in favour of the claimants. The decision of the court was
expressed by Parker LJ in the following terms: ‘So far as
Telex messages are concerned, though the despatch and
receipt of a message is not completely instantaneous,
the parties are to all intents and purposes in each other’s
presence just as if they were in telephonic communication,
and | can see no reason for departing from the general
rule that there is no binding contract until notice of the
acceptance is received by the offeror. That being so, and
since the offer . . . was made by the [claimants] in London
and notification of the acceptance was received by them
in London, the contract resulting therefrom was made
in London.” The approach of the Court of Appeal was
confirmed by the House of Lords in Brinkibon v Stahag
Stahl (1982).

Acceptances sent by electronic means are likely
to be treated in the same way as telephone or telex
acceptances; the seller’s acceptance will only be
effective when received by the customer. The problem
of applying this approach to e-commerce is that if
a seller is doing business with customers based in
different countries, the contract will be formed in
the country (and jurisdiction) where the customer
is based. E-traders can avoid these difficulties by
confirming customers’ orders by e-mail and asking
the customer to confirm the purchase by clicking on
a confirmation button. The effect of these precau-
tions is that the contract will be concluded at the
seller’s place of business.
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Clearly, the ‘postal rules’ are a potential problem
for an offeror: if the letter of acceptance is lost in the
post, the offeror may be unaware that a binding
contract has been formed. An offeror can protect
himself by specifically stating that the acceptance is
only complete when received on or before a certain
date.

Holwell Securities v Hughes (1974)

Dr Hughes had agreed to grant Holwell Securities Ltd
an option to buy his premises. The option, which would
constitute the acceptance, was exercisable ‘by notice in
writing’ to the doctor within six months. The company
posted a letter of acceptance but it was never delivered.
The Court of Appeal held that no contract had been
formed. Since Dr Hughes had stipulated actual ‘notice’
of the acceptance, the postal rules did not apply. The
acceptance would only be effective when received by
the doctor.

Note that the postal rules only apply to the com-
munication of acceptances: offers and revocations
of offers must be communicated to be effective.

The Electronic Commerce (EC Directive) Regula-
tions 2002 (SI2002/2013) provide a legal framework
for the conclusion of contracts by electronic means.
The regulations, which came into force in August
2002, apply to on-line trading and advertising using
the Internet, e-mail or mobile phones. This kind of
business is referred to as ‘information society services’.
The regulations protect consumers but may apply
to business customers unless they agree otherwise.
Regulation 9 provides that where a contract is to be
concluded by electronic means (but not by exchange
of e-mails), the service provider must, prior to an
order being placed, provide to the recipient (the
consumer) the following information in a clear,
comprehensible and unambiguous manner:

m The different technical steps to follow to conclude
the contract.

m Whether the concluded contract will be filed
by the service provider and whether it will be
accessible.

m The technical means for identifying and correcting
input errors before the order is placed.

m The languages offered for conclusion of the
contract.

In addition, the service provider must:

m indicate which relevant codes of conduct he
subscribes to and how they can be accessed
electronically;

® make available any terms and conditions, pro-
vided in a way which allows the recipient to store
and reproduce them.

If the recipient places an order electronically the ser-
vice provider must acknowledge receipt of the order
without undue delay and by electronic means and
make available appropriate, effective and accessible
means to allow the recipient to identify and correct
input errors before placing the order. Acknowledge-
ment of the order is deemed to be received only when
the recipient is able to access it. A consumer will
be entitled to rescind a contract where the service
provider has not made available the means of iden-
tifying and correcting input errors. Other breaches
of the regulations may give rise to an action in dam-
ages for breach of statutory duty against the service
provider.

Consideration

On the previous pages we have seen how an
agreement is formed — the requirements of offer and
acceptance — but the mere fact of an agreement
alone does not make a contract. The law concerns
itself with bargains. This means that each side must
promise to give or do something for the other. The
element of exchange is known as ‘consideration’
and is an essential element of every valid simple
contract. A promise of a gift will not be binding
unless made in the form of a deed. Consideration
can take two forms: executed or executory. What is
the difference between them?

1 Executed consideration is where one party prom-
ises to do something in return for the act of another,
e.g. reward cases.

Promise Act

David sees the advert

in the local paper. He
finds the cat, returns it to
Mrs Smith and claims the
reward.

£10 reward offered for
the return of ‘Lucky’ —
black and white cat.
Ring Mrs Smith
(01308 215 8793).
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‘Cash with order’ terms are an example of exec-
uted consideration.

2 Executory consideration is where the parties
exchange promises to perform acts in the future,
e.g. ‘cash on delivery’ terms.

Promise Act

Jones & Co Ltd promises
to pay £950 when a new
computer is delivered.

Fastype Ltd promises to
deliver the computer
within six weeks.

Rules governing consideration

1 Consideration must not be in the past. If one
party voluntarily performs an act, and the other
party then makes a promise, the consideration for
the promise is said to be in the past. Past considera-
tion is regarded as no consideration at all.

Act Promise

John gives Susan a
lift home in his car
after work.

On arrival, Susan offers John

£1 towards the petrol but, finding
that she has not got any change,
she says she will give him the
money the next day at work.

In this example, John cannot enforce Susan’s
promise to pay £1 because the consideration for the
promise (giving the lift) is in the past. John would

ave given Susan the lift home without expectin
have g S the lift h thout expecting
payment and so there was no bargain between the
parties.

Re McArdle (1951)

Mr McArdle died leaving a house to his wife for her lifetime
and then to his children. While Mrs McArdle was still alive,
one of the children and his wife moved into the house.
The wife made a number of improvements to the house
costing £488. After the work had been completed, all the
children signed a document in which they promised to
reimburse the wife when their father’s estate was finally
distributed. The Court of Appeal held that this was a case
of past consideration. The promise to pay £488 to the wife
was made after the improvements had been completed
and was, therefore, not binding.

The rule about past consideration is not strictly
followed. If, for example, a person is asked to
perform a service, which he duly carries out, and
later a promise to pay is made, the promise will be
binding.

Re Casey’s Patents, Stewart v Casey (1892)

Casey agreed to promote certain patents which had been
granted to Stewart and another. (A patent gives the holder
exclusive rights to profit from an invention.) Two years later
Stewart wrote to Casey promising him a one-third share
of the patents ‘in consideration’ of Casey’s efforts. It was
held that Stewart’s original request raised an implication
that Casey’s work would be paid for. The later letter merely
fixed the amount of the payment.

2 Consideration must move from the promisee. If
A (the promisor) makes a promise to B (the prom-
isee), the promise will only be enforceable (unless
made in the form of a deed) if B can show that he
has provided consideration in return for A’s promise.

Tweddle v Atkinson (1861)

John Tweddle and William Guy agreed that they would
pay a sum of money to Tweddle’s son, William, who had
married Guy’s daughter. William Guy died without paying
his share and William Tweddle sued his late father-in-law’s
executor (Atkinson). His claim failed because he had not
provided any consideration for the promise to pay.

The rule that consideration must move from the
promisee is closely related to the doctrine of privity
of contract. This doctrine states that a person can-
not be bound by or take advantage of a contract to
which he was not a party. The doctrine of privity of
contract and the exceptions to the rule, including
the recent changes contained in the Contracts (Rights
of Third Parties) Act 1999, will be examined in
more detail later in this chapter. It should be noted
at this point, however, that the 1999 Act does not
change the requirement that the promisee must show
consideration to enforce any promise not made in
the form of a deed.

3 Consideration must not be illegal. The courts will
not entertain an action where the consideration is
contrary to a rule of law or is immoral. The question
of legality will be considered in more detail later in
this chapter.
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4 Consideration must be sufficient but need not be
adequate. It must be possible to attach some value
to the consideration but there is no requirement
for the bargain to be strictly commercial. If a man is
prepared to sell his Jaguar car for £1, the contract
will not fail for lack of consideration. The courts
will not help someone who complains of making a
bad bargain.

The following are examples of cases where the
consideration was of little value, but, nevertheless,
it was held to be sufficient.

Thomas v Thomas (1842)

After the death of her husband, Mrs Thomas agreed to
pay rent of £1 a year in order to continue living in the
same house. It was held that the payment of £1 was valid
consideration.

Chappell & Co Ltd v Nestlé Co Ltd (1959)

Nestlé was running a special offer whereby members of
the public could obtain a copy of the record ‘Rockin’ Shoes’
by sending off three wrappers from Nestlé’s sixpenny
chocolate bars, plus 1s 6d. The records had been made by
Hardy & Co but the copyright was owned by Chappell &
Co Ltd, which claimed that there had been breaches of
its copyright. The case turned round whether the three
wrappers were part of the consideration. The House of
Lords held that they were — even though they were thrown
away when received. In the words of Lord Somervell, ‘A
peppercorn does not cease to be good consideration if it
is established that the promisee does not like pepper and
will throw away the corn.’

A person who promises to carry out a duty which
he is already obliged to perform is in reality offering
nothing of value. The ‘consideration’ will be insuf-
ficient. However, if a person does more than he is
bound to do, there may be sufficient consideration.
The promise may involve a public duty imposed by
law.

Collins v Godefroy (1831)

Collins was subpoenaed to give evidence in a case in
which Godefroy was a party. (A subpoena is a court order
which compels a person’s attendance at court.) Godefroy
promised to pay 6 guineas for Collins’ loss of time. Collins’
action to recover this money failed because he was already
under a legal duty to appear in court. He had not done
anything extra.

Glasbrook Bros Ltd v Glamorgan County Council (1925)
Glasbrook Bros were the owners of a strike-hit mine. They
asked for police protection for the safety of men whose
presence was necessary to prevent the mine flooding.
They were unhappy with the arrangements originally offered
by the local police. Eventually it was agreed that 70 police-
men would be stationed in the colliery and that Glasbrook
Bros would pay for this extra security. The House of Lords
held that, since the police had provided more protection
than they thought necessary, this constituted considera-
tion. They were entitled to payment.

Note: Glasbrook v Glamorgan was considered by the Court
of Appeal in upholding a claim by a police authority for
£51,699 against Sheffield United Football Club for special
police services provided at the club’s home matches
between August 1982 and November 1983 (Harris v Sheffield
United Football Club (1987)).

Similar principles apply where a person is bound
by a pre-existing contractual duty.

Stilk v Myrick (1809)

During the course of a voyage from London to the Baltic
and back, two of a ship’s crew deserted. The captain
promised to share the wages of the deserters amongst
the remaining crew. It was held that this promise was not
binding as the sailors were already contractually bound
to meet such emergencies of the voyage. They had not
provided consideration.

The decision in Stilk v Myrick was reconsidered
by the Court of Appeal in the following case.

Williams v Roffey Bros & Nicholls (Contractors) Ltd
(1990)

The defendant building contractors had a contract to
refurbish a block of 27 flats. They had sub-contracted the
carpentry work to Williams for £20,000. After the contract
had been running some months, during which time Williams
had completed nine flats and received some £16,200 on
account, it became apparent that Williams had underest-
imated the cost of the work and was in financial difficulties.
The defendants, concerned that the carpentry work would
not be completed on time and that as a result they would
fall foul of a penalty clause in their main contract, agreed
to a further £575 per flat. Williams completed eight more
flats but did not receive full payment. He stopped work and
brought an action for damages. The defendants argued
that they were not obliged to pay as they had promised
Williams extra pay for something he was already contrac-
tually bound to do, i.e. complete the work. Williams in turn
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submitted that the defendants obtained a benefit in that
they had avoided a penalty for late completion and did
not have the expense of engaging another contractor. The
Court of Appeal held that Williams was entitled to the extra
payments. Where A promises additional payments to B in
return for B’s promise to complete work on time, and by
giving this promise A obtains a benefit by avoiding a penalty
clause, for example, then B’s promise may constitute suf-
ficient consideration to support A’s promise of extra pay,
provided A’s promise has not been obtained as a result of
fraud or economic duress (see p 247).

Hartley v Ponsonby (1857)

When almost half of the crew of a ship deserted, the
captain offered those remaining £40 extra to complete the
voyage. In this case, the ship was so seriously under-
manned that the rest of the journey had become extremely
hazardous. It was held that this fact discharged the sailors
from their existing contract and left them free to enter into
a new contract for the rest of the voyage.

A slightly different problem arises where a person
agrees to accept a smaller sum of money as full pay-
ment under a contract to pay a larger amount. For
example, what is the legal position if Derek owes
Graham £100, but Graham says that he will accept
£90 in full settlement? Can Graham change his mind
and sue for the outstanding £10? The long-established
common law rule, known as the rule in Pinnel’s Case
(1602), is that an agreement to accept a lesser sum is
not binding unless supported by fresh consideration.

Foakes v Beer (1884)

Mrs Beer had obtained judgment for a debt against Dr
Foakes. She agreed that she would take no further action
in the matter, provided that Foakes paid £500 immediately
and the rest by half-yearly instalments of £150. Foakes
duly kept to his side of the agreement. Judgment debts,
however, carry interest. The House of Lords held that
Mrs Beer was entitled to the £360 interest which had
accrued. Foakes had not ‘bought’ her promise to take no
further action on the judgment. He had not provided any
consideration.

The decision in Foakes v Beer was reconsidered
by the Court of Appeal in the following case.

Re Selectmove Ltd (1995)

Selectmove owed the Inland Revenue large sums of
tax and national insurance. In July 1991, Selectmove’s
managing director suggested to a collector of taxes that

the company should pay future income tax and national
insurance contributions as they became due and clear
the arrears at £1,000 per month from 1 February 1992. The
collector said that he would have to obtain approval for
this proposal and that he would come back to the company
if it was not acceptable. Selectmove heard no more from
the Inland Revenue until 9 October 1991, when the Revenue
demanded payment of the arrears in full and threatened to
present a winding-up petition. The question was whether
the proposal made by Selectmove’s managing director
in July had become a binding agreement. It was argued on
behalf of Selectmove that the decision in Williams v Roffey
Bros was authority for the proposition that a promise to
perform an existing obligation can amount to good con-
sideration provided that there are practical benefits to
the promisee. The Court of Appeal held that the Williams
principle, which related to a case involving the supply of
services, should not be extended to a situation involving
an obligation to make a payment which is clearly governed
by the authority of the House of Lords in Foakes v Beer.
The court concluded that if there was an agreement between
Selectmove and the Inland Revenue, it was unenforceable
because of the absence of consideration.

There are some exceptions to the rule.

1 If the smaller payment is made, at the creditor’s
request, at an earlier time, at a different place, with
an additional item or by a different method, consid-
eration has been shown. It should be noted that
payment by cheque rather than by cash does not
necessarily release a debtor from his obligation to
pay the full amount.

Stour Valley Builders v Stuart (1993)

The claimants were a small firm of builders. They carried
out some work for Mr and Mrs Stuart. On completion of
the work, the claimants submitted a bill which, after
deductions for payments on account, came to £10,204.
Following a query by Mr Stuart, the bill was revised to
£10,163. Mr Stuart continued to dispute an amount of
£3,000 but made an offer to settle of £8,471. He wrote to
the claimants enclosing a cheque for £8,471 ‘in full and
final settlement’. The claimants paid the cheque in to their
bank account but, after seeking advice from their solicitor
the following day, contacted Mr Stuart to say that they
would not accept the cheque in full settlement. The Court
of Appeal held that although cashing in of a cheque is
strong evidence of agreement, if, as in this case, the bank-
ing of the cheque was closely followed by a rejection of the
offer to settle, there could be no ‘accord and satisfaction’
so as to discharge the debt.
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Note: Another more recent example of this principle can
be found in the decision of the High Court in Inland
Revenue Commissioners v Fry (2001). Mrs Fry owed the
Inland Revenue £113,000. Her husband wrote to the
Revenue enclosing a cheque for £10,000. He stated that if
the Revenue presented the cheque for payment it would
be taken as acceptance of the offer of £10,000 in full and
final settlement of Mrs Fry’s liabilities. Unknown to Mr Fry,
the procedure in the Revenue’s post room was to send
all cheques to the cashier’s section for banking and to
send any correspondence to the appropriate caseworker.
As soon as Mr Fry’s letter reached the caseworker, she
telephoned Mr Fry to say that although the cheque had
been banked his offer to settle had not been accepted.
The High Court held that the encashment of the cheque by
the Revenue had not discharged Mrs Fry from the obliga-
tion to pay the full amount. As Jacob J put it: the ‘Cashing
of a cheque gives rise to no more than a rebuttable pre-
sumption of acceptance of the accompanying letter. That
presumption is fully rebutted here’.

2 The rule does not apply to a composition agree-
ment. This is where a debtor agrees with all his
creditors to pay so much in the £ of what he owes.
Provided that the debtor honours the agreement, a
creditor cannot sue for any outstanding sum.

3 A promise to accept a smaller sum in full satis-
faction will be binding on a creditor where the part-
payment is made by a third party on condition that
the debtor is released from the obligation to pay
the full amount (Hirachand Punamchand v Temple
(1911)).

4 The final exception is provided by equity. You
will remember from Chapter 1 that equity is a system
of law based on the idea of fairness and doing right
according to conscience. The rule about part-
payment would seem an ideal candidate for inter-
vention by equity. It seems very unfair that a court
will support a person who has gone back on his
word, especially where the agreement to accept a
lesser amount has been relied upon. The equitable
rule of promissory estoppel which was developed
by Denning ] in the High Trees case may provide
some assistance.

Central London Property Trust Ltd v High Trees House
Ltd (1947)

In 1937 the claimants granted a 99-year lease on a block
of flats in London to the defendants at an annual rent of

£2,500. Owing to the outbreak of war in 1939, the defend-
ants found it very difficult to get tenants for the flats and so
in 1940 it was agreed that the rent should be reduced to
£1,250. By 1945 the flats were full again and the claimants
sued to recover the arrears of rent as fixed by the 1937
agreement for the last two quarters of 1945. Denning J
held that they were entitled to recover this money, but
if they had sued for the arrears from 1940-45, the 1940
agreement would have defeated their claim. The defend-
ants had relied upon the reduction in rent and equity would
require the claimants to honour the promises contained in
the 1940 agreement.

Thus, it seems that if a person promises that he
will not insist on his strict legal rights, and the
promise is acted upon, then the law will require the
promise to be honoured even though it is not sup-
ported by consideration. The following points
should be noted about promissory estoppel:

1 The rule can only be used as a defence and not
as a cause of action. In the words of Birkett L] in
Combe v Combe (1951), promissory estoppel must
be ‘used as a shield and not as a sword’. Considera-
tion is still an essential requirement for the formation
of a contract. The principle was confirmed in a recent
Court of Appeal case.

Baird Textile Holdings Ltd v Marks and Spencer (2002)
The claimant B had supplied garments to the defendants
M & S for 30 years, when M & S terminated the agreement
with effect from the end of the then current production
season. B brought an action against M & S arguing that: (i)
the termination was in breach of a contract, which could
be implied from the long-standing relationship between
the parties, that obliged M & S to continue to place orders
unless and until the contract was ended by giving reason-
able notice, and B contended that a notice period of at
least three years was reasonable; and (i) M & S were
estopped from giving less than three years’ notice. The
Court of Appeal held that the alleged contract obliging
M & S to continue to place orders with B failed for uncer-
tainty. (The requirement of certainty will be discussed in
more detail in Chapter 9.) The court confirmed that estop-
pel did not create the type of enforceable right claimed by
B. It could not be used to found a cause of action.

2 The rule will only operate if the promisee has
relied upon the promise so that it would be in-
equitable to allow the promisor to insist on his strict
legal rights. At first it was thought that the promisee
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must have acted to his detriment. However, Lord
Denning MR argued that detrimental reliance is not
essential and that it is sufficient that the promisee
has altered his position by acting differently from
what he otherwise would have done.

3 It is a principle of equity that whoever seeks the
help of equity must himself have acted equitably or
fairly. Thus, the promisee must have acted accord-
ing to his conscience if he is to rely on promissory
estoppel as a defence.

D & C Builders v Rees (1965)

D & C Builders, a small building company, had completed
some work for Mr Rees for which he owed the company
£482. For months the company, which was in severe
financial difficulties, pressed for payment. Eventually, Mrs
Rees, who had become aware of the company’s problems,
contacted the company and offered £300 in full settlement.
She added that if the company refused this offer, it would
get nothing. The company reluctantly accepted a cheque
for £300 ‘in completion of the account’. The company later
sued for the balance. The Court of Appeal held that the
company was entitled to succeed. Mr Rees could not rely
on promissory estoppel to resist the claim because his
wife had held the company to ransom and could not be
said to have acted equitably. Moreover, the different
method of payment, i.e. by cheque rather than by cash,
did not release Mr Rees from the obligation to pay the full
amount owed.

4 The rule does not as yet extinguish rights: it
only suspends the rights of the promisor. So if the
promise refers to a particular period of time or a
state of affairs (e.g. war conditions), the promisor
can revert to the original position at the end of the
stated time or when conditions change by giving
notice to the promisee.

Tool Metal Manufacturing Co Ltd v Tungsten Electric
Co Ltd (1955)

Tool Metal granted a licence to Tungsten Electric to deal
in products protected by patents owned by Tool Metal.
Tungsten Electric agreed to pay ‘compensation’ if it man-
ufactured more than a specific amount. In 1942 Tool Metal
indicated that it wished to prepare a new licence agree-
ment and in the meantime would not claim compensation.
Tool Metal later gave notice that it wished to resume its
claim to compensation. The House of Lords held that Tool
Metal was entitled to claim compensation after giving rea-
sonable notice of its intention to do so.

Privity of contract

The common law doctrine of privity of contract states
that a person cannot be bound by, or take advant-
age of, a contract to which he is not a party. The
doctrine, which had been developed by the common
law judges by the middle of the 19th century, was
reaffirmed by the House of Lords in 1915.

Dunlop Pneumatic Tyre Co Ltd v Selfridge &

Co Ltd (1915)

The claimants, Dunlop, sold a quantity of tyres to Dew and
Co, dealers in motor accessories, on the basis that Dew &
Co would not sell the tyres below the claimants’ list price
and they would obtain a similar undertaking from anyone
they supplied with tyres. Dew and Co sold tyres to the
defendants, Selfridge, which agreed to observe the restric-
tions and to pay Dunlop £5 for each tyre sold below the list
price. Selfridge sold some of the tyres below list price and
Dunlop sued for breach of contract. Selfridge argued that
they were not a party to a contract with Dunlop. The House
of Lords held that, as there was no contract between Dunlop
and Selfridge, Dunlop could not enforce the penalty of
£5 for every tyre sold below Dunlop’s list price. Viscount
Haldane based his decision on two principles: first, that
only a person who is party to a contract can sue on it; and
second, in order to enforce a simple contract, a person
must provide consideration.

Note: The agreement between Dunlop and Dew and Co
is known as a resale price maintenance agreement. Such
agreements are now outlawed by s 2(2)(a) of the Competi-
tion Act 1998. The Competition Act will be considered in
more detail later in this chapter.

If A enters into a contract with B for the benefit
of C, the common law doctrine of privity prevents
C from suing B on the contract. There is nothing to
stop A from suing on behalf of C, but the question
arises whether A is limited to recovering damages
only for his own loss, or can he also recover for
losses suffered by C?

Jackson v Horizon Holidays Ltd (1975)

Mr Jackson entered into a contract with Horizon for a four-
week family holiday to Ceylon for £1,200. The holiday was
a disaster. Mr Jackson was awarded £1,100 for breach of
contract by the Court of Appeal. The damages covered not
only his own distress and disappointment but also that
suffered by his wife and children. Although the outcome in
this case can be justified by saying that the damages were
compensation for his own distress because his family’s
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holiday had been ruined, Lord Denning made it clear that
the award was designed to cover not only Mr Jackson’s
loss but also the loss suffered by his wife and children.

The House of Lords expressed disapproval of Lord
Denning’s reasoning in the Jackson case in Woodar
Investment Development Ltd v Wimpey Construc-
tion UK Ltd (1980), but gave its support for the
level of damages awarded. More recently the House
of Lords has shown that it is prepared in limited cir-
cumstances to allow a party to a contract to recover
damages which represent a third party’s loss.

Linden Garden Trust Ltd v Lenesta Sludge Disposals
Ltd (1993)

The owner of land entered into a building contract with a
contractor to develop a site for shops, offices and flats.
The parties envisaged that the site would subsequently be
transferred to a third party. It was alleged that the third
party had suffered financial loss as a result of the contrac-
tor's poor workmanship which amounted to a breach
of contract. The owner of the site brought an action for
breach of contract but was met by the defence that as
the site had been transferred to a third party he had only
suffered nominal loss. The House of Lords rejected this
argument and upheld the right of the owner to recover full
damages on behalf of the third party.

Although privity of contract has been regarded
as a fundamental principle of English law, there is
a large number of exceptions to the rule. Where an
exception applies, a person who is not a party to a
contract may be able to take legal action.

1 Assignment of contractual rights. It is possible
for a party to a contract to transfer the benefit of a
contract to another person. For example, A may
agree to sell B his CD collection for £2,000. A may
transfer his right to payment under the contract to a
third party, C. This process is known as assignment.
Provided the assignment is absolute, in writing and
notice is given to the debtor, it will take effect as a
statutory assignment under s 136 of the Law of
Property Act 1925. This means that the assignee (C
in the example above) can sue the debtor (B) in his
own name. The assignee gets the same rights as the
assignor (A) had. The burden of a contract cannot
be assigned unless the other party consents.

2 Agency. An agent is a person who is employed
by a principal to make contracts on his behalf with

third parties. A principal will be bound by contracts
made by the agent with the third party even if the
existence of the agency is not revealed. This is known
as the doctrine of the undisclosed principal.

3 Land law. There are many situations in land law
where the doctrine of privity of contract does not
apply. For example, a lease of property often con-
tains a number of covenants by the landlord and the
tenant. If the tenant assigns the lease to a third
party, either party, landlord or new tenant may
enforce a covenant in the original lease against each
other.

4 Trusts. The doctrine of privity does not apply to
the law of trusts. If X and Y by contract create a
trust for the benefit of B, B can enforce his rights
under the trust even though he was not a party to
the contract.

5 Collateral contract. A collateral contract may
arise where one party makes a promise to another,
the consideration for which is that the promisee will
enter into a contract with a third party. The device
of a collateral contract was often used to enforce
a promise made by car dealers before a purchaser
entered into a hire-purchase agreement with a finance
company.

Andrews v Hopkinson (1956)

The defendant car dealer recommended a car to the
claimant saying: ‘It's a good little bus. | would stake my
life on it.” The claimant entered into a hire-purchase agree-
ment with a finance company and when the car was
delivered he was asked to sign a delivery note which said
that he was satisfied with its condition. This was the first
opportunity the claimant had to examine the vehicle. The
claimant was seriously injured when a week later the
car suddenly swerved into a lorry. The car was completely
wrecked. A subsequent examination revealed that the
steering mechanism was faulty at the time of delivery. As
the law then stood, the delivery note may have barred the
claimant from suing the finance company. The claimant
successfully sued the defendant for breach of the promise
made before he entered into the hire-purchase agreement.
The defendant was also liable in the tort of negligence.

6 Other causes of action. The doctrine of privity of
contract means that a person who is not a party to
a contract cannot bring an action in contract. He
may have some other cause of action on which to
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base a claim. If a husband enters into a contract with
a garage to have his wife’s car serviced, she will not
be able to sue the garage in contract if the service is
carried out badly. However, if she is injured in an
accident caused by a defective service to the car’s
brakes, she may be able to sue the garage in the tort
of negligence (see later).

Beswick v Beswick (1967)

Peter Beswick was a coal merchant. He agreed to sell the
business to his nephew, John, provided that John paid
him £6.50 per week for the rest of his life and if his wife
survived him she would receive an annuity of £5 per week.
John took over the business and paid the agreed sum
to Peter until Peter died. John paid Peter’s widow for one
week but then refused to make any more payments.
Peter’s widow sued John for specific performance of the
contract and arrears of the annuity. She sued in her
personal capacity and as administratrix of her husband’s
estate. The House of Lords held that she was entitled
to succeed in her capacity as administratrix but privity
of contract would prevent her from succeeding in her
personal capacity.

7 Contracts (Rights of Third Parties) Act 1999. In
1996 the Law Commission recommended that the
doctrine of privity be relaxed to allow a person who
is not a party to a contract to sue on it, provided
that the contract contains an express term to that
effect and it purports to confer a benefit on the third
party. These recommendations have now been imple-
mented by the Contracts (Rights of Third Parties)
Act 1999.

The 1999 Act institutes reform of the doctrine
of privity by recognising the right of third parties to
enforce contracts which have been made for their
benefit. It should be noted that the Act applies only
to contracts for the benefit of third parties and
does not affect the established principle that bur-
dens cannot be imposed on a third party without his
consent.

The main provisions of the Contract (Rights of
Third Parties) Act 1999 are set out below.

Right of a third party to enforce a term of a
contract (s 1)

A third party will have the right to enforce a term of
a contract:

m where the contract expressly so provides;

m where the term purports to confer a benefit on the
third party, unless it appears that the contracting
parties did not intend him to have the right to
enforce the term.

The third party must be expressly identified in the
contract either by name, e.g. Fred Smith; class, e.g.
Fred Smith’s employees; or description, e.g. Fred
Smith’s son. It is not necessary, however, for the
third party to be in existence when the contract is
made. This provision allows the contracting parties
to confer enforceable rights on, for example, a com-
pany which, although in the process of formation,
has not yet been incorporated.

The right of a third party to enforce a contract is
subject to the terms and conditions of the contract.
It is, therefore, open to the contracting parties to
limit or impose conditions on the rights of the third
party to enforce the contract.

The third party is entitled to all the remedies for
a breach of contract which would have been avail-
able to him if he had been a party to the contract.
The rules relating to damages (including the duty to
mitigate loss), injunctions, specific performance and
other types of remedy will all apply.

Although the Act is primarily designed to enable
third parties to enforce positive rights, it also allows
third parties to take advantage of any exclusion or
limitation clauses in the contract. The effect of the
Act on exemption clauses will be examined further
in Chapter 9.

For the purposes of the Act, the ‘promisor’ is
defined as the party to the contract against whom
the contractual term is enforceable by the third party,
while the ‘promisee’ is the party to the contract by
whom the term is enforceable against the promisor.
So if A makes a contract with B, by which B agrees
to confer a benefit on C, B is the ‘promisor’, A is the
‘promisee’, and C is the ‘third party’.

Applying the provisions of the Act to the facts
of Beswick v Beswick (above), it is probable that
if the case arose today Mrs Beswick would have
the right to enforce John Beswick’s promise to pay
her an annuity. The contract between Peter Beswick
and his nephew John purported to confer a benefit
(the payment of an annuity) on Mrs Beswick, who
was expressly named. Under s 1 of the 1999 Act, a
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presumed right of enforceability by Mrs Beswick
would be created, which could only be rebutted if
John Beswick could show ‘on a proper construction
of the contract that the parties did not intend the
term to be enforceable by a third party’.

Variation and rescission of the contract (s 2)

The effect of this section is to restrict attempts by
the contracting parties to alter (vary) the contract
or cancel (rescind) it without the agreement of the
third party. Where a third party has a right under
s 1 to enforce a term of a contract, the contracting
parties may not, by agreement, rescind or vary the
contract in such a way as to extinguish or alter the
third party’s entitlement, without the third party’s
consent if:

m the third party has communicated to the promisor
his/her acceptance of the term; or

m the promisor is aware that the third party has
relied on the term;

m the promisor can reasonably be expected to have
foreseen that the third party would rely on the term
and the third party has in fact relied on the term.

Acceptance may be in the form of words or
conduct, but if the acceptance is sent by post, the
‘postal rules’ will not apply and the acceptance will
only be effective when received by the promisor.

The principle that variation or rescission of the
contract can only be made with the third party’s
consent will not apply in the following circumstances:

m Where there is an express term in the contract
allowing the contracting parties to vary or rescind
without the third party’s consent.

m Where, on the application of the contracting
parties, a court dispenses with the requirement
of consent because the third party’s whereabouts
are unknown or he is incapable of giving consent
because of mental incapacity or it cannot be
ascertained whether he has relied on the con-
tractual term. This power is exercisable by either
the High Court or county court.

Defences, set-off or counterclaims available to
the promisor (s 3)

This section applies where the third party is seeking
to enforce a contractual term against the promisor.

It sets out the defences, set-offs and counterclaims
available to the promisor in any proceedings by the
third party. The following principles apply:

1 The third party’s claim will be subject to all the
defences and set-offs which would have been avail-
able to the promisor in an action by the promisee
arising from or in connection with the contract and
relevant to the term the third party is seeking to
enforce (s 3(2)).

Example 1

The contract is void because of mistake or illegality, or has
been discharged because of frustration, or is unenforce-
able because of a failure to observe necessary formalities.
In these circumstances the third party will not be able to
enforce the term because the promisee would not have
been able to enforce the contract.

Example 2

A and B enter into a contract for the sale of goods,
whereby the purchase price is to be paid to C. B delivers
goods which are not of satisfactory quality in breach of
the statutory implied term contained in s 14 of the Sale of
Goods Act 1979. In an action for the price of the goods
brought by C, A will be entitled to reduce or extinguish the
price because of B’s breach of contract.

2 The contracting parties may include an express
term in the contract to the effect that the promisor
may have available to him any matter by way of
defence or set-off in proceedings brought by the
third party or the promisee (s 3(3)).

Example

A agrees to buy B’s car for £3,000, with the purchase price
to be paid to C. B owes A money under a completely unre-
lated contract. A and B agree to an express term in the
contract for the sale of the car that allows A to raise in any
claim brought by C any matter which would have given A
a defence or set-off in a claim brought by B. So if C
brought a claim for the purchase price, A would be able to
set off the money owed by B.

3 The promisor will also have available to him any
defence or set-off, or any counterclaim not arising
from the contract, but which is specific to the third
party (s 3(4)).

Example 1

A enters into a contract with B whereby A will pay C
£1,000. C already owes A £400. A has a set-off to a claim
by C and need only pay £600.
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Example 2

C induces A to enter into a contract with B by misrepres-
entation, but B is unaware of the misrepresentation. A may
have a defence (or a counterclaim for damages) if sued by
C, which would not have been available if the action had
been brought by B.

4 The contracting parties may include an express
provision to the effect that the promisor cannot
raise any defences, set-offs or counterclaims that
would have been available to the promisor had the
third party been party to the contract (s 3(5)).

Example

B agrees to buy a painting from A, an art dealer, for his
daughter C’s birthday. C is expressly given the right to
enforce delivery of the painting. B already owes a con-
siderable amount of money for other works of art he has
purchased. B is concerned that C’s right to enforce the
contract is unaffected and so A and B agree that A cannot
raise against C any defences or set-offs which would have
been available to A in any action by B.

Enforcement by the promisee (s 4)

This section makes it clear the rights given to third
parties under the Act are in addition to any rights
that the promisee has to enforce the contract. This
means that in a contract between A and B for the
benefit of C, B can sue on behalf of C.

Protection against double liability (s 5)

This section provides that where the promisee has
already recovered damages from the promisor in
respect of the third party’s loss, in a claim against
the promisor by the third party, any award will be
reduced to take into account sums already recovered.
This section is designed to protect the promisor
against double liability.

Exceptions (s 6)

This section excludes certain kinds of contracts
from the operation of the Act. Third parties acquire
no rights of enforcement in relation to the following
contracts:

m contracts on a bill of exchange, promissory note
or other negotiable instruments;

m contracts under s 33 of the Companies Act 2006,
by which a company’s constitution is deemed to
constitute a contract between the company and
its members;

m contracts of employment: without this provision,
employees taking lawful industrial action would
be at risk of being sued for breach of their contracts
of employment by customers of any employer;

m contracts for the carriage of goods by sea; how-
ever, third parties will be able to take advantage
of any exclusion or limitation clauses made for
their benefit in such contracts.

The application of the Act to exemption clauses
will be discussed in more detail in Chapter 9.

Supplementary provisions (s 7)

The section clarifies that any existing rights or
remedies available to a third party are not affected
by the Act.

It also prevents a third party from invoking s 2(2)
of the Unfair Contract Terms Act 1977 to contest
the validity of an exemption clause which purports
to exclude or limit liability for negligently caused loss
and damage (other than death or personal injury).
The Unfair Contract Terms Act will be considered
in more detail in Chapter 9.

Intention

So far we have established two requirements for a
binding contract: agreement and consideration. The
law demands, in addition, that the parties intended
to enter into a legal relationship. After all, if you
invite a friend round for a social evening at your
house, you would not expect legal action to follow
if the occasion has to be cancelled. So how does
the law decide what the parties intended? For the
purpose of establishing the intention of the parties,
agreements are divided into two categories: business/
commercial and social/domestic agreements.

Business/commercial agreements

In the case of a business agreement, it is automatically
presumed that the parties intended to make a legally
enforceable contract. It is possible, however, to
remove the intention by the inclusion of an express
statement to that effect in the agreement.

Rose and Frank Co v Crompton (J R) & Brothers Ltd
(1923)

The defendants, English paper tissue manufacturers,
entered into an agreement with the claimants, an American
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company, whereby the claimants were to act as sole
agents for the sale of the defendants’ tissues in the USA.
The written agreement contained the following ‘Honour-
able Pledge Clause’:

This arrangement is not entered into . . . as a formal or
legal agreement and shall not be subject to legal
jurisdiction in the law courts . . . but it is only a definite
expression and record of the purpose and intention of
the parties concerned to which they honourably pledge
themselves that it will be carried through with mutual
loyalty and friendly co-operation.

The claimants placed orders for tissues which were
accepted by the defendants. Before the orders were sent,
the defendants terminated the agency agreement and
refused to send the tissues. The House of Lords held that
the sole agency agreement was not binding owing to the
inclusion of the ‘honourable pledge clause’. In so far as
orders had been placed and accepted, however, contracts
had been created and the defendants, in failing to execute
them, were in breach of contract.

When the parties enter into an agreement subject
to contract, they are expressly stating that they will
not be bound unless and until a formal contract is
drawn up.

There are situations where it would appear at
first sight that the parties had entered into a com-
mercial arrangement, but, nevertheless, a contract is
not created.

1 Collective agreements. Employers and trade unions
regularly enter into collective agreements about rates
of pay and conditions of employment. Section 179
of the Trade Union and Labour Relations (Consol-
idation) Act 1992 states that such agreements are
not intended to be legally enforceable unless they
are in writing and expressly affirm that they are to
be binding. It should be noted, however, that the
Employment Relations Act 1999 inserted a new
s 70A in the 1992 Act, which deals with recognition
of trade unions. Under s 70A agreements between
an employer and a trade union about the method by
which they will conduct collective bargaining (or if
not agreed by the parties, specified by the Central
Arbitration Committee) will take effect as if they
were contained in a legally enforceable contract.
The only remedy for breach is specific performance.

2 Advertisements. Generally speaking, vague prom-
ises or guarantees given in the course of promoting

a product are not intended to be taken seriously. By
contrast, more specific pledges such as, ‘If you can
find the same holiday at a lower price in a different
brochure, we will refund you the difference’, are
likely to be binding. (See Carlill v Carbolic Smoke
Ball Co.)

3 Public bodies. Where one of the parties is a pub-
lic body which is bound by Act of Parliament to
supply a particular service, there is no intention to
enter into a contract with customers. For example,
if you post a letter by ordinary first class mail and it
is delayed or lost, you cannot sue the Post Office for
breach of contract.

4 Letters of comfort. A comfort letter is a document
supplied by a third party to a creditor, indicating a
concern to ensure that a debtor meets his obligations
to the creditor. Comfort letters are sometimes pro-
vided as an alternative to a formal guarantee in
respect of a loan but are usually carefully worded
so as to avoid the creation of any legal obligation.
In Kleinwort Benson Ltd v Malaysian Mining
Corporation Bhd (1989) the Court of Appeal held
that despite the commercial nature of the transaction
which gave rise to a presumption of an intention to
create legal relations, the comfort letter provided by
Malaysian Mining merely stated its current policy
and did not amount to a contractual promise to meet
the liabilities of its subsidiary.

5 Letters of intent. A letter of intent is a device by
which one person indicates to another that he is
likely to place a contract with him, but is not yet
ready to be contractually bound. A typical example
of a situation where a letter of intent might be
provided is where a main contractor is preparing
a tender and he plans to subcontract some of the
work. He would need to know the cost of the
subcontracted work in order to calculate his own
tender, but would not want to be committed to that
subcontractor until he knows whether his tender
has been successful. In these circumstances, the main
contractor writes to tell the subcontractor that
he has been chosen. Normally, the letter is carefully
worded so as to avoid any legal obligations. How-
ever, if the letter of intent invites the subcontractor
to begin preliminary work, an obligation to pay for
the work will arise even though a formal contract
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may never be concluded (British Steel Corporation
v Cleveland Bridge and Engineering Co Ltd (1984)).

Social/domestic arrangements

Social arrangements between friends do not usually
amount to contracts because the parties never intend
their agreement to be legally binding. You might agree
to meet someone for lunch or accept an invitation
to a party, but in neither case have you entered into
a contract. If it can be shown, however, that the
transaction had a commercial flavour, the court
may be prepared to find the necessary intention for
a contract.

Simpkins v Pays (1955)

The claimant, Simpkins, lodged with the defendant, Mrs
Pays, and her granddaughter. Each week all three ladies
jointly completed a competition run by a Sunday news-
paper. The entries were sent off in the defendant’s name.
One entry won a prize of £750 which the defendant
refused to share with the claimant. It was held that the
parties had embarked on a joint enterprise, expecting to
share any prize money. There was an intention to enter
into a legal relationship and the claimant was entitled to
one-third of the winnings.

Most domestic arrangements within families are
not intended to be legally binding. An agreement
between husband and wife or parent and child does
not normally give rise to a contract. That is not to say
that there can never be business contracts between
members of a family. Many family businesses are
run as partnerships; a wife can be employed by her
husband.

If the husband and wife are living apart, they can
make a binding separation agreement.

Merritt v Merritt (1970)

Mr Merritt had left his wife to live with another woman. He
agreed that if his wife completed the mortgage repay-
ments on the matrimonial home, he would transfer the
house to her. Mrs Merritt duly completed the repayments
but her husband refused to convey the house to her. The
Court of Appeal held that, as the parties were living apart,
the agreement was enforceable.

The context in which a promise is made might
indicate that it was not intended to be legally
binding.

Judge v Crown Leisure Ltd (2005)

J was employed as an Operations Manager for CL. He was
paid substantially less than a new office manager, who
had been recruited from CL’s sister company. (The reason
for the differential was that the incoming manager had
received assurances that his remuneration would not be
reduced.) A senior manager at CL had informed all the
operation managers that their remuneration would be
brought into line. J claimed that the senior manager prom-
ised at CL’s Christmas Party in 2001 that J would be
put onto the same scale as the transferred manager
within two years. When J was told subsequently that his
remuneration would not be increased to match that of
the transferred manager, he resigned, claiming construct-
ive dismissal in that CL was in breach of contract by not
fulfilling the promises made at the Christmas Party. The
Court of Appeal upheld the decision of the EAT which
held that, even if the alleged promise had been made at
the Christmas Party, it had been made during the course
of a casual conversation at a social event and, given the
‘convivial spirit of the evening’, there was no intention to
create a legally binding contract.

Form

If you ask someone what a contract is, you will
probably be told that it is a written document. Some
contracts are indeed in writing but the majority
are created much more informally either orally or
implied from conduct.

Generally, the law does not require complex
formalities to be observed to form a contract. There
are, however, some types of contract which are
exceptions to this rule.

1 Contracts which must be in the form of a deed.
Certain transactions involving land require the execu-
tion of a deed, i.e. conveyances, legal mortgages and
leases for more than three years. A promise of a gift
is not binding unless in this form.

2 Contracts which must be in writing. The Law
of Property (Miscellaneous Provisions) Act 1989
provides that a contract for the sale or other disposi-
tion of land can only be made in writing and by
incorporating all the terms which the parties have
expressly agreed in one document, or where the con-
tracts are exchanged, in each. The document must be
signed by or on behalf of each party to the contract.

In the following case the Court of Appeal con-
sidered whether the formalities required for the sale
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of land under the 1989 Act applied to a so-called
‘lockout’ agreement, i.e. an agreement to deal
exclusively with one party and not to consider other
offers for a limited period.

Pitt v PHH Asset Management Ltd (1993)

The claimant, Mr Pitt, and a Miss Buckle were both
interested in purchasing a cottage in Suffolk from the
defendant, PHH Asset Management. Every time Mr Pitt
made an offer for the property, he was gazumped by Miss
Buckle. On the occasion of Mr Pitt’s third offer for the
property, it was agreed orally that PHH would not consider
any further offers, provided that Mr Pitt exchanged con-
tracts within two weeks. PHH sold the cottage to Miss
Buckle at a higher price before the two-week period had
expired. Mr Pitt sued PHH for breach of the ‘lock-out’
agreement. PHH argued that the agreement was unen-
forceable on three grounds: (i) the agreement formed part
of the continuing negotiations for the sale of the property
and as such was ‘subject to contract’; (ii) the agreement
was a contract for the sale of an interest in land and was,
therefore, only enforceable if the formalities required by
the Law of Property (Miscellaneous Provisions) Act 1989
were observed; and (i) Mr Pitt had given no consideration
for the agreement. The Court of Appeal held that PHH
was in breach of contract and was liable to pay damages.
The court said that the lock-out agreement was capable
of existing independently of any agreement to sell the
cottage and was, therefore, not ‘subject to contract’.
The 1989 Act did not apply either, for the same reason.
The court found that Mr Pitt had provided consideration
in the form of removing a threat to make difficulties for
Miss Buckle and in promising to exchange contracts
within two weeks.

Under the Bills of Exchange Act 1882, bills of
exchange, cheques and promissory notes must be in
writing. Similarly, the transfer of shares in a limited
company must be in writing. Regulations introduced
under the Consumer Credit Act 1974 lay down re-
quirements about the form and content of regulated
consumer credit and hire agreements. The Employ-
ment Rights Act 1996 requires that employees be
given a written statement of the terms and conditions
of employment within two months of starting work.
Failure to provide a written statement does not affect
the validity of a contract of employment, although
it does entitle an employee to refer the matter to an
employment tribunal. The tribunal can decide on
the particulars which should have been included in

the written statement. An example of a possible form
of written statement may be seen in Chapter 16.

3 Contracts which must be evidenced in writing.
There is only one type of contract which must be
evidenced in writing: s 4 of the Statute of Frauds
1677 requires a contract of guarantee to be evidenced
in writing. If you borrow money or buy goods on
credit, you may be asked to find someone who will
guarantee the debt. This means that if you do not or
cannot repay the money, the guarantor will pay your
debt for you. The requirement of written evidence
does not affect the formation of such contracts. The
absence of writing does not make the agreement
void, so if any money or property has changed
hands, it can be kept. However, if one of the parties
wishes to enforce the contract in the courts, the neces-
sary note or memorandum must be produced.

Actionstrength Ltd v International Glass Engineering &
Saint-Gobain Glass UK Ltd (2003)

Saint-Gobain Glass (SGG) had retained International Glass
Engineering (IGE) as the main contractor to build a new
factory. IGE engaged Actionstrength (AS) to supply labour.
The contract between IGE and AS entitled AS to terminate
the contract with 30 days’ notice if invoices were not
paid. IGE fell behind on payments and AS threatened to
withdraw from the contract. SGG allegedly then made an
oral promise to AS that if IGE did not settle the invoices,
SGG would pay them. AS continued working but, when
IGE did not pay, AS sought to enforce SGG’s promise
to pay. SGG defended the claim by arguing that its oral
guarantee could not be enforced because it had not been
evidenced in writing. The House of Lords held that SGG’s
oral guarantee was unenforceable because it had not been
evidenced in writing as required by s 4 of the Statute of
Frauds 1677.

Formalities and electronic communications

At the start of the third millennium, we find our-
selves in the midst of a new industrial revolution.
It is widely predicted that the rapid development of
electronic communication technology will revolu-
tionise the way in which business is conducted in the
future. Although e-commerce currently accounts for
a very small proportion of transactions in the UK,
the government recognises the enormous potential
for electronic trading and has set itself the ambitious
target of making the UK the best place in the world to
trade electronically. The Electronic Communications
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Act 2000 is designed to facilitate the development
of electronic commerce by providing for:

m a voluntary registration system for organisations
providing cryptography support services, such as
electronic signature and confidentiality services;

m legal recognition of electronic signatures;

m the removal of obstacles in other legislation to the
use of electronic communication and electronic
storage in place of paper. (It should be noted that
the Law of Property (Miscellaneous Provisions)
Act 1989 has already abolished the requirement
that a deed must be written on paper.) The power
to modify legislation to facilitate the use of elec-
tronic communications or electronic storage will
be exercisable by ministerial order.

Capacity

‘If there is one thing which more than another
public policy requires it is that men of full age and
competent understanding shall have the utmost lib-
erty of contracting and their contracts when entered
into freely and voluntarily shall be held sacred and
shall be enforced by courts of justice.” (Sir George
Jessel, 1875)

This classic statement of freedom of contract by a
19th-century Master of the Rolls still essentially holds
good today - it is assumed that everyone is capable
of entering into a contract. There are, however,
some groups of people who are in need of the law’s
protection either because of their age or inability to
appreciate their own actions. The groups which are
covered by special rules are those under the age of
18 (minors), mental patients and drunks.

Minors

Before 1970 anyone under the age of 21 was known
as an infant. The age of majority was lowered to
18 on 1 January 1970 and ‘infants’ were renamed
‘minors’. The rules relating to contractual capacity
are designed to protect the minor from exploitation
by adults. A minor is free to enter into contracts
and enforce his rights against an adult. The adult’s
rights will depend on the way in which the contract
is classified.

1 Valid contracts. There are two types of contract
which will bind a minor: contracts for necessary

goods and services and beneficial contracts of service.
A minor must pay a reasonable price for ‘neces-
saries’ sold and delivered to him or her. Section 3 of
the Sale of Goods Act 1979 defines ‘necessaries’ as
‘goods suitable to the condition in life of the minor
and to his actual requirements at the time of sale
and delivery’. Clearly, luxury goods are excluded.
Expensive but useful items may be necessaries if
they are appropriate to the social background and
financial circumstances of the minor. If the minor is
already adequately supplied, the goods will not be
classed as necessaries.

Nash v Inman (1908)

A Saville Row tailor sued an infant Cambridge student for
the price of clothes (including 11 fancy waistcoats) he had
supplied. The tailor failed in his action because the student
was already adequately supplied with clothes.

A minor is also bound by contracts of employment,
apprenticeship and education, which, taken as a
whole, are for his or her benefit.

Roberts v Gray (1913)

The infant defendant had agreed to go on a world tour with
the claimant, a professional billiards player. After the claimant
had spent much time and some money organising the
tour, the infant changed his mind and refused to go. The
claimant sued for breach of contract. The Court of Appeal
held that this was essentially a contract to receive instruc-
tion. Since this was for the infant’s benefit, the contract
was valid. The claimant was awarded £1,500 damages.

If the minor sets himself up in business, he will
not be bound by his trading contracts, even though
they are for his benefit. The minor can, none the
less, sue on these contracts.

Cowern v Nield (1912)

Nield was an infant hay and straw dealer. He refused to
deliver a quantity of hay which had been paid for by
Cowern. It was held that, provided the infant had not acted
fraudulently, he was not liable to repay Cowern.

2 Voidable contracts. There are three kinds of con-
tract which are voidable: leases of land, partnerships
and the purchase of shares. Voidable means that the
contract is binding on the minor until he decides
to reject it. He must repudiate the contract before
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becoming 18 or within a reasonable time of reaching
18. The main effect of repudiation is to relieve the
minor of all future liabilities, but he can be sued
for liabilities which have already accrued, such as
arrears of rent.

3 Other contracts. Before looking at how the law
deals with other contracts made by minors, we will
consider the effect of changes introduced by the
Minors’ Contracts Act 1987 (MCA 1987). The law
concerning contracts made by minors used to be
governed mainly by the Infants Relief Act 1874.
Section 1 of the 1874 Act provided that contracts
for the repayment of money lent or to be lent, con-
tracts for the supply of non-necessary goods and
accounts stated were ‘absolutely void’. Section 7
placed a bar on enforcement proceedings against a
minor who ratified a contract on reaching 18 unless
the ratification was contained in a new contract for
which fresh consideration had been provided.

The MCA 1987 implements the recommenda-
tions of the Law Commission contained in its 1984
Report on Minors’ Contracts. Section 1 disapplies
the Infants Relief Act 1874 to contracts made in
England and Wales after 9 June 1987. (It should be
noted that the 1874 Act was not repealed and it still
applies to Northern Ireland.) The result is to restore
the application of the common law rules to such con-
tracts. In particular, a contract made by a minor,
which is later ratified by the minor on reaching 18,
is now enforceable against the minor without the
need for a fresh contract. Section 2 makes any guar-
antee supporting a loan to a minor enforceable
against the adult guarantor, thus reversing the posi-
tion established in Coutts & Co v Browne-Lecky
(1946). Section 3 improves the remedies available
to an adult who has contracted with a minor. We
shall now examine in more detail the combined
effect of the common law and the MCA 1987.

Contracts which are neither valid nor voidable
do not bind the minor but are binding on the other
party. As has been noted above, a minor may be
bound by such a contract if he ratifies it, either
expressly or impliedly, on reaching 18. Although
the minor can enforce the contract against the other
party, his remedies are limited since he will not be
able to obtain an order of specific performance
because of lack of mutuality.

Once the contract has been performed by the
minor, he or she cannot recover money paid or
property transferred under the contract except in
the same circumstances in which such a remedy
would be available to an adult, i.e. where there has
been a total failure of consideration. The case of
Stocks v Wilson (1913) and s 3(1) of the MCA 1987
support the view that a minor acquires title (rights
of ownership) to any property transferred to the
minor under such a contract. Similarly, a minor can
transfer title in property under a non-binding con-
tract. A minor may be liable to restore certain benefits
which he has received under a contract which does
not bind him. Section 3(1) of the MCA 1987 provides
that where a contract has been made with a minor
which is unenforceable against him, or he has repu-
diated it, because he was a minor, the court may, if
it thinks it just and equitable to do so, require him
to return the property or any property representing
that which he has acquired. The scope of the statutory
remedy is as follows:

(a) The minor can be made to return the goods
and money which he still has in his possession. So if
Sebastian, age 17, acquires a case of champagne on
credit and fails to pay he can be required to return
the goods to the seller.

(b) If the minor has exchanged the original goods for
other property, the court may require him to hand
over the goods received in exchange. So if Sebastian,
in the example above, has bartered a bottle of cham-
pagne for a dozen quail’s eggs, the seller of the cham-
pagne may be able to recover the quail’s eggs.

(c) If the minor has sold the original goods for cash,
he can be ordered to hand over the sale proceeds.
So if Sebastian sold the case of champagne for cash,
he could be required to hand over the money to the
seller.

(d) If the minor has consumed or disposed of the
goods, or the proceeds of any sale of the goods, he
cannot be made to compensate the other party. So
if Sebastian drank the champagne or used the pro-
ceeds of any sale of the champagne to pay for an
evening at a night-club, he could not be required to
compensate the unpaid seller.

Section 3(2) of the MCA 1987 expressly pre-
serves the remedies which were available before the
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MCA was passed. The equitable doctrine of restitu-
tion allows an adult to recover money or property
acquired by a minor as a result of fraud. The remedy
is confined to restitution of the actual property
acquired. Thus, if a minor has parted with the goods
or the precise notes and coins, this remedy is not
available. In practice, adults seeking restitution are
likely to base their claims on the statutory remedy
contained in s 3(1) since it is not subject to the same
limitations which apply to the equitable remedy.

Drunks and mental patients

Section 3 of the Sale of Goods Act 1979 provides
that they are required to pay a reasonable price for
necessaries in the same way as minors. Other kinds
of contract are governed by common law. If a person
is suffering from mental disability or drunkenness
at the time of making the contract, he will be able to
avoid his liabilities if he can show that he did not
understand what the agreement was about and the
other person was aware of his disability.

The judges of the Court of Protection may exercise
wide powers over the property and affairs of mental
patients placed in their care under the Mental Health
Act 1983. They can make contracts on behalf of the
patient and carry out contracts already made by him.

The Mental Capacity Act 2005 establishes a new
statutory framework to protect adults who lack
mental capacity and are unable to make their own
decisions. Section 7 of the 2005 Act provides that a
person lacking capacity must pay for necessary
goods and services. The Act came into force on
1 April 2007.

GENUINENESS OF CONSENT

The most basic requirement of a contract is the
presence of an agreement. [t must have been entered
into voluntarily and involved ‘a genuine meeting
of minds’. The agreement may be invalidated by a
number of factors — mistake, misrepresentation,
duress and undue influence.

MISTAKE

The general rule of common law is that a mistake
does not affect the validity of a contract. The guid-
ing principle is caveat emptor, which means ‘let the

buyer beware’. So if a person agrees to pay £1,000
for a car, when in reality it is worth only £500, the
contract is valid and he or she must stand the loss.
A mistake as to the quality of the thing contracted
for will not enable a party to escape from the
contract.

Bell v Lever Bros Ltd (1932)

B and S had entered into five-year contracts to act as
chairman and vice-chairman respectively of a company in
which LB Ltd had a controlling interest. LB Ltd wished to
dispense with their services and, because they still had
some time to run on their contracts, it was agreed that
B and S would receive £30,000 and £20,000 respectively
for loss of office. Unknown to LB Ltd, B and S had been
engaged in activities which would have entitled LB Ltd to
terminate their contracts without compensation for breach
of contract. LB Ltd sought to recover the money it had
paid to B and S on the ground that the agreement to pay
them compensation was void for mistake. The House of
Lords held by a majority of three to two that this was a
case of common mistake, i.e. both parties had made the
same mistake. (B and S had managed to convince a jury
that when they had agreed to compensation for loss of
office, they had forgotten about their previous misconduct.
Both parties thought B and S were entitled to compensa-
tion.) LB Ltd got what it bargained for — the termination of
B’s contract and S’s contract. LB Ltd was mistaken about
the qualities of B and S, but this kind of mistake does not
invalidate a contract.

Note. In 1949 in Solle v Butcher Denning LJ in the Court of
Appeal argued that in cases of common mistake where the
contract is valid at common law, a court may intervene and
rescind the agreement on terms in exercise of its equitable
jurisdiction. In a more recent case the Court of Appeal
reviewed the apparent conflict between the decision of the
House of Lords in Bell and the approach taken by the
Court of Appeal in Solle. In Great Peace Shipping Ltd v
Tsavliris (International) Ltd (2002), the defendants offered
to provide salvage services to a ship called the Cape
Providence which had got into difficulties in the South
Indian Ocean. They asked hirers (H) to find a vessel which
was close to the Cape Providence and willing to assist
with the evacuation of the crew. H was advised that the
Great Peace was the nearest vessel, and on this basis
entered into a charter with the owners of the Great Peace
for a minimum of five days while it diverted to help the
Cape Providence. After the contract was concluded, the
defendants discovered that the Great Peace was 400 miles
away from the Cape Providence and there was another
vessel much closer. The defendants refused to pay for the
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hire of the Great Peace on the grounds that the charter
was void at common law for mistake and/or the charter was
voidable for a ‘common’ mistake and could be rescinded
in equity. The Court of Appeal held this was a case of com-
mon mistake as in Bell. The court took the view that it was
not possible to reconcile Solle with Bell and the previous
decision of the Court of Appeal in Solle should be dis-
regarded. In the present case, the distance between the
two vessels was not so great as to confound the common
assumption of both parties that the vessels were suf-
ficiently close to each other to allow the Great Peace to
carry out the service for which she had been chartered.
The contract for the hire of Great Peace was valid and the
defendants were liable to pay the hire charges.

Leafv International Galleries (1950)

Mr Leaf bought a painting of ‘Salisbury Cathedral’ from
International Galleries for £85. The gallery attributed the
painting to John Constable. When Leaf tried to sell the
painting five years later, he was informed that it was not by
Constable. Both the buyer and seller had made a mistake
about the quality and value of the painting but this did not
affect the validity of the contract.

It used to be the case that a mistake of law would
not invalidate a contract on the basis that everyone
is presumed to know the law (a principle expressed
in the Latin as ignorantia juris non excusat). How-
ever, in Kleimwort Benson Ltd v Lincoln City Council
(1998), the House of Lords took the view that
‘the rule precluding recovery of money paid under
a mistake of law could no longer be maintained’
(see p 267 for a fuller discussion of the decision in
Kleinwort).

There are some kinds of mistake which so under-
mine the agreement that the contract is void. If this
is the case, no rights of ownership can pass and any
goods which have changed hands can be recovered.
A mistake will invalidate the contract in the follow-
ing situations:

1 Mistakes as to the subject matter of the contract.
The parties may be mistaken as to the identity of the
subject matter. If a seller makes an offer in respect
of one thing and the buyer accepts, but is thinking
of something else, the parties are clearly talking at
cross-purposes and there is no contract.

Raffles v Wichelhaus (1864)
The defendant agreed to buy cotton which was described
as ‘arriving on the Peerless from Bombay’. There were two

ships called the Peerless sailing from Bombay: one in
October and the other in December. It was held that there
was no binding contract between the parties as the defend-
ant meant one ship and the claimant the other.

When the parties contract in the mistaken belief
that a particular thing is in existence, but in fact it
has ceased to exist, the contract is void. These situ-
ations are known as cases of res extincta.

Couturier v Hastie (1856)

A contract was made for the sale of Indian corn which the
parties believed to be on board a ship bound for the UK.
Unknown to the parties, the corn had overheated during
the voyage and been landed at the nearest port and sold.
The House of Lords held that the agreement was void.

The common law res extincta rules are reflected
in the provisions of the Sale of Goods Act 1979.
Section 6 provides: ‘where there is a contract for the
sale of specific goods and the goods without the
knowledge of the seller have perished at the time
when the contract is made, the contract is void’.
In some situations, the non-existence of the subject
matter will not render the contract void. A court
may be prepared to place responsibility for non-
existence on one of the parties.

McRae v Commonwealth Disposals Commission
(1951)

The Commission contracted to sell to McRae the wreck of
an oil tanker which was described as lying on Jourmand
Reef off Papua. McRae incurred considerable expenditure
in preparation for the salvage operation. In fact, there was
no tanker anywhere near the specified location and no
place known as Jourmand Reef. The High Court of Australia
awarded damages to McRae for breach of contract. It was
held that the contract contained an implied promise by the
Commission that there was a tanker at the stated location.

2 Mistake as to the identity of one of the parties.
If one party makes a mistake about the identity of
the person he is contracting with, this may invalid-
ate the contract. A typical ‘mistaken identity’ case
is where a crook (C) fraudulently represents to the
owner of goods (O), that he is someone else (X), and
on this basis O hands over his goods to C by way of
a sale either on credit or in return for a (worthless)
cheque. C sells the goods to an innocent buyer (B)
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C pretends to be
someone else X

o Possession of the goods c Possession of the goods B
(Owner) = (Crook) = (Buyer)
Pays by cheque or Pays C for the goods A

obtains credit

O sues B in the tort of conversion to recover his goods

Fig 7.1 A typical mistaken identity case

and then disappears, pocketing the proceeds of his
deception. When the fraud is discovered, O seeks to
recover his goods from B by suing in the tort of con-
version. This typical scenario is set out in Fig 7.1.

The courts have tended to take different appro-
aches depending on whether the parties had face-to-
face dealings or agreement was reached by written
correspondence.

Where the parties have not met and the agreement
has been concluded in writing, if the identity of the
party contracted with is material to the contract,
a mistake as to identity will result in the contract
being void.

Cundy v Lindsay (1878)

Lindsay & Co, Belfast linen manufacturers, received an
order for a large quantity of handkerchiefs from a rogue
called Blenkarn. The rogue had signed his name in such a
way that it looked like ‘Blenkiron & Co’, a well-known,
respectable firm. Lindsay & Co despatched the goods on
credit to Blenkarn who resold 250 dozen to Cundy. Blenkarn
did not pay for the goods and was later convicted of
obtaining goods by false pretences. Lindsay & Co sued
Cundy for conversion. The House of Lords held that the
contract between Lindsay & Co and Blenkarn was void for
mistake. Lindsay & Co intended to deal with Blenkiron &
Co, not the rogue, Blenkarn. Cundy was liable in conversion.

Where the parties have face-to-face dealings, the
courts are likely to assume that the identity of the
other party is not material and that the mistaken

party O intends to contract with the person in front
of him. In this situation the contract will be valid
until O realises that he has been misled and avoids
the contract for a fraudulent misrepresentation.

Phillips v Brooks Ltd (1919)

A man entered the claimant’s shop to buy some jewellery.
He selected various items of jewellery and offered to
pay by cheque. While writing the cheque the man said,
‘You see who | am, | am Sir George Bullough.” He gave an
address in St James’s Square. The claimant knew of a
Sir George Bullough and, after checking in a directory that
Sir George had an address in St James’s Square, he asked
if the man would like to take the jewellery with him. The
man replied that the jeweller had better let the cheque
clear first but he would like to take the ring as it was his
wife’s birthday the following day. The cheque was dishon-
oured. The man, who was in fact a rogue called North,
pledged the ring with the defendant pawnbrokers. The
claimant sued the defendants for the return of the ring or
its value. It was held that the contract between the claimant
and the rogue North was not void for mistake but voidable
for fraud. At the time the contract was made the claimant
intended to deal with the person physically in his shop
and his identity was immaterial. As the claimant had not
rescinded the contract by the time North pledged the ring,
the defendants obtained good title (rights of ownership).

Lewis v Averay (1971)

Lewis sold his car to a man who claimed he was Richard
Greene, the star of a popular television series, ‘Robin
Hood’. The man paid by cheque, producing a pass to
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Pinewood Studios as proof of his identity. He resold the
car to Averay. The cheque had been taken from a stolen
cheque book and was later dishonoured. Lewis sued
Averay in the tort of conversion. The Court of Appeal held
that Lewis intended to deal with the man actually in front
of him, despite his fraudulent claim to be Richard Greene.
The contract between Lewis and the rogue was not void
for mistake, but rather voidable for a fraudulent misrepres-
entation. Since Lewis had not avoided the contract by the
time the rogue sold the car to Averay, Averay acquired
good rights of ownership. He was not liable in conversion.

The ‘mistaken identity’ cases were recently reviewed
by the House of Lords in the following case.

Shogun Finance Ltd v Hudson (2004)

A fraudster R obtained P’s driving licence by dishonest
means. R visited the showrooms of a car dealer, where
he introduced himself to the sales manager as Mr Durlabh
Patel. R agreed to buy a Mitsubishi Shogun car for £22,250,
subject to obtaining hire-purchase finance. R completed a
hire-purchase proposal form in the name of Mr Patel. The
sales manager contacted Shogun Finance’s sales support
team, which ran a check on the details of Mr Patel provided
by R. Shogun was satisfied with the information provided
and it accepted the hire-purchase proposal. R paid a 10 per
cent deposit, partly in cash and partly by cheque. The
cheque was subsequently dishonoured. The sales manager
handed over the car with full documentation. R sold the
car to Mr Hudson for £17,000. Hudson bought the car for
his own use and not as a dealer. R disappeared without
trace. Shogun was claiming the return of the car or its
value from Hudson. Hudson argued that he had obtained
good title to the car by virtue of the provisions of s 27 of
the Hire Purchase Act 1964. The House of Lords held
(by a majority of three to two) that Shogun was entitled to
recover the car. Lord Phillips concluded that: ‘the correct
approach in the present case is to treat the agreement as
one concluded in writing and to approach the identification
of the parties to that agreement as turning on its con-
struction. The particulars in the agreement are only cap-
able of applying to Mr Patel. It was the intention of the
rogue that they should identify Mr Patel as the hirer. The
hirer was so identified by Shogun. Before deciding to enter
into the agreement they checked that Mr Patel existed and
that he was worthy of credit. On that basis they decided to
contract with him and with no-one else. Mr Patel was the
hirer under the agreement. As the agreement was con-
cluded without his authority, it was a nullity. The rogue
took no title under it and was in no position to convey any
title to Mr Hudson.’” Lords Nicholls and Millett, dissenting,
took the view that in cases of mistaken identity the dis-

tinction between face-to-face dealings and transactions
concluded in writing should be removed and a person
should be presumed to contract with the person with
whom he or she was actually dealing. In their minority judg-
ment their Lordships preferred the decisions of Phillips v
Brooks and Lewis v Averay to Cundy v Lindsay.

3 Mistaken signing of a written document. As a
general rule, a person who signs a document is
assumed to have read, understood and agreed to its
contents. Exceptionally, a person may be able to
plead non est factum — ‘it is not my deed’. Three
elements must be present if the contract is to be
avoided: the signature must have been induced by
fraud, the document signed must be fundamentally
different from that thought to be signed, and the
signer must not have acted negligently.

Saunders v Anglia Building Society (1971)

Mrs Gallie was a 78-year-old widow. In June 1962 she was
visited by her nephew, Walter Parkin, and a Mr Lee. Lee
asked her to sign a document, which he told her was a
deed of gift of her house to her nephew Walter. Mrs Gallie
had broken her spectacles and, as she could not read
without them, she signed the document without reading it
through. The document which Mrs Gallie signed was in fact
an assignment of her leasehold interest in the house to
Lee. The Anglia Building Society advanced £2,000 to Lee
on the strength of the deed. Mrs Gallie brought an action
against Lee and the building society claiming that the deed
was void. She pleaded non est factum. She succeeded at
first instance against both Lee and the building society.
However, the building society won on appeal to the Court
of Appeal. Then Mrs Gallie died and an appeal to the House
of Lords was brought by Mrs Saunders, the executrix of
her estate. The House of Lords held that the plea of non
est factum must fail. Although her signature had been
induced by fraud, the document she signed was not fun-
damentally different from that which she thought she had
signed. Moreover, persons wishing to plead non est factum
must show that they exercised reasonable care in signing.
Mrs Gallie had not taken the trouble to read the document.

The principles set out in Saunders will apply to a
person who signs a blank form (United Dominions
Trust Ltd v Western (1975)).

Mistake in equity

At common law, mistake only rarely invalidates a
contract. It may, nevertheless, be possible for the
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court to apply equitable principles to achieve a meas-
ure of justice in the case. A court may grant the fol-
lowing forms of equitable relief.

1 Rescission on terms. The court may be prepared
to set aside an agreement, provided the parties
accept the conditions imposed by the court for a
fairer solution to the problem.

Grist v Bailey (1966)

Bailey agreed to sell a house to Grist for £850. The price
was based on both parties’ belief that the house had a sit-
ting tenant. The value of the house with vacant possession
would have been about £2,250. Unknown to the parties,
the tenants had died and their son did not stay on in the
property. The judge held that the contract was not void at
common law but he was prepared to set the contract aside
provided Bailey offered to sell the property to Grist for the
proper market price of £2,250.

2 Rectification. If a mistake is made in reducing an
oral agreement into writing, the court may rectify
the document so that it expresses the true intention
of the parties. The Court of Appeal was asked to
consider a trial judge’s decision to order rectification
in the following case.

George Wimpey UK Ltd v VI Construction Ltd (2005)

Wimpey had entered into a contract to buy land from VI
Construction for the development of residential flats.
During the negotiations, it had been understood that
Wimpey would pay an ‘overage payment’ if the overall sale
prices of the flats exceeded a base amount and a formula
was proposed which took into account the value of
enhancements to each flat (referred to as ‘+ E’). However,
the contract omitted ‘+ E’. The omission benefited VI
Construction by approximately £800,000. Wimpey brought
an action against VI Construction for rectification of the
contract based on mistake. The trial judge concluded that
there had been a unilateral mistake and ordered recti-
fication of the contract to include ‘+ E’. VI Construction
successfully appealed. The Court of Appeal held that it
was not open to the trial judge to infer dishonesty on the
part of VI Construction’s surveyor and director and
Wimpey had not discharged the onus on it of providing
convincing proof that VI Construction had actual know-
ledge of Wimpey’s mistake. The court noted that Wimpey
was one of the country’s largest construction and devel-
opment enterprises and therefore very experienced in
these matters whereas VI Construction had no relevant
experience. Peter Gibson LJ concluded: ‘I recognise that
the mistake has had serious consequences for Wimpey

and brought a benefit to [VI Construction] which it did not
foresee in putting forward the formula. But it is not deter-
minative of whether Wimpey can successfully invoke the
exceptional jurisdiction to rectify for mutual mistake.’

3 Specific performance. A court may refuse to grant
an order of specific performance against a party
who made a mistake, if it would be unfair to enforce
the contract against him.

MISREPRESENTATION

The formation of a contract is often preceded by a
series of negotiations between the parties. Some of
the statements made may later turn out to be false.
The nature of the statement will determine whether
a remedy is available and, if it is, the type of remedy
(see Fig 7.2).

A false statement, which is not incorporated into
the contract, is known as a misrepresentation. A
misrepresentation is a false statement made by one
party which induces the other to enter into a con-
tract. As a general rule, a positive statement must be
made; keeping quiet about something does not norm-
ally amount to misrepresentation. In a recent case
the seller of a house failed to disclose that it been the
scene of a gruesome murder of a young girl, with
the possibility that parts of the victim’s body might
still be hidden in the house. The silence of the seller
was held not to amount to a misrepresentation
(Sykes v Taylor-Rose (2004)).

FALSE STATEMENTS
Before the Part of the
contract contract
Advertising Negotiations Terms of the
contract
No civil remedy Remedy for Remedy for
unless a definite misrepresentation breach of
promise is made contract

Fig 7.2 Remedies for false statements
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Gestures, smiles and nods can amount to a state-
ment. A course of conduct can also amount to a
representation.

Spice Girls Ltd v Aprilia World Service BV (2000)

The claimant, SGL, was a company formed to promote the
Spice Girls pop group. At the beginning of May 1998, SGL
entered into a contract with the defendant, AWS, an Italian
company which manufactures motorcycles and scooters,
to film a TV commercial to be shown until March 1999.
When the contract was signed, the Spice Girls consisted
of five members. However, a month earlier Geri Halliwell
had announced to the other members of the group and its
management that she intended to leave the group at the
end of September 1998. It had been decided to keep this
information confidential and AWS was not informed when
the contract was signed. In an action by SGL for money
allegedly due under the agreement, the High Court held
that by participating in the ‘shoot’ of the TV commercial,
SGL represented by conduct that it did not know or had no
reasonable grounds to believe that any of the members of
the group intended to leave. As the members of the group
knew Ms Halliwell intended to leave during the period
when the commercial was to be used, this amounted to a
misrepresentation.

There are certain situations where a failure to speak
will amount to an actionable misrepresentation:

m where there is a relationship of good faith between
the parties, e.g. between partners;

m where the contract is one of utmost good faith,
e.g. proposals for insurance cover;

m where a half-truth is offered. In one case a solicitor
stated that he was not aware of any restrictive
covenants on a piece of land, which was literally
true, but, if he had bothered to read relevant
documents, he would have discovered that there
were indeed restrictive covenants (Nottingham
Patent Brick and Tile Co v Butler (1886));

m where there has been a change in circumstances
between the time of the negotiations and the con-
clusion of the contract.

With v O’Flanagan (1936)

The defendant was a doctor who wished to sell his medical
practice. In January 1934, during the course of negotiations
with the claimant, he stated (correctly) that the practice
was worth £2,000 a year. Unfortunately, the defendant
then fell ill and the practice was run by other doctors. By
the time the contract of sale to the claimant was signed in

May, receipts had fallen to £5 per week. It was held that
the defendant’s failure to inform the claimant of the
change of circumstances between initial negotiations and
the conclusion of the contract was a misrepresentation.

The misrepresentation must involve a statement
of fact, opinion or intention. A statement of law may
amount to a misrepresentation.

Pankhania v London Borough of Hackney (2002)

The claimant (P) bought a property in London at auction
from the defendants. The auction catalogue stated that
the tenant of the property had a licence whereas in fact the
tenant held a secure tenancy. The High Court held that the
principle that no action could lay for a misrepresentation
as to law had not survived the House of Lords decision in
Kleinwort Benson Ltd v Lincoln City Council (1998) (see
further p 267)

A statement of intention will not normally
amount to a misrepresentation because a represen-
tation is a statement about existing facts or past
events. However, if a person misrepresents what
he intends to do in the future, he may be liable for
misrepresentation.

Edgington v Fitzmaurice (1885)

The directors of a company invited members of the public
to lend money to the company. The directors stated that
the money would be used to improve the company’s
buildings and extend the business. The directors’ real
intention was to pay off the company’s existing debts. It
was held that the directors’ statement was a fraudulent
misrepresentation. As Bowen LJ put it: ‘There must be a
misstatement of an existing fact: but the state of a man’s
mind is as much a fact as the state of his digestion. It is
true that it is very difficult to prove what the state of a
man’s mind at a particular time is, but if it can be ascer-
tained it is as much a fact as anything else. A misrep-
resentation as to the state of a man’s mind is, therefore,
a misstatement of fact.’

A statement of opinion will not normally be action-
able as a misrepresentation because an opinion is a
statement of belief which is not capable of proof.

Bissett v Wilkinson (1927)

During the course of negotiations for the sale of a farm in
New Zealand to Wilkinson, Bissett stated that the land
would support 2,000 sheep. The farm had not previously
been used for grazing sheep and Wilkinson knew this. It
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was held that Bissett was merely expressing his opinion.
There was no misrepresentation.

There are occasions when a statement of opinion
may amount to a representation of fact. If it can be
established that the person making the statement
did not hold that opinion or that he was in a position
to know the facts on which his opinion was based,
there may be an actionable misrepresentation.

Smith v Land and House Property Corporation (1884)
The vendors of a hotel stated that it was ‘let to a Mr
Frederick Fleck (a most desirable tenant)’. In fact, Mr Fleck
was in arrears of rent. It was held that the description of Mr
Fleck was not a mere expression of opinion. The vendors
were in a position to know the facts about their tenant.
Their opinion that he was a desirable tenant was not
supported by facts within their knowledge.

It must be shown that the statement has induced
the person to whom it was made to enter into the
contract. If the person attempts to check the truth of
what has been said, he clearly has not relied on the
statement.

Attwood v Small (1838)

The seller of a mine made exaggerated claims about its
earning capacity. The buyer appointed expert agents to
investigate the mine. The agents reported that the seller’s
claims were true and the sale went ahead. The House of
Lords held that an action by the buyer to rescind the con-
tract must fail because the buyer had relied on his agents’
report rather than the seller’s statements.

Comment. If a person is given an opportunity to test the
accuracy of a statement, but he does not take it, he can
still bring a claim (Redgrave v Hurd (1881)).

Kinds of misrepresentation and
their effects

There are three kinds of misrepresentation: fraudul-
ent, negligent or innocent. In each case, the contract
is voidable.

1 Fraudulent misrepresentation. A person will be
liable for fraud if he makes a statement which he
knows to be false, or he has no belief in its truth or
he is reckless, careless whether it is true or false
(Derry v Peek (1889)). The injured party may res-
cind the contract and also sue for damages for the

tort of deceit. The assessment of damages for a frau-
dulent misrepresentation was discussed by the House
of Lords in the following case.

Smith New Court Securities Ltd v Scrimgeour Vickers
(1996)

The claimant, Smith New Court, was induced by a fraudul-
ent misrepresentation made by the defendants’ employee
to buy shares in Ferranti at 82.25p per share. At the time
of purchase, the shares were trading at about 78p per
share. Unknown to either party, the shares were grossly
overvalued because Ferranti was the victim of a fraud
totally unconnected with the current case. When the fraud
became known, the price of the shares slumped. The
question for the court was whether the claimant could
recover the difference between the price it had paid (the
contract price) and the market price (4.25p per share) or
the difference between the contract price and the value of
the shares had it known of the fraud (44p per share). The
House of Lords held that the claimant was entitled to
recover for all the damage resulting from the transaction.
The loss suffered by the claimant was £10,764,005, which
represented the difference between the contract price and
the value of the shares with knowledge of the fraud.

The House of Lords has confirmed that a defend-
ant who makes a fraudulent misrepresentation
cannot raise a defence of contributory negligence
(Standard Chartered Bank v Pakistan National Ship-
ping Corporation (2003)).

2 Negligent misrepresentation. This is where the
person making the false statement has no reason-
able grounds for believing the statement to be true.
Damages may be awarded in tort for a negligent mis-
statement under the principle established in Hedley
Byrne & Co Litd v Heller and Partners Ltd (1963)
(discussed in Chapter 11).

Esso Petroleum Co Ltd v Mardon (1976)

Mardon entered into a three-year tenancy agreement with
Esso in respect of a newly developed petrol filling station.
During the negotiations an experienced dealer representat-
ive employed by Esso told Mardon that the station would
have an annual throughput of 200,000 gallons by the third
year. Despite Mardon’s best efforts, the throughput only
reached 86,000 by the third year. Mardon lost a consider-
able sum of money and was unable to pay for petrol sup-
plied by Esso. Esso sued for money owed and possession
of the petrol station. Mardon counterclaimed for rescission
of the tenancy agreement and damages for negligence.
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The Court of Appeal applied the principle established in
Hedley Byrne & Co Ltd v Heller and Partners Ltd. When
Esso’s representative forecast the station’s potential as
part of the pre-contractual negotiations, a duty of care
arose. Esso intended that its forecast would be relied upon
by Mardon. Esso was in breach of the duty of care because
of the error made by its representative. Esso was liable in
damages for its negligence.

Comment. Although this case was decided in 1976, the
events to which the decision relates took place in the early
1960s, before the introduction of the Misrepresentation
Act 1967.

Damages may now also be awarded under s 2(1)
of the Misrepresentation Act 1967.

Howard Marine and Dredging Co Ltd v A Ogden &
Sons (Excavations) Ltd (1978)

The defendants won a contract to carry out excavation
work for the Northumbrian Water Authority. The work
involved dumping the spoil at sea, for which purpose the
defendants needed to charter seagoing barges. The de-
fendants approached the claimants who were the owners
of two suitable barges. During the course of negotiations,
the claimants’ marine manager stated that the payload
of the barges was 1,600 tonnes. This was based on the
deadweight figure of 1,800 tonnes given in the Lloyd’s
Register. However, the Register was wrong. The shipping
documents, which the marine manager had seen, gave the
true deadweight as 1,195 tonnes, and this gave a payload
of 1,055 tonnes. The contract to charter the barges did not
mention these figures.

The defendants fell behind schedule because of the
shortfall in the capacity of the barges. They ceased to
pay the charter hire and were sued by the claimants. The
defendants counterclaimed for damages under the Mis-
representation Act 1967 and in negligence at common
law. The Court of Appeal held the claimants were liable
under s 2(1) of the Misrepresentation Act 1967 for the
misrepresentation of the barges’ capacity. The claimants
were unable to prove that their marine manager had
reasonable grounds for relying on the capacity figures
given in the Register in preference to the figures contained
in the shipping documents. The court did not reach a firm
conclusion about the claimants’ liability for negligence at
common law.

Comment. The Court of Appeal in this case was
concerned only with the question of liability and not the
measure of damages. There had been some uncertainty
as to whether the basis of damages under s 2(1) of the
Misrepresentation Act 1967 was contractual or tortious.

However, in Sharneyford Supplies Ltd v Edge (1987) the
Court of Appeal held that it should be tortious. The effect
of this is that the representee can only recover loss which
he has incurred through reliance on the misrepresentation.
However, the damages will be assessed in the same way
as for fraud so that the misrepresentee can recover for all
losses flowing from the misrepresentation (Royscot Trust
Ltd v Rogerson (1991)).

The injured party is more likely to be successful
under the Act, because it reverses the normal burden
of proof. Thus, the defendant will only escape liabil-
ity if he or she can prove that the statement was made
innocently. The judge may also award rescission as
well as damages.

3 Innocent misrepresentation. An innocent mis-
representation is a false statement made by a person
who had reasonable grounds to believe that it was
true, not only when it was made, but also when the
contract was entered into. The basic remedy is
rescission of the contract: under s 2(2) of the
Misrepresentation Act 1967, the court may in its
discretion award damages instead. There was
some uncertainty about whether damages could be
awarded under s 2(2) if rescission was no longer
available because, for example, a third party had
acquired rights in the subject matter of the contract
(see below). In Thomas Witter Ltd v TBP Industries
Ltd (1996) the Court of Appeal decided that dam-
ages could be awarded under s 2(2), provided that
the right to rescind had existed at some time, but it
was not necessary for the right to rescind to exist at
the time the court gave judgment.

RESCISSION

Rescission aims to restore the parties to their pre-
contractual positions. Money or goods which have
changed hands must be returned. Like all equitable
remedies, it is not available as of right. In particular,
the court may refuse to award rescission in the follow-
ing circumstances:

m where the injured party has received some benefit
under the contract or has in some way affirmed
it: a long delay in taking legal action is taken
as evidence of affirmation (Leaf v International
Galleries (1950));
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m where the parties cannot be restored to their
original positions because, for example, goods
have been destroyed or they have been sold to a
third party (Lewis v Averay (1971)).

DURESS AND UNDUE INFLUENCE

The general rule of law is that a contract will be
valid only if the parties entered into it freely and
voluntarily. At common law, where a party to a
contract or his or her family is subjected to violence
or threats of violence, the contract may be avoided
on the grounds of duress.

Barton v Armstrong (1975)

Armstrong was the chairman and Barton the managing
director of an Australian company. Armstrong threatened
to have Barton killed if he did not sign an agreement to buy
out Armstrong’s interest in the company on very favour-
able terms. The Privy Council held that the agreement was
signed under duress and could be avoided by Barton.

Traditionally, the common law doctrine of duress
was limited to violence and threats of violence to the
person. However, in recent years the courts have
recognised economic duress as a factor which may
invalidate consent and render a contract voidable.

North Ocean Shipping Co Ltd v Hyundai Construction
Co Ltd (1978)

The defendant shipbuilders agreed to build a tanker for the
claimant shipowners. The price was payable in US dollars
in five instalments. After the first instalment had been paid,
there was a sharp fall in the value of the US dollar and the
defendants threatened to break the contract unless the
claimants paid an extra 10 per cent on each of the remain-
ing instalments. The claimants had already entered into a
lucrative contract to charter the tanker on its completion
and, anxious to take delivery, they reluctantly paid the
increased instalments. Eight months later they brought an
action to recover the excess over the original contract
price. It was held that the contract was voidable on the
grounds of economic duress, but that the claimants could
not recover the excess because they had affirmed the
contract by failing to protest before they did.

Atlas Express Ltd v Kafco (Importers and Distributors)
Ltd (1989)

Atlas, a road carrier, entered into a contract with Kafco, a
small company importing and distributing basketware, to

deliver cartons of basketware which Kafco had sold to
Woolworths. Atlas’s manager had quoted a price of £1.10
per carton based on an assumption that each load would
contain between 400 and 600 cartons. However, the first
load contained only 200 cartons. Atlas’s manager refused
to carry any more cartons unless Kafco agreed to pay a
minimum of £440 per load. Kafco was anxious about
maintaining a good relationship with Woolworths but was
unable easily to find another carrier. Accordingly, Kafco
agreed to the new terms but later refused to pay. The High
Court held that Kafco was not liable as Kafco’s agreement
to the new terms had been obtained by economic duress.

Equity recognises a more subtle form of pressure:
undue influence. The relationship between the
parties may be such that one occupies a position of
dominance and influence over the other. There are
several relationships, such as doctor and patient,
solicitor and client, parent and child, where it is auto-
matically assumed that undue influence has been
at work. The contract will be set aside unless the
dominant person can show that the complainant
had independent advice. Where there is no special
relationship between the parties, the claimant must
prove that pressure was applied.

A number of cases have raised the question whether
a presumption of undue influence is created by the
relationship between a banker and his customer.

Lloyds Bank Ltd v Bundy (1974)

An elderly farmer, inexperienced in business matters, mort-
gaged his home and only asset to the bank to guarantee
his son’s business overdraft. The Court of Appeal set aside
the guarantee and charge. The farmer had placed himself
in the hands of the bank and had looked to the assistant
bank manager for advice. It was clearly in the bank’s inter-
est that the farmer provided the guarantee. The court held
that the presumption of undue influence applied. The bank
had failed to rebut the presumption since the farmer had
not been advised to seek independent advice.

The Bundy case is exceptional and normally the
presumption does not apply to the banker/customer
relationship.

National Westminster Bank plc v Morgan (1985)

Mrs Morgan agreed to the family home being mortgaged
to secure an advance to her husband by the bank. They
signed the mortgage after receiving assurances from the
bank manager that the mortgage only covered the house
loan and not her husband’s business liability. Mr Morgan
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died. His only liability to the bank was in respect of the
house loan. Mrs Morgan appealed against a possession
order obtained by the bank, on the ground that the mort-
gage transaction should be set aside because of undue
influence on the part of the bank. The House of Lords held
that Mrs Morgan’s action should fail. Although Mrs Morgan
had not had the benefit of independent advice, the bank
manager had not taken advantage of her and the transac-
tion was not to her disadvantage.

The legal considerations involved in giving guar-
antees to secure business loans, including the effect
of the decision of the House of Lords in the Royal
Bank of Scotland v Etridge (No 2) (2001) case, are
discussed in detail in Chapter 4.

LEGALITY

The principle of freedom of contract is subject to a
basic rule that the courts will not uphold an agree-
ment which is illegal or contrary to public policy.
Where the contract involves some kind of moral
wrongdoing, it will be illegal. If, however, the con-
duct is neither immoral nor blameworthy, but sim-
ply undesirable, the contract will be void. A court
may object to an agreement either because of a rule
of common law or because it is contrary to statute.

Contracts illegal at common law
The following agreements come into this category:

1 Contracts to commit crimes or civil wrongs, e.g.
a contract to assassinate someone or to defraud the
Inland Revenue.

2 Contracts involving sexual immorality, e.g. an
agreement to pay an allowance to a mistress or any
contract with an immoral purpose.

Pearce v Brooks (1866)

Pearce let a coach out on hire to a prostitute (Brooks)
knowing that it would be used by her to ply her trade. The
coach was returned in a damaged state. Pearce was
unable to recover the hire charges or for the damage, as
the court refused to help him to enforce a contract for an
immoral purpose.

3 Contracts tending to promote corruption in pub-
lic life, e.g. a contract to bribe an official or to pro-
cure a title.

4 Contracts of trading with an enemy in wartime.

5 Contracts directed against the welfare of a
friendly foreign state, e.g. a partnership intending to
import whisky into America during Prohibition
(Foster v Driscoll (1929)).

6 Contracts prejudicial to the administration of
justice, e.g. a contract not to prosecute a person for
an offence concerning the public.

Consequences of illegality

A contract which is illegal from the start will be
void and unenforceable. Money or property trans-
ferred under the contract is not usually recoverable.
This general rule is subject to three exceptions:

1 a party can recover money or property if he can
establish his case without relying on the illegal
contract, e.g. by suing in tort;

2 if the parties are not equally at fault, the less
guilty party may be allowed to recover;

3 a party may recover if he repents before the con-
tract has been substantially performed.

Some contracts are quite innocent at the outset,
but become illegal because of the intention of one of
the parties, e.g. a landlord lets out a flat, unaware
of the tenant’s intention to install his mistress in it.
In this situation, one of the parties is innocent. The
guilty party cannot sue on the contract or succeed in
any way against the innocent party. The innocent
party will protect his rights if he repudiates the con-
tract as soon as he is aware of the illegality.

Contracts void at common law

There are three types of contract in this category:

1 Contracts to oust the jurisdiction of the courts. A
clause which seeks to prevent the courts trying an
issue is void. This rule does not affect ‘binding in
honour only’ clauses, by which the parties agree not
to create a contract.

2 Contracts prejudicial to the status of marriage.
This includes a contract to restrain a person from
marrying at all or except for one person. Contracts
not to marry a person of a particular religious faith
or nationality may be upheld if they are reasonable.
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A contract which provides for a possible future
separation of husband and wife will be void, but, if
the marriage is breaking up, they may make a con-
tract to provide for their immediate separation.
Contracts to introduce men and women with a view
to their subsequent marriage are void. These are
known as marriage-brokage contracts.

3 Contracts in restraint of trade. These are con-
tracts which restrict the future liberty of a person to
carry on his business, trade or profession in any
way he chooses. A contract in restraint of trade is
contrary to public policy and void unless it is shown
to be reasonable as between the parties and from
the point of view of the community. A restraint will
be reasonable if it is designed to protect legitimate
interests, such as trade secrets or business connections.
A restraint which is excessive as regards its area, time
of operation or the trades it forbids will be void.

There are four main types of restraint which we
will consider.

(a) A term in a contract of employment which
restricts an employee’s freedom of conduct either
during the period of employment or after the em-
ployment has terminated. Such a restraint will only
be reasonable if it protects the employer’s interests
and is not excessive. The only matters in which an
employer has a legitimate interest is the protection
of trade secrets and his customer connections. The
following case involves an employer seeking to pro-
tect his trade secrets.

Forster & Sons Ltd v Suggett (1918)

The claimants were manufacturers of glass and glass bot-
tles. They had trained their works manager in the use of
certain secret processes, including the correct mixture of
gas and air in the furnaces. The works manager had
agreed that for a period of five years after his employment
with the claimants ended he would not carry on in the UK,
or be interested in, glass bottle manufacture or any other
business connected with glass-making as carried on by
the claimants. It was held that the restraint was enforce-
able. Secret processes are a legitimate object of protec-
tion and in this case the restraint was reasonable.

A distinction must be drawn between protecting
trade secrets, which is a protectable interest, and
preventing an employee from making use of know-
ledge and skills which he has acquired in the course
of his employment, which is not protectable.

Herbert Morris Ltd v Saxelby (1916)

A seven-year restraint on an engineer employed by a lead-
ing UK manufacturer of hoisting machinery was declared
void. Although the engineer had access to confidential
information, such as drawings, charts and company systems,
all that he could take away with him was a very general
knowledge of the company’s methods and systems. The
House of Lords did not regard such knowledge as a trade
secret.

In the Forster case, the employee was bound by
an express term in his contract. An express term
was not really needed as there is an implied duty on
the part of employees not to reveal their employers’
trade secrets or other highly confidential information.
The implied duty will not cover all commercially
sensitive information.

Faccenda Chicken Ltd v Fowler (1986)

The defendant, Fowler, had been employed as the
claimant company’s sales manager until he resigned to set
up arival business selling chickens from refrigerated vans.
Several of Faccenda’s employees joined Fowler in his new
business. Their contracts of employment with Faccenda
did not include an express term restricting their activities if
they left their jobs with Faccenda. Faccenda argued that
Fowler and his colleagues had broken an implied term of
the contract by making use of confidential sales information.
The Court of Appeal confirmed the existence of an implied
duty of confidentiality but held that the information which
Faccenda was trying to protect was not confidential.

An alternative form of protection for an employer
is to insert a so-called ‘garden leave’ clause in an
employee’s contract of employment (Evening Stand-
ard Co Ltd v Henderson (1987)). Such a clause typic-
ally requires the employee to give a long period of
notice, e.g. one year. During the notice period, the
employee can be barred from the workplace to stop
him from acquiring any further information, and he
can also be prevented from working for a new
employer until his notice period expires. Although
the employee will continue to be paid, he or she is
left with nothing to do but look after his/her garden.

An employer is also entitled to protect his cus-
tomer connections by preventing employees from
enticing his customers away from him. A restraint
of this kind will only be valid if the nature of the
employment is such that the employee has personal
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contact with customers and some influence over them.
Restraints have been upheld in the case of a solicitor’s
clerk (Fitch v Dewes (1921)), a milk roundsman
(Home Counties Dairies v Skilton (1970)) and an
estate agent’s clerk (Scorer v Seymour Jones (1966)).
However, an agreement by a manager of a book-
makers not to engage in a similar business to his
employer within a 12-mile radius on the termination
of his employment was not upheld as the manager
did not have face-to-face contact with his customers
(S W Strange Ltd v Mann (1965)).

Once it is established that the restraint only
protects a legitimate interest, the next step is to
show that it is reasonable in the circumstances. The
restraint must not be excessive as regards its area
and time of operation. The two factors are comple-
mentary: the wider the area of the restraint, the
shorter the duration which might be regarded as
reasonable, and vice versa. There are no precise
limits; each case is decided on its merits. In Fitch v
Dewes (1921) an agreement by a solicitor’s clerk
never to practise within seven miles of Tamworth
Town Hall was held to be reasonable, whereas in
Commercial Plastics Ltd v Vincent (1964) one of
the grounds for finding a one-year restraint to be
unreasonable in the context of the plastics industry
was that it was unlimited in its area of operation.

If a restraint is upheld by the courts, it can be
enforced by an injunction (see later).

(b) A ‘solus’ agreement by which a trader agrees to
restrict his orders from one supplier. Although such
an agreement is subject to the doctrine of restraint
of trade, it may be enforceable if it is reasonable and
not contrary to the public interest. A number of cases
have arisen from the operation of ‘solus’ agreements
in the petrol industry.

Esso Petroleum Ltd v Harper’s Garage (Stourport) Ltd
(1967)

Harper’'s owned two garages. It entered into a ‘solus’
agreement with Esso by which it agreed to buy all its motor
fuel from Esso, to keep the garages open all reasonable
hours and not to sell the garages without ensuring that the
purchaser entered into a similar agreement with Esso. In
return, Esso allowed a rebate on all fuels bought. The
agreement was to last for four-and-a-half years in respect
of one garage and 21 years for the other. The latter garage
was mortgaged to Esso for a loan of £7,000 repayable

over 21 years and not earlier. The House of Lords held that
the agreements were in restraint of trade and, therefore,
void, unless they could be justified as reasonable. The
agreement which lasted for four-and-a-half years was rea-
sonable, but the other, which lasted 21 years, was not.

Although the length of the restraint was the decid-
ing factor in the Harper’s case, a long restraint may
be reasonable in certain situations.

Alec Lobb (Garages) Ltd v Total Oil (GB) Ltd (1985)

The Court of Appeal upheld a 21-year restraint tied to a
loan agreement as reasonable in the circumstances. The
loan was part of a rescue package which greatly benefited
the garage. There were also opportunities for the garage to
break the arrangement after seven and 14 years. Taking
these facts into account, the restraint was not unreasonable.

(c) A contract for the sale of a business by which
the seller agrees not to compete with the buyer. This
kind of restraint is more likely to be upheld by the
courts than a restraint on an employee because there
is a greater likelihood of the parties bargaining as
equals. Nevertheless, the parties must be careful to
ensure that the restraint is no wider than is necessary
to provide protection for the purchaser.

British Reinforced Concrete Engineering Co Ltd v
Schelff (1921)

The claimants carried on a large business manufacturing
and selling ‘BRC’ road reinforcements. The defendant had
a small business selling ‘Loop’ road reinforcements. The
defendant sold his business to the claimants and agreed
not to compete with them in the manufacture or sale of
road reinforcements. It was held that the restraint was void
as it covered a wider area of business than the defendant
had transferred to the claimants.

(d) Contracts between traders and businessmen to
regulate prices or output. This branch of the law is
now largely covered by legislation and will be con-
sidered later.

Consequences

A clause which is in restraint of trade is void and
unenforceable. It may be possible, however, to sever
the void parts of the contract. The lawful main part
can then be enforced by the court. Any money paid
or property transferred is recoverable.
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Contracts illegal by statute

Some statutes expressly prohibit a certain type
of contract. For example, under Chapter 1 of the
Competition Act 1998 agreements by two or more
persons to fix the price at which goods may be resold
are unlawful. The provision outlaws the practice of
‘blacklisting’ retailers who sell goods below a min-
imum resale price fixed by suppliers. Not all statutes
are quite so specific. Some contracts may incident-
ally infringe the provisions of an Act of Parliament
because, for example, one of the parties is trading
without a licence, or statutory requirements have
not been observed. It seems that the contract will be
illegal if it was Parliament’s intention in the passing
of the Act to preserve public order or protect the
public.

Cope v Rowlands (1836)

A court refused to enforce a contract on behalf of an un-
licensed broker because the purpose of the licensing
requirements was to protect the public.

The contract will be valid if it appears that the
statutory provision was imposed for an administrat-
ive purpose.

Smith v Mawhood (1894)

A tobacconist was able to sue on a contract for the sale of
tobacco even though he did not have a licence as required
by statute. The sole aim of the statute was to raise revenue,
not to prohibit contracts made by unlicensed tobacconists.

Consequences

The effects of the illegality on the contract are the
same as for contracts which are illegal at common
law.

Contracts void by statute

1 Gambling contracts. It used to be the case that
gaming and wagering contracts were rendered null
and void by legislation (the Gaming Act 1845).
However, the Gambling Act 2005 repeals all statutory
provisions preventing enforcement and provides
that gambling contracts are as enforceable as other
contracts. The Gambling Commission has the power
to void a bet in specified circumstances, e.g. where
one of the parties believed that the offence of cheat-

ing was likely to be committed in relation to the bet,
and the Commission believes that the bet was sub-
stantially unfair. If the bet is declared void any
money paid must be returned.

2 Anti-competitive agreements. Statutory control of
anti-competitive agreements in the UK is set out in
the Competition Act 1998 (CA 1998) and the Enter-
prise Act 2002 (EA 2002). The CA 1998 introduced
a new regime for dealing with anti-competitive prac-
tices based on European Community competition
law contained in Arts 81 and 82 of the EC Treaty.
The EA 2002 builds on the changes made by the CA
1998 and introduces a number of new measures to
strengthen the UK’s competition law framework.

COMPETITION POLICY

Competition is an essential requirement of a free-
market economy. It encourages efficiency among
producers and suppliers by providing consumers
with a choice of goods and services at the best
possible price. Paradoxically, however, unregulated
competition in a free market leads inevitably to
monopoly and other undesirable practices. A com-
pany which is aggressively competitive will seek to
win as large a share of the market as is possible and
in so doing reduce the competition it faces. If the
company is too successful, it may in time completely
eliminate any competition. Another problem which
may arise is that companies may find it more profit-
able to co-operate with each other than to compete.
Companies within a particular industry may form
a cartel to fix minimum prices for their products or
restrict production, denying consumers the benefits
of a competitive market. Thus, it is necessary to regu-
late the competitive process in order to maintain
a healthy free market which serves the interests of
consumers. Statutory regulation of competition in
the UK is relatively recent. Before the enactment of
the Monopolies and Trade Practices Act 1948, the
only control over anti-competitive practices was
the common law doctrine of restraint of trade, but
this was of limited application. Statutory interven-
tion was confined initially to the establishing of an
investigatory system but tough powers to ban anti-
competitive practices soon followed. Competition
law in the UK developed in a piecemeal fashion
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after 1948 in response to changing needs and
circumstances.

By 1997 the law had become a complex mixture
of UK and EC provisions with responsibility for the
enforcement spread between a number of different
agencies. In 1997 the government announced its
intention of reforming UK competition law. The
CA 1998 received the Royal Assent on 9 November
and came into force on 1 March 2000.

The EA 2002 introduces a wide range of meas-
ures designed to enhance the UK’s enterprise
capability. They include modernising the insolvency
laws, creating the Office of Fair Trading as a stat-
utory authority, and strengthening consumer pro-
tection. The provisions which deal with the reform
of competition law are designed to complement the
changes introduced by the CA 1998 and largely
replace the Fair Trading Act 1973. The competition
law provisions of the EA 2002 came into effect in
June 2003.

An outline of the new legal framework is set out
below.

European Community competition law

Under Arts 81 and 82 of the Treaty of Rome all
agreements between businesses which operate to
prevent or restrict competition in the EC are void.
Article 81 bans practices which distort competition
between members of the EC. These include price
fixing, restrictions in production and market shar-
ing. The European Commission may grant exemp-
tions in relation to individual agreements and block
exemptions for certain categories of agreement.

Crehan v Inntrepreneur Pub Company and Brewman
Group Ltd (2003)

The claimant C was the tenant of two tied public houses
of which IPC, a property company, was the lessor and B
was the nominated supplier of beer. C’s pubs were not
successful and he surrendered the leases. C was sued by
B for unpaid deliveries of beer and C counterclaimed for
damages arguing that his business had failed because
of competition from untied pubs that could buy beer at a
discount and retail it for less than C could as a tied tenant.
C claimed that the beer-tie agreement infringed Art 81. IPC
contended that the beer ties did not breach Art 81 and,
even if they did, they were protected by a block exemption.
The case was referred to the European Court of Justice

(ECJ) which ruled that parties to an agreement that
breaches Art 81 may bring a claim in domestic courts for
breach of Art 81. The High Court held that, in order to
establish a claim under Art 81, two conditions must be
satisfied: first, having regard to the legal and economic
context of the leases, it was difficult for businesses to
enter the market or increase their market share; and,
second, if there was a network of similar leases, this had
contributed to sealing off the market. The court found that
the first condition had not been breached. The enactment
of the Supply of Beer (Tied Estates) Order 1989 (SI 1989/
2390) had led to the break-up of the breweries’ tied estates
and a significant number of previously tied pubs had been
sold. It was not difficult for newcomers to enter the market
or for existing participants to increase their market share.
The beer ties did not infringe Art 81 and C’s claim there-
fore failed even though the court concluded that the failure
of the business was caused by the beer ties. The court
also decided that the block exemption was not available.

Comment. The trial judge’s decision was overturned in
the Court of Appeal on the grounds that he had not com-
plied with the duty of ‘sincere co-operation’ required by
Art 10 of the EC Treaty in that he had not accepted the
Commission’s view about the state of the UK beer market
as expressed in a different case involving Whitbread. The
House of Lords held that the trial judge’s decision should
be reinstated. The Commission’s findings might constitute
a highly persuasive part of the evidence which he should
consider but he was entitled to consider additional evid-
ence and form his own view.

Article 82 prohibits the abuse of a monopolistic
position by an organisation within the EC. Practices
which might be considered abuses include imposing
unfair buying or selling prices. Responsibility for
enforcing these provisions rests with the European
Commission.

Publishers’ Association v Commission of the European
Communities (1992)

This European Court of Justice case involved the operation
of the Net Book Agreement under which publishers
enforced resale price maintenance in respect of books.
The agreement had been approved by the Restrictive
Practices Court under UK legislation (Re Net Book Agree-
ment (1962)). However, in 1988 the European Commission
found that the Agreement infringed Art 81 in respect of
books sold from the UK to other EC states. The Com-
mission turned down an application for exemption. The
Publishers’ Association applied to the European Court for
an annulment of the Commission’s decision. The European
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Court upheld the Commission’s view that the Agreement
infringed Art 81.

Comment. The European Court’s judgment did not affect
the operation of the Net Book Agreement within the UK.
The Commission’s challenge was confined to how it oper-
ated in other EC states. However, the Net Book Agreement
only lasted for a few years after this judgment. The agree-
ment collapsed in practice in 1995, and in March 1997 the
Restrictive Practices Court discharged the orders which
upheld the agreement.

The European Commission also has the power to
control mergers with a Community dimension under
an EC Merger Control Regulation which came into
force in 1990. A merger will come within the terms
of the EC Regulation if both:

(a) the aggregate worldwide turnover exceeds 5
billion euros; and

(b) at least two of the parties have a community
turnover in excess of 250 million euros unless
each of the undertakings makes more than two-
thirds of its turnover in the same member state.

Mergers falling within the threshold must be
notified to the Commission within a week of the
conclusion of the agreement to acquire control. The
Commission must decide within a month of notifica-
tion whether to launch a full investigation, which
must be completed within a further four months. If
the Commission concludes that the merger will signi-
ficantly impede effective competition in the whole
or part of the EC, it must be blocked.

UK competition law

Competition Act 1998

The CA 1998 introduced two prohibitions which
are largely based on the prohibitions operating at
European level under Arts 81 and 82.

Chapter | prohibition

The first prohibition, the Chapter I prohibition, is
based on Art 81. It prohibits agreements which have
the object or effect of preventing, restricting or dis-
torting competition in the UK. The anti-competitive
nature of the agreement will be judged according to
its effects or intended effects on competition. The
Act sets out illustrative examples of agreements to
which the prohibition applies:

m agreeing to fix purchase or selling prices or other
trading conditions;

m agreeing to limit or control production, markets,
technical development or investment;

m agreeing to share markets or supply sources;

m agreeing to apply different trading conditions to
equivalent transactions, thereby placing some par-
ties at a competitive disadvantage;

m agreeing to make contracts subject to unrelated
conditions.

The agreement must have an ‘appreciable effect’
on competition. An agreement is unlikely to be con-
sidered as having an appreciable effect where the
combined market share of the parties does not ex-
ceed 25 per cent. However, agreements to fix prices,
impose minimum resale prices or share markets
will be seen as capable of having an appreciable
effect even where the market share falls below
25 per cent.

Certain types of agreement are excluded from
the Chapter I prohibition, such as where there are
overriding considerations of national policy. Some
agreements are exempt from the prohibition. There
are three types of exemption:

1 Individual exemption. The parties to an indi-
vidual agreement may apply to the Office of Fair
Trading (OFT) for exemption for their agreement,
if it can be shown that the agreement contributes
to improving production or distribution, or to pro-
moting technical or economic progress and allows
consumers a fair share of the resulting benefit. Any
restrictions in the agreement must be indispensable
to achieving these aims and the agreement must not
eliminate competition.

2 Block exemptions. These exemptions apply
automatically to certain types of agreement which
meet the same exemption criteria as for individual
exemption.

3 Parallel exemptions. These exemptions automat-
ically apply where an agreement is covered by an
EC individual or block exemption under Art 81(3)
of the EC Treaty, or would be covered by an EC
block exemption if the agreement had an effect on
trade between member states of the EU. In certain
circumstances, the OFT may impose conditions on
the exemption or vary or cancel the exemption.
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Chapter Il prohibition

The second prohibition, the Chapter II prohibition,
is based on Art 82. It prohibits the abuse by an
undertaking of a dominant position in the UK or
part of the UK, where this affects trade within the
UK. The Act contains an illustrative list of the kinds
of conduct which may be deemed an abuse:

® imposing unfair purchase or selling prices;

® limiting production, markets or technical devel-
opments to the prejudice of consumers;

m applying different trading conditions to equival-
ent transactions, thereby placing certain parties
at a competitive disadvantage;

m attaching unrelated supplementary conditions to
contracts.

There are two tests for determining whether the
Chapter II prohibition applies:

m whether an undertaking is dominant; and
m if it is dominant, whether it is abusing its domin-
ant position.

An undertaking will be regarded as dominant if it
can behave ‘to an appreciable extent independently
of its competitors and customers and ultimately of
consumers’ when making decisions. The Act does
not set any market share thresholds for a presump-
tion of dominance but guidance from EC case law is
relevant. The European Court of Justice has stated
that dominance can be presumed if an undertaking
has a market share persistently above 50 per cent.
The OFT takes the view that an undertaking is
unlikely to be considered dominant if its market
share is less than 40 per cent. Nevertheless, an
undertaking with a lower market share may be
considered dominant if, for example, the structure
of the market enables it to act independently of
its competitors. The OFT will consider the number
and size of existing competitors as well as the poten-
tial for new competitors to enter the market.

The Chapter II prohibition is subject to similar
exclusions to the Chapter I prohibition. There are,
however, no exemptions from Chapter II.

Enforcement

Responsibility for enforcing the new legislation
rests primarily with the OFT. It has the power to
grant exemptions, investigate suspected breaches,

make decisions enforceable by a court order and
publish advice and information. The utility regula-
tors enjoy equivalent powers within their own areas
of responsibility.

If the OFT has reasonable grounds for suspecting
an infringement of the Act, it may exercise the fol-
lowing powers:

m order the production of any relevant documents
or information (it may take copies of any docu-
ments produced and require an explanation of
the contents);

m enter premises without a warrant in order to obtain
documents, take copies of them, obtain an expla-
nation of the documents or obtain information
held on a computer to be produced in a readable
form (two working days’ notice must be given to
the occupier of the premises unless, for example,
the undertaking is already under investigation);

m enter premises without notice on the authority of
a High Court warrant, to search for documentary
evidence.

Failure to co-operate with an investigation may
amount to a criminal offence, punishable by a fine
or imprisonment.

If the OFT concludes that infringement of either
prohibition has occurred, it may give a direction to
either party to bring the infringement to an end.
This may include directions to modify or terminate
the agreement or modify or cease the offending con-
duct. If a party fails to comply with a direction, the
OFT can seek a court order to secure compliance.
Any breach of a court order will be dealt with as a
contempt of court.

Consequences of breach

The OFT has the power to impose civil fines of up
to 10 per cent of an undertaking’s turnover for
infringement of either Chapter I or Chapter II pro-
hibitions. Small businesses enjoy limited immunity
from financial penalties in respect of small agree-
ments (Chapter I prohibition) and conduct of minor
significance (Chapter II prohibition).

An agreement which infringes the Chapter I
prohibition is void and unenforceable. Third parties
who believe that they have suffered loss as a result
of an unlawful agreement or conduct may have a
claim for damages in the courts under the terms of



CHAPTER 7 - INTRODUCTION TO THE LAW OF CONTRACT 255

s 60, which requires the UK authorities to deal with
cases in a way which is consistent with EC law.

Competition Commission

The CA 1998 established the Competition Com-
mission (CC), which replaced the Monopolies and
Mergers Commission. The CC is an independent
administrative tribunal whose chairman and mem-
bers are appointed by the Secretary of State. The CC
carries out two functions:

1 It hears appeals against decisions made by the
OFT in enforcing the prohibitions.

2 It investigates specific markets or the conduct of
companies or mergers, decides what is in the pub-
lic interest and reports to the Secretary of State
with any recommendations for action. It has no
power to initiate its own inquiries. Examples of
investigations include the supply of groceries by
supermarkets and the supply of new cars.

The Enterprise Act 2002

The EA 2002 made a number of significant changes
to UK competition law.

1 Office of Fair Trading (OFT). The EA 2002 abol-
ished the statutory position of the Director General
of Fair Trading and transferred his functions to the
OFT, which became a corporate body with effect
from 1 April 2003. The OFT consists of a Chairman,
Chief Executive and four other board members. One
of the ways in which the OFT carries out its func-
tions is by undertaking studies of markets which are
not operating well for consumers. These market
studies are carried out by the Markets and Policy
Initiatives Division (MPI) and can result in a range
of outcomes including OFT enforcement action, a
market investigation reference to the CC, proposals
for changes in the law or publishing better informa-
tion for consumers.

2 Competition Appeal Tribunal. Part 2 of the EA
2002 established an independent Competition Appeal
Tribunal to replace the Competition Commission
Appeal Tribunal.

3 Mergers. Part 3 of the EA 2002 reformed the
UK’s merger control framework by replacing most
of the merger control provisions of the Fair Trading
Act 1973. The main provisions are:

m Decisions on mergers have been de-politicised;
they are now taken by the OFT and CC as inde-
pendent competition authorities rather than by
the Secretary of State for Trade and Industry.

m Mergers are considered against a new ‘competition
test’ rather than the wider ‘public interest test’ pre-
viously applied. Mergers will be prohibited if they
would result in a substantial lessening of competi-
tion in a UK market. The competition authorities
have discretion to allow a merger even if there is
a substantial lessening of competition where they
expect defined types of consumer benefit to result.

m The OFT may investigate mergers which meet
either a ‘turnover test’ or a ‘share of supply’ test.
The ‘turnover test’, which replaces the previous
assets test, will be met if the target company has
a UK turnover of at least £70 million. The ‘share
of supply test’ will be met if the merged com-
panies will together supply at least 25 per cent of
the goods or services of a market, either in the
UK as a whole or in a substantial part of it. If the
merger meets the EC merger test, the OFT will
not investigate and cannot refer the merger.

m The OFT can investigate changes in levels of con-
trol of companies. The provisions envisage three
different levels of control: material influence over
policy, control of policy (known as de facto con-
trol) and having a controlling interest (known as
de jure control), which normally involves acquir-
ing 50 per cent of voting rights.

m The OFT must refer a merger to the CC if it believes
that the merger may substantially lessen competi-
tion. Alternatively, the OFT may seek undertak-
ings from the merging companies to remedy the
adverse effects of the merger. The duty to refer
does not apply in three situations:

(a) where the merger is insufficiently advanced;

(b) if the market is of insufficient importance; or

(c) the benefits to consumers outweigh the
adverse effect on competition.

m If the merger is referred to the CC, it will conduct
a full investigation. If the CC concludes that the
merger has caused or will cause a substantial less-
ening of competition, the CC can stop the merger
or impose remedies, such as undertakings from
the parties or orders. The OFT will monitor com-
pliance with any undertakings or orders.
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B Mergers involving defence companies, newspapers
and water companies will be treated as special
cases and may be subject to different procedures.

m The Secretary of State will continue to decide
mergers which raise public interest considerations,
e.g. national security concerns.

Office of Fair Trading v IBA Health Ltd (2004)

In July 2003 iSoft Group plc offered to acquire the share
capital of Torex Ltd. Both companies were engaged in the
supply of software and systems to the healthcare applica-
tions market. The OFT was notified of the offer because, if
it were accepted, there would be a relevant merger situ-
ation within the terms of the EA 2002, which had come into
force on 20 June 2003. IBA, an Australian company in
the same market, complained to the OFT in August about
the proposed merger. The OFT investigated the proposed
merger and in November 2003 decided not to refer the
merger to the CC because, although the merged company
would have a significant market power, it did not believe
that the proposed merger would result in substantial less-
ening of competition in the UK. In reaching this view, the
OFT had been influenced by forthcoming changes to the
process of procuring IT systems in the NHS. IBA was
unhappy with the outcome and applied to the Competition
Appeal Tribunal (CAT) for a review of the decision. The
CAT quashed the OFT’s decision. The OFT, iSoft and
Torex appealed against that decision. The Court of Appeal
held that the test to be applied was that stated in s 33(1),
EA 2002. The OFT had a duty to make a reference if it had
a reasonable and objectively justified belief that the pro-
posed merger may be expected to result in substantial
lessening of competition. The Court of Appeal held that,
although the CAT had not applied the proper test, its deci-
sion to quash the OFT’s decision not to refer was correct.
The court was not satisfied that the OFT had taken all
material matters into account in reaching its decision.

4 Market investigation references. Part 4 of the EA
2002 established a new system of market invest-
igations by the CC, which replaced the system
of monopoly enquiries under the Fair Trading Act
1973. The OFT (and specified regulators such as
the rail regulator) may make market investigation
references to the CC where it appears that the struc-
ture of the market or the conduct of businesses is
harming competition. The CC will carry out a detailed
investigation to establish whether any aspects of the
referred market prevents, restricts or distorts com-
petition in relation to the supply or acquisition of
goods or services in the UK as a whole or part of it.

If the CC identifies an adverse effect, it must decide
on action to remedy the effect, which may include
seeking undertakings or making orders. The Secretary
of State has the power to intervene in cases invol-
ving public interest considerations (currently only
matters of national security). Parties affected may
seek a review of the lawfulness and fairness of any
decision by the OFT, the CC or the Secretary of
State by the Competition Appeal Tribunal, which
can ask for a reconsideration of the decision.

5 Criminalisation of cartels. Part 6 of the EA
2002 introduced a new offence for individuals who
dishonestly engage in cartel agreements. The cartel
offence operates alongside the provision of the CA
1998 which provides civil sanctions for undertak-
ings that engage in anti-competitive agreements. A
person will be guilty of an offence if he dishonestly
agrees with another that undertakings will engage
in one or more of the following cartel activities:

price fixing;

limitation of supply or production;
market-sharing;

bid-rigging.

The offence can only be committed in respect of
horizontal agreements, i.e. between undertakings at
the same level of the supply chain. It does not apply
to vertical agreements. The offence will be commit-
ted irrespective of whether an agreement is reached
or implemented. The offence is triable either in
the magistrates’ court or by the Crown Court. If
convicted by magistrates, the offender may be sen-
tenced to a maximum of six months’ imprisonment
or a fine up to the statutory maximum. If convicted
by the Crown Court, an offender may be sentenced
to a maximum of five years’ imprisonment or an
unlimited fine. Prosecutions will normally be brought
by the Serious Fraud Office, although the OFT may
also undertake prosecutions. If an individual pro-
vides information to investigatory authorities and
co-operates with any investigation, the OFT may
issue a ‘no-action letter’ confirming that an indi-
vidual will not be prosecuted. The EA 2002 gives
the OFT a range of powers to investigate cartel
offences including the power to compel individuals
to answer questions or provide documents, to enter
premises and carry out surveillance.
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6 Super-complaints. The EA 2002 introduced a
new procedure to allow certain designated con-
sumer bodies to make super-complaints to the OFT
and other specified regulators where ‘any feature or
combination of features of a market in the UK for
goods or services is or appears to be significantly
harming the interests of consumers’. The OFT and
other regulators have up to 90 days to respond to a
super-complaint. The response must state whether
action is to be taken and, if so, what is proposed.
Any of the powers of the OFT or regulators may be
used. In the case of the OFT, actions could include
an enforcement action under either competition
or consumer regulation powers, launching a mar-
ket study, market investigation reference to the CC
for further investigation or recommendations for
changes in legislation. Super-complaints will be con-
sidered in more detail in Chapter 14.

7 Disqualification of directors. The EA 2002
amended the Company Directors Disqualification
Act 1986 to allow the OFT (and specified regulators)
to apply to the High Court for an order to disqualify
directors of companies which have committed
breaches of the following competition law provisions:

m Chapter I prohibition of the CA 1998;
m Art 81 of the EC Treaty;
m Chapter II prohibition of the CA 1998;
m Art 82 of the EC Treaty.

The maximum period of disqualification is 15 years.

8 Changes to the CA 1998. The following changes
took effect from 1 April 2003:

m The exclusion of designated professional rules from
the Chapter 1 prohibition of anti-competitive pro-
visions is repealed.

m Where the OFT obtains a warrant to enter pre-
mises to undertake a CA 1998 investigation, the
warrant may authorise certain individuals, e.g. IT
experts, to accompany the OFT official. (A sim-
ilar provision is enacted in relation to the power
to enter premises to investigate the new cartel
offence introduced by the EA 2002.)

DISCHARGE OF CONTRACTS

The contract may come to an end and the parties
discharged from their contractual obligations in

four ways: by performance, agreement, frustration
and breach.

Performance

The general rule is that the parties must carry out
precisely what they agreed under their contract.
If one of the parties does something less than or
different from that which he agreed to do, he is not
discharged from the contract and, moreover, cannot
sue on the contract.

Cutter v Powell (1795)

Cutter agreed to serve on a ship sailing from Jamaica to
Liverpool. He was to be paid 30 guineas on arrival at
Liverpool. The ship sailed on 2 August, arriving in Liverpool
on 9 October, but Cutter died at sea on 20 September. It
was held that his widow could not recover anything for
the work he had done before he died. Cutter was obliged
to complete the voyage before he was entitled to payment.
Comment. This old case is often presented as a classic
illustration of the law’s insistence on complete perform-
ance as a prerequisite of the right to sue in respect of an
entire contract. Although the point being made is still valid,
the case itself would not be decided in the same way today.
Cutter’s widow would now be able to argue that her hus-
band’s untimely death had frustrated the contract and that
she should recover in respect of the valuable benefit her
husband conferred on his employer before his death under
s 1(3) of the Law Reform (Frustrated Contracts) Act 1943.

Bolton v Mahadeva (1972)

Bolton installed a central heating system in Mahadeva’s
house for an agreed price of £560. The work was carried
out defectively and it was estimated that it would cost
£179 to put matters right. The Court of Appeal held that
since Bolton had not performed his side of the contract, he
could recover nothing for the work he had done.

In each of these cases, one party has profited from
the failure of the other to provide complete perform-
ance. A strict application of the rule about precise
performance would frequently lead to injustice. It is
not surprising, therefore, that certain exceptions to
the rule have developed.

1 Doctrine of substantial performance. If the court
decides that the claimant has substantially carried
out the terms of the contract, the claimant may re-
cover for the work he or she has done. The defendant
can counterclaim for any defects in performance.
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Hoenig v Isaacs (1952)

The claimant agreed to decorate the defendant’s flat and
fit a bookcase and wardrobe for £750. On completion of
the work, the defendant paid £400 but he complained
about faulty workmanship and refused to pay the balance
of £350. The Court of Appeal held that the contract had
been substantially performed. The claimant was entitled to
the outstanding £350, less the cost of remedying the
defects, which was estimated at £55 18s 2d.

2 Acceptance of partial performance. If one of the
parties only partially carries out his side of the
contract, but the other party, exercising a genuine
choice, accepts the benefit of the partial perform-
ance, the court will infer a promise to pay for the
benefit received.

3 Performance prevented by the promise. A person
who is prevented from carrying out his side of the
bargain by the other party can bring an action to
recover for the work he has done.

Planché v Colburn (1831)

The claimant agreed to write a book on ‘Costume and
Ancient Armour’, on completion of which he was to receive
£100. After he had done the necessary research and
written part of the book, the publishers abandoned the
project. He recovered 50 guineas for the work he had
done. The claimant’s claim was based on quasi-contract.
He could not sue on the contract because the obligation to
pay him did not arise until he had completed and delivered
the work to the publishers, which he had not done. He was
able to sue on a quantum meruit (see later in this chapter)
for the work he had done.

4 Divisible contracts. Some contracts are said to be
‘entire’. This means that a party is not entitled to
payment until he has completely performed his part
of the contract, e.g. Cutter v Powell (1795). Other
contracts may be divisible, i.e. the obligations can be
split up into stages or parts. Payment can be claimed
for each completed stage. A contract to build a house
usually provides for payment to be made in three
stages: after the foundations have been laid, when
the roof goes on, and on completion of the house.

Agreement

The parties may have agreed in their original contract
that it should end automatically with the happening

of some event or after a fixed period of time. The
agreement may have included a term allowing either
party to terminate the contract by giving notice. A
contract of employment, for example, can be brought
to an end by either the employer or employee giving
reasonable notice to the other. The Employment
Rights Act 1996 lays down statutory minimum
periods of notice. Employers must also consider the
rules about unfair dismissal and redundancy. A
contract may be discharged by the execution of a
separate agreement. The new agreement will only
discharge the old contract if it possesses all the
characteristics of a valid contract; in particular,
consideration must be present. When neither party
has yet performed his side of the contract, there is
no difficulty. Both sides, by waiving their rights,
are providing something of value which constitutes
consideration. The situation is different where one
side has already completely performed his obliga-
tions and the other party wishes to be released. The
person seeking release must either provide fresh
consideration or the agreement must be drawn up
in the form of a deed.

Frustration

An agreement which is impossible of performance
from the outset will be void for mistake, as in
Couturier v Hastie (1856). But what is the legal
position where initially it is perfectly possible to
carry out the contract, and then a change in cir-
cumstances occurs making it impossible to carry
out the agreement?

Until the last century, the rule was that the parties
were under an absolute duty to perform their con-
tractual obligations. A person was not excused sim-
ply because outside events had made performance
impossible.

Paradine v Jane (1647)

During the course of the English Civil War a tenant was
evicted from certain property by Prince Rupert and his
army. In an action by the landlord to recover three years’
arrears of rent, it was held that the tenant was not relieved
from the obligation to pay rent simply because he had
been unable to enjoy the property.

Starting with the case of Taylor v Caldwell
(1863), the courts recognised an exception to the
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rule about absolute contracts under the doctrine of
frustration: if further performance of the contract is
prevented because of events beyond the control of
the parties, the contract is terminated and the par-
ties discharged from their obligations. The doctrine
will apply in the circumstances described below.

1 Physical impossibility. This is where something
or someone necessary to carry out the contract
ceases to be available.

Taylor v Caldwell (1863)

The claimant had hired the Surrey Gardens and Music Hall
for a series of concerts. However, after making the agree-
ment and before the date of the first performance, the
hall was destroyed by fire. It was held that the contract
was discharged and the parties were released from their
obligations.

If the presence of a particular person is necessary
for the execution of the contract, the death of that
person will clearly discharge the contract. Frustration
may also apply if a party is unavailable because of
illness, internment or imprisonment.

Hare v Murphy Bros (1974)

Hare was sentenced to 12 months’ imprisonment for
unlawful wounding and was, therefore, unavailable to carry
out his responsibilities as a foreman. It was held that this
frustrated his contract of employment.

Comment. An employee who loses his job as a result of
long-term iliness or, as in Hare’s case, a substantial term
of imprisonment, may find that his contract of employment
has been frustrated. The significance of such a finding
is that there will not have been a ‘dismissal’ according to
the statutory provisions relating to unfair dismissal (and
redundancy). If there has been no ‘dismissal’, the employee
cannot bring a claim for unfair dismissal (or redundancy)
against his employer.

2 Supervening illegality. A subsequent change in
the law or in circumstances may make performance
of the contract illegal. An export contract will be
discharged if war breaks out with the country of
destination.

Denny, Mott & Dickson Ltd v James B Fraser & Co Ltd
(1944)

The House of Lords refused to enforce an option to pur-
chase a timber yard which was part of a contract involving
the sale of timber because subsequent government

regulations had made performance of the main part of the
contract, trading in timber, illegal.

3 Foundation of the contract destroyed. The parties
may have made their contract on the basis of some
forthcoming event. If the event fails to take place
and, as a result, the main purpose of the contract
cannot be achieved, the doctrine of frustration will

apply.

Krell v Henry (1903)

Henry hired a room overlooking the route of Edward VII's
coronation procession. The procession was cancelled
owing to the King’s serious illness. Although it would have
been possible to come and sit in the room, the main
purpose of the contract, to view the procession, had been
destroyed. The Court of Appeal held that the contract had
been frustrated.

A contract will only be frustrated if the change
in circumstances has had a substantial effect on the
main purpose of the contract.

Herne Bay Steam Boat Company v Hutton (1903)

The claimant agreed to hire a steamboat, the Cynthia, to
the defendant for two days so that the defendant could
take paying passengers to see the naval review at
Spithead on the occasion of Edward VII's coronation. An
official announcement was made cancelling the review,
but the fleet still gathered and the Cynthia could have been
used for a cruise around the fleet. The defendant did
not make use of the boat and the claimant used her for
ordinary sailings. The claimant sued for £200, which was
the outstanding balance on the contract to hire the boat. A
Court of Appeal held that the contract was not discharged
through frustration. The happening of the naval review
was not the foundation of the contract. The claimant was
entitled, therefore, to recover the £200 he was owed under
the contract.

The fact that the contract has become more
difficult and more expensive to carry out will not
excuse the parties.

Tsakiroglou & Co Ltd v Noblee and Thorl GmbH (1961)
In October 1956 sellers agreed to deliver ground nuts from
Port Sudan to buyers in Hamburg, shipment to take place
during November/December 1956. On 2 November the
Suez Canal was closed to traffic. The sellers failed to deliver
and, when sued for breach of contract, argued that the
contract had been frustrated. Clearly, it had not become
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impossible to carry out the contract: shipment could have
been made via the Cape of Good Hope - a longer and
much more expensive operation. The House of Lords held
that this was not sufficient to discharge the contract for
frustration.

Davis Contractors Ltd v Fareham Urban District Council
(1956)

The claimant contractors agreed to build 78 houses in
eight months for the defendant council. Owing to post-war
shortages of skilled labour and building materials, it took
the contractors 22 months to complete the houses at an
additional cost of £17,651. The claimants argued that the
contract was frustrated because of the long delay caused
by circumstances beyond their control and they should be
able to recover the full cost incurred on a quantum meruit
basis. The House of Lords held that the contract was not
discharged by frustration. The contractors could have
foreseen the possibility of shortages and taken it into
account when tendering for the work.

The doctrine of frustration will not apply in the
following situations:

m Where the parties have foreseen the likelihood of
such an event occurring and have made express
provision for it in the contract.

m Where one of the parties is responsible for the
frustrating event. This is known as ‘self-induced
frustration’.

Maritime National Fish Ltd v Ocean Trawlers Ltd (1938)
The appellants chartered a trawler from the respondents
which needed to be fitted with an otter trawl. It was illegal
to operate with an otter trawl unless a licence had been
obtained. The appellants applied for five licences to cover
four trawlers of their own and the trawler on charter; how-
ever, they were granted only three licences. They decided
to nominate their own trawlers for licences rather than
the chartered trawler. The Judicial Committee of the Privy
Council held that the contract was not frustrated as the
appellants had decided quite deliberately not to nominate
the respondents’ trawler and were, therefore, responsible
for the frustrating event.

The consequences of frustration

At common law, a frustrating event has the effect
of bringing the contract to an immediate end. The
rights and liabilities of the parties are frozen at the
moment of frustration. The rule was that money
payable before frustration remained payable and

money paid before frustration could not be recovered.
Any money which did not become payable until after
frustration ceased to be payable. The harsh conse-
quences of this rule were modified by the House of
Lords in the Fibrosa case (1943) and wider changes
were introduced under the Law Reform (Frustrated
Contracts) Act 1943. The Act made two important
changes:

1 money payable before frustration ceases to be
payable and money paid before frustration can
be recovered (the court may in its discretion allow
the payee to recover or retain all or part of the
sums to cover any expenses incurred);

2 a party who has carried out acts of part perform-
ance can recover compensation for any valuable
benefit (other than a payment of money) conferred
on the other party.

The Act does not apply to (a) contracts for the
carriage of goods by sea, (b) insurance contracts, or
(c) contracts for the sale of specific goods, which are
covered by s 7 of the Sale of Goods Act 1979. The
parties may exclude the effect of the Act by express
agreement.

Breach

A breach of contract may occur in a number of
ways. It may be an anticipatory or an actual breach.

Anticipatory breach

This is where a party states in advance that he does
not intend to carry out his side of the contract or
puts himself in a position whereby he will be unable
to perform. The injured party may sue immediately
for breach of contract or, alternatively, wait for the
time for performance to arrive to see whether the
other party is prepared to carry out the contract.

Hochster v De la Tour (1853)

The claimant was engaged by the defendant in April 1852
to act as a courier for travel in Europe from 1 June 1852.
On 11 May the defendant wrote to the claimant to inform
him that his services were no longer required. The claimant
started an action for breach of contract on 22 May. Although
the date for performance had not yet arrived, it was held
that the defendant’s letter constituted an actionable
breach of contract.
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It can be dangerous to wait for the time for per-
formance. The injured party may lose the right to
sue for breach of contract if in the meantime the
contract is discharged for frustration or illegality.

Avery v Bowden (1855)

The defendant chartered the claimant’s ship, the Lebanon,
and agreed to load her with a cargo at Odessa within
45 days. During this period, the defendant told the claimant
on a number of occasions to sail the ship away as it would
not be possible to provide a cargo. The claimant kept the
ship at Odessa hoping that the defendant would carry out
his side of the contract. Before the 45 days had expired,
the Crimean War broke out. Odessa became an enemy
port and it would have been illegal to carry out the con-
tract. Assuming that the defendant’s repeated statements
amounted to an anticipatory breach, the claimant could
have accepted the breach and sued at once. However, by
choosing to keep the contract alive he lost his right to sue
because of the illegality.

Actual breach

One party may fail completely to perform his side of
the bargain or he may fail to carry out one or some
of his obligations. Not every breach of contract has
the effect of discharging the parties from their con-
tractual obligations. The terms of a contract may be
divided into those terms which are important (con-
ditions) and the less important terms (warranties).
The distinction will be considered in more detail in
Chapter 9. A breach of condition does not auto-
matically terminate the contract. The injured party
has a choice: he may wish to be discharged from the
contract or he may prefer to carry on with the con-
tract and claim damages for the breach. A breach of
warranty only entitles the injured party to sue for
damages.

REMEDIES

So far we have looked at the essential elements of
a valid contract, the factors which may affect the
validity of an agreement and the ways in which a
contract may come to an end. We now turn to the
remedies available to the injured party when a term
of the contract has been broken. Every breach of
contract will give the injured party the common law
right to recover damages (financial compensation).
Other remedies, such as specific performance and

injunction, may be granted at the discretion of the
court as part of its equitable jurisdiction.

Damages

In the business world it is quite common for the
parties to agree in advance the damages that will be
payable in the event of a breach of contract. These are
known as liquidated damages. If there is no prior
agreement as to the sum to be paid, the amount of
damages is said to be unliquidated.

Liquidated damages

It makes commercial common sense for the parties
to establish at the outset of their relationship the
financial consequences of failing to live up to their
bargain. Provided the parties have made a genuine
attempt to estimate the likely loss, the courts will
accept the relevant figure as the damages payable.
In practice, knowing the likely outcome of any legal
action, the party at fault will simply pay up with-
out argument. An example of liquidated damages
are the charges imposed for cancelling a holiday
(see Fig 7.3).

Of course, there is a temptation for a party with
stronger bargaining power to try to impose a penalty
clause, which is really designed as a threat to secure
performance. The distinction between liquidated
damages and penalty clauses is illustrated by the
following cases.

Sunkist Tours - Cancellation charges

Cancellation notified Charges

Over 6 weeks prior to departure Loss of deposit

Within 4 to 6 weeks of departure ~ 30% of holiday cost

Within 2 to 4 weeks of departure ~ 45% of holiday cost

Within 1 day to 2 weeks of
departure

60% of holiday cost

On or after the day of departure 100% of holiday cost

Fig 7.3 An example of a cancellation charges
notice
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Dunlop Pneumatic Tyre Co Ltd v New Garage &

Motor Co Ltd (1915)

Dunlop supplied tyres to New Garage under an agreement
by which, in return for a trade discount, New Garage
agreed to pay £5 by way of ‘liquidated damages’ for every
item sold below list prices. The House of Lords held that
since the sum was not extravagant, it was a genuine
attempt by the parties to estimate the damage which price
undercutting would cause Dunlop. The £5 was liquidated
damages.

Ford Motor Co v Armstrong (1915)

Armstrong, a retailer, agreed to pay £250 for each Ford
car sold below the manufacturer’s list price. The Court of
Appeal held that the clause was void as a penalty.

If the court holds that the sum is liquidated
damages, it will be enforced irrespective of whether
the actual loss is greater or smaller.

Cellulose Acetate Silk Co Ltd v Widnes Foundry Ltd
(1933)

Widnes Foundry agreed to pay £20 for every week of delay
in completing a plant for the Silk Co. The work was com-
pleted 30 weeks late. The Silk Co claimed that its actual
losses amounted to nearly £6,000. It was held that Widnes
Foundry was only liable to pay £20 a week (i.e. £600) as
agreed.

Murray v LeisurePlay Ltd (2005)

Murray, a director of LeisurePlay, had a clause in his
service contract which entitled him to payment of a year’s
gross salary if his contract was terminated without one
year’s notice. Murray was given seven-and-a-half weeks’
notice and he brought a claim for liquidated damages.
LeisurePlay argued that the clause was a penalty clause
and therefore unenforceable. The Court of Appeal held
that it was not a penalty clause. In deciding such cases
courts should consider:

—_

a) to what breaches of contract the clause applies;

what amount is payable on breach;

what amount would be payable if the claim was
brought under common law;

what were the parties’ reasons for agreeing the clause;
whether the party who claims the clause is a penalty
can show that it was imposed as a deterrent and that
it does not constitute a genuine pre-estimate of loss.

—
Lz

TE

Unliquidated damages

The aim of unliquidated damages is to put the injured
party in the position he would have been in if the

contract had been carried out properly. Damages are
designed to compensate for loss. If no loss has been
suffered, the court will only award nominal damages,
which is a small sum to mark the fact that there had
been a breach of contract. The courts observe the
following guidelines when awarding damages:

1 The damage can include sums for financial loss,
damage to property, personal injury and distress,
disappointment and upset caused to the claimant.

Jarvis v Swans Tours (1973)

Jarvis, a solicitor, paid £63.45 for a two-week winter
sports holiday in Switzerland. The Swans Tours brochure
promised a ‘house party’ atmosphere at the hotel, a bar
which would be open several evenings a week and a host
who spoke English. The holiday was a considerable disap-
pointment: in the second week, he was the only guest in
the hotel and no one else could speak English. The bar was
only open one evening and the skiing was disappointing.
The Court of Appeal awarded him £125 to compensate for
‘the loss of entertainment and enjoyment which he was
promised’.

Exemplary or punitive damages designed to pun-
ish the party in breach are not normally awarded in
contract.

2 The injured party cannot necessarily recover
damages for every kind of loss which he has suf-
fered. The breach might have caused a chain reaction
of events to occur. Clearly, there is a point beyond
which the damage becomes too remote from the
original breach. The rules relating to remoteness
of damage were laid down in Hadley v Baxendale
(1854). The injured party may recover damages for:

m loss which has resulted naturally and in the
ordinary course of events from the defendant’s
breach; and

m the loss which, although not a natural consequence
of the defendant’s breach, was in the minds of
the parties when the contract was made.

The practical application of these rules can be
seen in the following cases.

Victoria Laundry (Windsor) Ltd v Newman Industries
Ltd (1949)

The claimant company of launderers and dyers wished to
expand its business and, for this purpose, had ordered a
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new boiler from the defendants. The boiler was damaged
during the course of its removal and, as a result, there was
a five-month delay in delivery. The claimant claimed:

(@) damages of £16 per week for the loss of profits it
would have made on the planned expansion of the
laundry business; and

(b) damages of £262 a week for loss of profits it would
have made on extremely lucrative dyeing contracts.

The Court of Appeal held that the claimant was entitled
to recover for the normal loss of profits on both cleaning
and dyeing contracts, but it could not recover for the espe-
cially profitable dyeing contracts of which the defendants
were ignorant.

Simpson v London and North Western Rail Co (1876)
Simpson entrusted samples of his products to the
defendants for delivery to Newcastle, for exhibition at an
agricultural show. The goods were marked ‘must be at
Newcastle on Monday certain’. They failed to arrive in time.
The defendants were held liable for Simpson’s prospect-
ive loss of profit arising from his inability to exhibit at
Newcastle. They had agreed to carry the goods knowing
of the special instructions of the customer.

3 Provided the loss is not too remote, the next
matter to consider is how much is payable by way
of damages. As we have already seen, the object is
to put the injured party in the same position as if the
contract had been performed. This is sometimes
described as providing compensation for loss of
expectation. Expectation losses may include loss of
profit which would have been made but for the breach
or the cost of achieving agreed performance. In some
situations the claimant may prefer to recover the
losses he has incurred in reliance on the contract.
Reliance loss includes wasted expenditure. It seems
that the claimant may claim for reliance losses
rather than expectation losses if he so chooses.

Anglia Television Ltd v Reed (1971)

The claimants engaged the defendant, a well-known
American actor, to play the lead in a film they were making
for television. At the last moment the defendant repudiated
the contract and, as the claimants were unable to find
a suitable replacement, the film was abandoned. The
claimants did not attempt to claim for loss of profits as
it was not possible to say whether the film would have
been a success. However, they were successful in recov-
ering their wasted expenditure (on employing a director,
scriptwriter and other actors, researching locations and so

on), even though some of the expenses had been incurred
before the defendant entered into the contract. Lord
Denning explained the decision as follows: ‘it is plain that,
when Mr Reed entered into this contract, he must have
known perfectly well that much expenditure had already
been incurred on director’s fees and the like. He must
have contemplated - or at any rate, it is reasonably to be
imputed to him - that if he broke his contract, all that
expenditure would be wasted, whether or not it was
incurred before or after the contract.’

Comment. This unanimous decision of the Court of Appeal
has been criticised for allowing recovery of pre-contractual
expenditure which has not been incurred in reliance on the
defendant’s promise.

If the claimant has not suffered a loss as a result
of the breach, the court will only award nominal
damages.

C & P Haulage v Middleton (1983)

C & P had granted Mr Middleton a six-month renewable
licence to occupy a garage which he used to carry on his
business. Mr Middleton spent some money equipping the
premises, but the terms of his agreement prevented him
from removing such equipment at the end of the licence.
The parties quarrelled and, as a result, Mr Middleton was
unlawfully evicted from the garage 10 weeks before the
end of a six-month period. Fortunately, Mr Middleton’s
local council allowed him to use his own garage for more
than 10 weeks, which meant that he did not have to pay
rent. He sued C & P for the cost of equipping the premises.
The Court of Appeal held that he was entitled to nominal
damages only. The cost of equipping the garage would
have been lost even if the contract had been carried out as
agreed. It is not the function of the courts to put the injured
party in a better financial position than if the contract had
been properly performed.

Where the breach of contract consists of defective
performance of a building contract, the courts have
sometimes based the award of damages on the dif-
ference between the value of the building contracted
for and the defective building, and sometimes on
the cost of curing the defect.

Ruxley Electronics and Construction Ltd v Forsyth
(1995)

The claimant company agreed to build a swimming pool
for Mr Forsyth. It was a term of the contract that the pool
should be 7ft 6in at the deep end, to allow for safe diving.
When the pool was built, however, it had a maximum
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depth of 6ft 9in and was only 6ft under the diving board.
The trial judge held that, even though the pool was not as
deep as specified in the contract, it was still safe for div-
ing. There was no evidence that the value of the pool had
decreased because of the shortfall in depth. The only way
of curing the defect would be to demolish the pool and
build a new one at a cost of £21,560. The judge doubted
whether Mr Forsyth would build a new pool as it would not
be reasonable to do so. The judge awarded £2,500 for
loss of amenity. The Court of Appeal reversed the decision
of the trial judge and awarded Mr Forsyth the full cost of
achieving a cure, i.e. £21,560. The House of Lords reversed
the decision of the Court of Appeal and reinstated the trial
judge’s original decision. Their Lordships took the view
that if the cost of cure was unreasonable, the measure of
damages should be the difference in value. Although the
pool was probably no less valuable, Mr Forsyth was entitled
to some compensation for his loss of satisfaction.

Breaches of contract for the sale of goods are
subject to the rules laid down in the Sale of Goods
Act 1979. They will be considered in more detail in
Chapter 10.

4 Once a breach of contract has occurred, the innoc-
ent party is under a duty to mitigate (minimise) his
loss. He cannot stand back and allow the loss to get
worse. A seller whose goods have been rejected, for
example, must attempt to get the best possible price
for them elsewhere. The claimant will not be able to
recover for that part of the loss which has resulted
from his failure to mitigate.

Brace v Calder (1895)

The claimant was dismissed by his employers but offered
immediate re-engagement on the same terms and condi-
tions as before. He refused the offer and instead sued to
recover the salary he would have received for the remain-
ing 19 months of his two-year contract. It was held that the
claimant should have mitigated the loss by accepting the
employer’s reasonable offer of re-employment. He was
entitled to nominal damages only.

The duty to mitigate any loss does not arise until
there has been a breach of contract which the injured
party has accepted as a breach.

White and Carter (Councils) Ltd v McGregor (1961)

The claimants were advertising agents who supplied local
authorities with litter bins on which they displayed advert-
isements. The defendant entered into a contract with the

claimants to advertise his garage in this way for a three-
year period. Later the same day, however, the defendant
cancelled the contract. The claimants refused to accept the
cancellation and proceeded to carry out the contract by
preparing advertising plates and attaching them to litter
bins. The claimants sued for the full amount due under
the contract. The House of Lords upheld their claim.
The claimants were under no duty to mitigate their loss
because they had not accepted the defendant’s breach.

Comment. Although the reasoning in this case is logical,
the result, as Lord Keith put it, is ‘startling’. However, a
limitation to the principle was suggested by Lord Reid
when he said that the rule would not apply if the injured
party has no legitimate interest in performing the contract
rather than claiming damages. This approach has been
accepted in subsequent cases (Clea Shipping Corpn v Bulk
Oil International Ltd (The Alaskan Trader) (No 2) (1984)).

Debt recovery

So far we have considered the basis on which dam-
ages can be recovered for a breach of contract. It
is worth noting at this point that where one party
performs his part of the contract, e.g. by delivering
goods, and the other party refuses to pay, the claim
is for payment of the debt rather than an action for
damages.

Late payment of bills has been a persistent prob-
lem for UK businesses, often causing serious cash
flow difficulties, particularly for small businesses. It
is, of course, possible to include a clause in a supply
contract providing for the payment of interest if
payment is not made by the due date. Alternatively,
debts can be pursued through the courts and the
courts can award interest. Neither course of action
is appropriate for small businesses. The relatively
weak bargaining position of small businesses means
that they are, in practice, unable to insist on default
clauses, while pursuing a debt through the courts
can be a costly and lengthy process, which a small
business can ill afford.

The Late Payment of Commercial Debts (Interest)
Act 1998 introduced a statutory right for businesses
to claim interest on the late payment of commercial
debts. The right was introduced in three stages:

m stage 1 (from 1 November 1998) — small businesses
have a statutory right to claim interest from large
businesses and the public sector;
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m stage 2 (from 1 November 2000) — the statutory
right is extended to allow small businesses to
claim interest from other small businesses;

m stage 3 (from 1 November 2002) — all businesses
and the public sector can claim interest from all
businesses and the public sector.

‘Small’ businesses are defined as businesses
having no more than 50 employees or their part-
time equivalent. A ‘large’ business is a business with
more than 50 full-time employees or their part-time
equivalent.

Businesses are encouraged to agree their own
contractual terms providing for contractual interest
to be payable if bills are paid late. However, the Act
prevents abuse of contractual interest, by requiring
any contractual remedy to be ‘substantial’. A
remedy for late payment will be ‘substantial’ if it is
enough to compensate the supplier for the cost of
late payment and it deters late payment and it is fair
and reasonable, in all the circumstances, to allow
the contractual remedy to replace the statutory right.
In deciding whether a contractual remedy is reason-
able, the courts will consider all the circumstances,
including the rate of interest applying to late pay-
ments and the length of credit periods. If the credit
period is found to be excessive, the court can strike
it down and replace it with the 30-day statutory
default period.

If the parties do not agree to contractual interest
for late payment, the Act will apply. Payment will
be classed as late if it is made after the expiry of:

m the credit period agreed by the parties;

m the credit period determined by trade custom or
practice or a course of dealings between the parties;

m the statutory default credit period of 30 days
from delivery of the invoice or the goods or the
service.

The rate of statutory interest is set by the Secret-
ary of State and is currently the UK base rate (as
announced by the Monetary Policy Committee of
the Bank of England) plus 8 per cent.

A Directive on Late Payment of Commercial Debts
(Directive 2000/35/EC), implemented by member
states by 8 August 2002, ensures a common
approach to the problem of late payment across

the EU.

Equitable remedies

The normal remedy for a breach of contract is an
award of damages at common law. There are some
situations, however, where damages would be
neither adequate nor appropriate. Equity developed
other forms of relief to ensure that justice is done.
The more important of these equitable remedies are
specific performance and injunction.

Specific performance

A decree of specific performance is an order of the
court requiring the party in breach to carry out his
contractual obligations. Failure to comply with the
directions of the court lays the defendant open to
the imposition of penalties for contempt of court.
Like all equitable remedies, the grant of specific per-
formance is discretionary. It may be withheld in the
following circumstances:

1 Damages adequate. An order for specific per-
formance will not be made if damages would be an
adequate remedy. Most breaches of contract can
be remedied by an award of monetary compensa-
tion. If it is a contract for the sale of a unique item,
however, no sum of money can compensate the
disappointed buyer for his lost opportunity, and
specific performance will be granted. Each piece of
land is regarded as being unique and thus the rem-
edy is available for contracts for the sale of land.

2 Mutuality. Equity requires mutuality as regards
its remedies. This means that both parties must
potentially be able to seek an order of specific per-
formance. An adult cannot obtain such an order
against a minor, so a minor will not be awarded
specific performance either.

3 Supervision. An order will not be made unless the
court can adequately supervise its enforcement. It
is for this reason that specific performance will not
be awarded to enforce building contracts, because
the court cannot supervise on the day-to-day basis
which would be necessary. Similar principles apply
to employment contracts.

Ryan v Mutual Tontine Westminster Chambers
Association (1893)

The landlord of a flat agreed to provide a resident porter
who would undertake certain duties for residents. A porter
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was appointed but he had another job as a chef in a
nearby club, which meant he was absent from the building
for several hours each day. While he was away, his duties
were performed by various non-resident cleaners and
boys. It was held that the only remedy for the breach of
contract was an action in damages. Specific performance
would not be granted.

Comment. In a more recent similar case, the court had no
difficulty in awarding specific performance of a contract to
provide a resident porter. It was held that damages would
not be an adequate remedy. It was relatively easy to define
what was required under the contract and it did not involve
constant supervision (Posner v Scott-Lewis (1986)).

4 Discretion. The court may refuse specific perform-
ance where it is felt that it would not be just and
equitable to grant it.

Injunction

This is an order of the court requiring the party at
fault not to break the contract. Its main use is to
enforce the negative promises that can occasionally
be found in employment contracts. The employee
may agree, for example, not to work in a similar
capacity for a rival employer during the period of
his contract.

Warner Brothers v Nelson (1936)

The film actress, Bette Davis, had agreed not to work
as an actress for anyone else during the period of her con-
tract with Warner Bros. In breach of this agreement, she
left the USA and entered into a contract with a third party
in the UK. The court held that Warner Bros were entitled to
an injunction to prevent the star from breaking the negat-
ive provision in the contract.

It should be noted that an injunction cannot be
used as a back-door method of enforcing a contract
of employment for which specific performance is
not available. Warner Bros could prevent Miss
Davis from working as an actress for anyone else.
They could not have obtained a degree of specific
performance to force her to return to their studio.

Claims for restitution: quasi-contract

The law of restitution may provide a claimant
with a remedy in situations where the defendant
has obtained an unjust benefit. The requirement to
repay money does not arise because of a breach of a

legal duty, such as a breach of contract or a tort, but
because the defendant has been unjustly enriched.
The liability is said to be quasi-contractual — as
if from a contract — although in reality there is no
liability in contract.

An action for restitution may arise in the circum-
stances summarised below.

Claims on a quantum meruit

Instead of claiming a precise sum, the claimant may
be able to sue on a quantum meruit for payment for
work he has actually done. A quantum meruit claim
can arise either contractually or quasi-contractually
in the following situations:

1 Contractually: where the contract is for the sup-
ply of goods and services but the parties have not
fixed a sum to be paid. The common law position is
supported now by statutory provisions. Section 8 of
the Sale of Goods Act 1979 provides that if the price
of goods cannot be fixed by the contract or in a way
agreed under the contract or by trade custom, the
buyer must pay a reasonable price. There is similar
obligation to pay a reasonable sum for services
under s 15 of the Supply of Goods and Services Act
1982 (see also Chapter 10).

2 Quasi-contractually:

m Where the defendant has abandoned or refused
to perform his part of the contract, as was the
case in Planché v Colburn (1831).

m Where work has been performed by the claim-
ant and accepted by the defendant under a void
contract. In Craven-Ellis v Canons Ltd (1936) a
managing director of a company was able to
recover a reasonable sum by way of remunera-
tion for work he had done until it was discovered
that his appointment was invalid under the com-
pany’s articles.

m Where one party confers a benefit on the other
with the intention on both sides that the benefit
is to be paid for even though a contract is not
finally concluded (British Steel Corporation v
Cleveland Bridge ¢& Engineering Co Ltd (1984)).

Total failure of consideration

If the claimant has paid money to the defendant
in respect of a valid contract, and the defendant
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completely fails to honour his part of the bargain,
the claimant has a choice of remedy. He can bring
a claim for breach of contract and claim damages
for breach or he can terminate the contract and sue
in quasi-contract to recover the money he has paid
over on the basis that there has been a total failure of
consideration. Rowland v Divall (1923), which will
be considered in detail in Chapter 10, is an example
of a claim based on a total failure of consideration.

Money paid under a mistake

A claimant may recover money which has been
paid over under a mistake of fact. A mistake of fact
would include, for example, errors in a restaurant
bill because the waiter had made a mistake when
adding up all the items, or at the supermarket check-
out when a cashier inadvertently scans an item twice.
In Admiralty Comrs v National Provincial and Union
Bank Ltd (1922), money paid into a bank account
of a customer, on the basis that he was alive, was
held to be recoverable under a mistake of fact, when
he turned out to be dead.

Until recently it was settled law that moneys
paid under a mistake of law could not be recovered.
However, this rule has now been overturned by the
House of Lords in the following case.

Kleinwort Benson Ltd v Lincoln City Council (1998)

The case involved the use of ‘interest rate swap’ transac-
tions by local authorities. Following a case brought by an
auditor appointed by the Audit Commission, such con-
tracts were held to be ultra vires for local authorities and,
therefore, void. Kleinwort Benson (KB) claimed restitution
of the money it had paid to four local authorities under
these transactions. KB claimed that the money had been
paid under a mistake so as to avoid the six-year time limit
laid down in the Limitation Act 1980. The House of Lords
held that the ‘mistake of law rule’, under which money
was not recoverable in restitution because it had been
paid under a mistake of law, should no longer form part of
English law.

Comment. This case is an interesting example of judicial
law-making. The ‘mistake of law rule’ had been the subject
of much criticism over the years and had been referred
to the Law Commission. The Law Commission concluded
that the rule should be changed by legislation. Their
Lordships decided to press ahead with the reform them-
selves, rather than wait for Parliament to legislate, even
though considerable difficulties have been created

because of the retrospective effect of the judgment. These
problems could have been avoided if the change had been
made by legislation.

LIMITATION OF ACTIONS

The right to sue does not last indefinitely. The parties
may include a provision in their contract which
limits the time within which a claim must be made.
Where such an agreement is made between busi-
nesses and the parties are of equal bargaining
strength, it is likely to be upheld by the courts.

Granville Oil and Chemicals Ltd v Davis Turner &

Co Ltd (2003)

DT, an international freight forwarder, agreed to carry a
consignment of paint from Kuwait to GOC’s warehouse in
the UK. The contract was subject to the British International
Freight Association (BIFA) standard terms and conditions
which required any legal action to be brought within nine
months. GOC claimed that the paint had been damaged in
transit and brought proceedings for breach of contract
more than a year after the nine-month time limit expired.
GOC argued that the time bar was void for unreasonable-
ness under the Unfair Contract Terms Act 1977 (this Act
will be discussed in more detail in Chapter 9). The Court of
Appeal held that the clause was not void under the Act.
The parties were both in business, they were of equal
bargaining strength and GOC might have been able to
contract on different terms. Moreover, the clause had been
brought to GOC’s attention. It was reasonably practicable
for GOC to comply with the nine-month time limit as the
goods could have been checked on delivery. The clause
was effective to bar GOC’s claim.

Where no time limit is agreed between the parties,
the Limitation Act 1980 will apply. The Act imposes
statutory time limits within which an action for
breach of contract must be brought. They are:

1 an action on a simple contract must be brought
within six years of the date when the cause of
action accrued;

2 an action on a contract made in the form of a
deed will be statute barred after 12 years from
the date when the cause of action accrued.

These time limits may be extended as follows:

(a) where fraud or mistake is alleged, time does not
start to run until ‘the claimant has discovered
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the fraud, concealment or mistake or could with

reasonable diligence have discovered it’;

if the claimant is under a disability, such as min-

ority or mental incapacity, the time limits do not

start to operate until the disability is removed,

e.g. in the case of a minor on reaching 18;

(c) where the claim is for a debt or a liquidated
sum, and the defendant acknowledges the claim

C

or makes part-payment, time will run from the
date of acknowledgement or part-payment.

The rules about limitation of actions do not apply
to the equitable remedies. Nevertheless, the equit-
able maxim of ‘delay defeats equity’ will apply to
defeat a claimant who waits too long before taking
legal action.

Self-test questions/activities

1 Make a list of all the agreements you made (a) today, and (b) yesterday. Identify which agreements are

contracts and explain why they are legally binding.

2 Are these statements true or false?

(a) Most of the law of contract can be found in Acts of Parliament.

(b) All contracts must be in writing.

(c) Conveyances of land must be in the form of a speciality contract.
(d) The absence of an essential element will always render a contract void.

3 Analyse the following transactions in terms of offer and acceptance:

(a) filling a job vacancy;
(b) parking a car in a multi-storey car park;
(c) taking a bus ride;

(d) buying a cup of coffee from an automatic vending machine;
(e) buying a packet of soap powder from a supermarket;

(f) buying an antique dresser at an auction;
(g) acquiring shares in a privatisation issue;
(h) buying a book via the Internet.

4 On 13 September, Fiona, a newly qualified dentist, receives the following note from her uncle:

10 Park Street
LONDON
WI A54

Dear Fiona

We talked some time ago about your buying some of my dental equipment when | retire from my London
practice at the end of this month. | am prepared to let you have everything for £15,000. Let me know
fairly quickly if you’re interested because I've already had a very good offer from one of my colleagues.

Your affectionate uncle
Arnold

Fiona is keen to take advantage of her uncle’s offer but is unsure whether she can raise such a large
amount of money by the end of September. She phones her uncle to find out whether she can have until
after Christmas to pay. Her uncle is away at a conference and so Fiona leaves a message with his sec-
retary. Two weeks pass by and, as Fiona has not heard from her uncle, she arranges a loan with her bank.
On 28 September she writes to her uncle accepting his offer and enclosing a cheque for £15,000. On 30
September, her uncle phones to say that he has already sold the equipment to someone else.

Advise Fiona.
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Lynx Cars Ltd, the manufacturer of a revolutionary fuel-efficient small car, enters into a five-year dealership
agreement with Roadstar Ltd, a northern-based company of car dealers, in November 2003. A clause in
the agreement states: ‘This agreement is not intended to be legally binding but the parties honourably
pledge that they will carry out its terms.” Roadstar Ltd places an initial order for 2,000 cars to be deliv-
ered by the end of 2007, which is accepted by the manufacturer. One month after the successful launch
of the car at the Motor Show, Lynx Cars Ltd writes to Roadstar Ltd informing it that, owing to production
difficulties, the company estimates that it will be able to deliver only 200 cars by the end of 2007. It further
states that it will be withdrawing from the dealership agreement from the end of 2007 to be able to con-
centrate its resources on its south of England car dealers.
Advise Roadstar Ltd.

Mrs Harris, the owner of three rented houses in Extown, asks her next-door neighbour, Ted, to collect
rent from the tenants for her while she is abroad on business. Ted collects the rents and when Mrs Harris
returns she says to him, ‘I’ll give you £50 for your work.’

Can Ted enforce the promise?

John, a plumber, installs a new bathroom for Mr and Mrs Bolton for an agreed price of £500. Five weeks
after sending the bill John still has not received payment. He rings the Boltons and speaks to Mrs Bolton.
She says that she is unhappy about the quality of John’s work, which she claims is only worth £350 at
most. She also tells John that her husband has just lost his job and they can only afford to pay £100. John
reluctantly agrees to accept a cheque for this amount ‘in full settlement’.

Three months later John hears that Mr Bolton is back in employment and he wonders whether he can
recover the outstanding money.

Jeremy, a prosperous City trader, decides to pay for his parents, Bill and Irene, to go on holiday to
celebrate their silver wedding anniversary. Jeremy enters into a contract with Sunset Cruises, to provide
his parents with a deluxe cabin for a two-week cruise round the Caribbean. Bill and Irene are very disap-
pointed with their holiday. As a result of a booking error by Sunset Cruises, they are not allocated a deluxe
cabin. The ship’s engines suffer a mechanical failure on the third day and, as a result, the ship does not
visit all the islands on its itinerary. Bill and Irene wish to take action against Sunset Cruises.

Advise them.

How would your advice differ if Jeremy took action on behalf of his parents?

What formalities, if any, must be completed for the following contracts?
(a) a guarantee for a bank overdraft;

(b) the sale of a second-hand car;

(c) a contract of employment;

(d) the lease of a house for 21 years;

(e) a promise to pay £50 a year for the next five years to a charity.

Kathy, aged 17, decides to leave home because she does not get on with her parents. Over the next three

weeks she enters into the following agreements:

(a) She borrows £500 from her older brother to tide her over until she can find a job.

(b) She takes a two-year lease on a bed-sit, paying three months’ rent in advance.

(c) By pretending to be 21, she orders a £700 suite of furniture from Palatial Pads Ltd on 12 months’
interest-free credit.

(d) She sets up a home catering business and immediately agrees to cater for 100 people attending a
21st birthday party for a price of £300. She insists on £100 deposit. As the day for the party
approaches, she finds that she has taken on too much work for one person, so she rings her cus-
tomers on the afternoon of the party to say that she will not be able to do the catering after all.

Discuss the legal effects of these transactions.
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Arthur, the manager of Lookout Cars Ltd, asks his young assistant, Terry, to look after the business while

he is away on holiday. It is an eventful week for Terry.

(a) Early Monday morning Terry sells a second-hand Escort to Doris. The car had been advertised in the
local press as follows:

93 (N) Ford Escort 45,000 miles. Blue £1,500

Doris returns on Wednesday to tell Terry that the Escort’s clock has been turned back and that it
has actually done 90,000 miles.

(b) On Tuesday, Terry finalises a part-exchange deal with Mr Walker. Unknown to either of them, Mrs Walker
was involved, earlier in the day, in a serious car crash while driving the old car. The car is a ‘write-off’.

(c) On Wednesday, a man calls into the showrooms introducing himself, falsely, as James Dean MP. He
agrees to buy a new Orion car, but when he pulls out a cheque book, Terry says that he is reluctant
to accept a cheque. The man then produces a pass to the House of Commons as proof of his iden-
tity. Terry accepts the cheque and the man drives off in the car. Terry has just learned from the bank
that the cheque has been dishonoured. The man sold the car to Pete, a university student.

(d) On Thursday, Daisy, Lookout Ltd’s secretary, puts a number of letters in front of Terry for his sig-
nature. Terry is busy talking to the workshop manager at the time and signs his name without reading
each one. He has now discovered that one of the letters was an undertaking to act as a guarantor for
a £5,000 loan to Daisy by the Midshires Bank plc.

Explain to Terry the legal position in each situation.

George is the owner of a confectioner’s shop in Chorley, which is world famous for its unique Chorley
Chocolate Bar. The secret recipe for the chocolate bar has been handed down by four generations of
George’s family. George himself is a bachelor and, with no one to carry on the business, he decides to
retire and sell the shop. After much careful vetting, George agrees to sell the shop, including the good-
will and the secret recipe, to Maria. As part of the contract George agrees that:

(a) he will not engage in any form of sweet-making in the whole of the United Kingdom for the next

20 years; and

(b) he will not reveal the secret formula for the chocolate bar to anyone else.

Maria bought the business with the aid of a 20-year mortgage from Castletown Cocoa Co Ltd. Maria
has further agreed to obtain all her supplies of cocoa from this company for the next 20 years. After three
very successful years in Chorley, Maria hears that George is supplying Chorley Chocolate Bars to shops
near to his retirement home in Bournemouth. About the same time, Maria is approached by Cocoa
Suppliers Ltd which offers to supply all her cocoa needs at cheaper prices than she is currently paying
Castletown Cocoa Co Ltd.

Advise Maria.

Kevin is the owner of a small Hull-based firm, which specialises in office removals. He operates with

two vans and three employees. He contracts to remove two partners in a firm of accountants, who are

moving from their main office in Hull to establish a branch office in Scunthorpe. To minimise the disrup-

tion to office routine, the move is to take place on a Sunday. What is the legal position in the following

situations?

(a) The Humber bridge is closed because of high winds (the only alternative route is a much longer and
more expensive journey via Goole).

(b) As a conservation measure, the government imposes regulations banning business traffic from the
roads on Sundays.

(c) Kevin takes on a house removal for the same day. One of the vans fails its MOT on the Friday and
Kevin decides to use the only one available for the house removal.

(d) Kevin and his three employees are taken ill with influenza and are not well enough to carry out the
move.
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(e) Kevin completes the removal except for one filing cabinet which he did not have room for. He refuses
to make a special journey for it because ‘it would cost too much in petrol’.

Wholesome Foods Ltd decided to build an extension to its Newtown bakery to cope with increased
demand for its wholemeal bread. The contract is awarded to Bettabuilders Co Ltd, which agrees to com-
plete the work by 1 May. On the strength of the planned increased capacity at the bakery, Wholesome
Foods Ltd concludes an extremely profitable contract with the Newtown Council to supply all the bread
to local schools from 4 May. Owing to extreme bad weather in February and March, Bettabuilders Co Ltd
completes the extension 10 weeks late. Wholesome Foods Ltd estimates its losses as:
m £100 a week for the profits it would have made on the expected general increase in bread sales: and
m £400 a week for the profits it would have made on the schools contract.

What damages will Wholesome Foods Ltd recover?

How would your answer differ if Bettabuilders Co Ltd had agreed to pay £50 for every week of delay in
completing the extension?

Wreckless Eric, a rock concert promoter, pulls off one of the sensations of the rock world by getting the
American rock star, Tex Toucan, to come to Britain to give a six-concert tour to coincide with the release
of his latest album. Tex agrees to give his exclusive services to Eric and promises that he ‘will not sing,
perform as a musician or act as an entertainer’ for anyone else during the period of his stay. After com-
pleting the first sell-out concert in Dagenham, Tex is approached by Crispin Green, a rival promoter, who
persuades Tex to break his contract with Eric and appear instead at alternative venues arranged by
Crispin.

Eric, who has made a considerable investment in this tour, wants to know what remedies are available
to him.

Specimen examination questions

Explain the circumstances in which the courts will refuse to enforce agreements as contracts because of
a lack of intention to create a legal relationship.

On 11 May Andrew wrote to Ben offering to sell him 200 bags of potatoes at £10 per bag. On 13 May,
Ben posted a reply accepting Andrew’s offer but adding that if he did not hear from Andrew, he would
assume that the price included delivery to his (Ben’s) house. The following morning, before Ben’s letter
arrived, Andrew heard a rumour that the price of potatoes was about to slump dramatically. Andrew
immediately sent a fax to Ben, stating that ‘the price includes delivery’.

Ben received Andrew’s fax at 10 am on 14 May, whereupon he immediately posted a letter confirming
his acceptance of Andrew’s terms. Over lunch, however, Ben also heard the news about a slump in the
price of potatoes, whereupon he sent Andrew a text message stating: ‘decline yr offr of pots’.

The price of potatoes has now fallen to £7 per bag and Ben refuses to accept delivery of Andrew’s
pricey potatoes.

Advise Andrew.

Caroline’s house was badly damaged by storms in March. She engaged David, a builder, to repair the
damage. David told Caroline that the work would cost £10,000 and would be finished by 1 June. Caroline
accepted David’s terms because she wanted to be able to put the house up for sale in June.

David started work on the repairs to Caroline’s house in April, but further storms delayed the work. Four
weeks later David approached Caroline asking her to increase the contract price to £15,000 due to
increased overtime costs David would face to meet the deadline of 1 June. Reluctantly Caroline agreed.
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David completed the repair before the end of May and sent Caroline a bill for £15,000. However,
Caroline informed David that she could only afford to pay £10,000 because she was in financial difficul-
ties. David, fearing that he would otherwise receive no payment at all, reluctantly accepted £10,000 in full
settlement.

David has now discovered that Caroline has made a substantial profit on the sale of her house and is
about to depart on a round-the-world holiday.
Advise David on whether he can recover the rest of the money.

4 To what extent, if at all, is it possible to bind or benefit a person under the terms of a contract to which he
or she is not a party?

5 Limited Horizons Holiday plc engaged Mandy, a modern languages undergraduate, to act as its repres-
entative for its Majorcan Culture holidays for a summer season for a lump sum of £3,000 and all accom-
modation, food and travelling expenses. A term of the contract requires Mandy to attend a total of five
training days before commencing the job. Some of the training days are held during Mandy’s examina-
tions and, as a result, she only attends on three days. On 5 June, only 10 days before she was due to fly
out to Majorca, Limited Horizons informs her that her services will not be required. Mandy is furious and,
although she has been offered alternative employment in the local corner shop working part-time for £7
per hour, she decides to go to Majorca anyway. She spends the entire summer holiday in Majorca, living
in the same three-star hotel she would have been based at under the terms of her contract with Limited
Horizons. Her total expenses are £4,000. On her return to the UK she writes to Limited Horizons demand-
ing payment of the £3,000 lump sum and reimbursement of her expenses of £4,000.

Advise Limited Horizons.

Website references

http://www.lawcom.gov.uk The Law Commission’s website contains copies of Law Commission Reports,
including Privity of Contract: Contracts for the Benefit of Third Parties, prepared by the Common Law team
headed by Professor Hugh Beale.

http://www.oft.gov.uk The Office of Fair Trading’s website provides information about competition regulation,
including the Competition Act 1998 and the Enterprise Act 2002.

http://www.ucc.ie/law/restitution A site hosted by Steve Hedley of University College Cork which provides
links and resources on the subject of quasi-contract, restitution and unjust enrichment.

http://www.payontime.co.uk The Better Payment Practice Group operates this site. It provides information and
advice for businesses about the implementation of the Late Payment of Commercial Debts (Interest) Act 1998.



Chapter 8

TYPES OF BUSINESS CONTRACT

Learning objectives

After studying this chapter you should understand the following main points:

m the distinction between different types of business contract;

m the nature of agency contracts, their formation and termination, and the main duties of principal

and agent;

m the benefits and drawbacks of using standard form contracts in business.

In this chapter we move away from studying basic
principles of general application to all contracts to
look at specific kinds of contracts in common use
in the business world. The fundamentals of the law
of contract are still largely governed by the common
law. Over the past 100 years, however, business
transactions have increasingly become subject to
statutory provisions. Parliament’s original aim was
to translate established common law rules into a
format which would be more accessible and under-
standable to businessmen. As the years passed, so
the legislators’ motives changed. Parliamentary inter-
est in commercial law over the last century has been
prompted mainly by the need to regulate and con-
trol unfair business practices.

It is important that you can distinguish between
different kinds of business transactions because dif-
ferent legal principles apply to each. The rights and
duties of the parties will be determined by the nature
of their contract and the legal rules which govern
that particular kind of agreement. For example, con-
tracts for the sale of goods are covered by the Sale of
Goods Act 1979, as amended by the Sale and Supply
of Goods Act 1994, the Sale of Goods (Amendment)
Acts 1994 and 1995 and the Sale and Supply of
Goods to Consumers Regulations 2002 (SI 2002/
3045), while contracts for the sale of land are gov-
erned by the Law of Property Act 1925, as amended
by the Law of Property (Miscellaneous Provisions)
Act 1989. This chapter is designed to provide you

with a brief guide to the different kinds of business
contracts and the source of any legal rules which
regulate them. The most important contracts will be
considered in more detail in later chapters.

CONTRACTS FOR THE SUPPLY
OF GOODS

Sale of goods

The most common form of transaction in the business
world is a contract for the sale of goods. Whenever
you buy goods, whether from a supermarket, market
stall, doorstep salesman, by mail order or using the
Internet, you have entered into a contract for the sale
of goods. As we have already mentioned, the rights
and duties of the parties to this type of contract are
set out in the Sale of Goods Act 1979 (as amended).
The Act applies to all contracts for the sale of goods,
from buying a sandwich at lunchtime to a multi-
million pound deal to supply new aircraft to an
airline company. A contract for the sale of goods is
defined in s 2(1) of the Sale of Goods Act 1979 as:

A contract by which the seller transfers or agrees
to transfer the property in goods to the buyer for
a money consideration called the price.

This definition is extremely important because only
those contracts which fall within it will be covered
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by the provisions of the 1979 Act. A closer look at
the definition will help you distinguish a contract
for the sale of goods from other similar kinds of
contracts in which goods change hands.

Section 2(1) covers two possibilities: an actual sale
and an agreement to sell at some future time. The
essence of the transaction is the transfer of property
in goods from the seller to the buyer. (‘Property’ in
this context means ownership of the goods.) Goods
include all tangible items of personal property such
as food, clothes and furniture: land and money are
excluded from the definition. The consideration for
the goods must be money, although a part-exchange
deal in which goods are exchanged for other goods
plus money will be covered by the Act because some
money has changed hands.

The law relating to sale of goods contracts will be
examined in more detail in Chapter 10.

Exchange or barter

No money changes hands in this type of contract.
Instead there is a straight exchange of goods between
the parties. The absence of money from the consid-
eration means that the Sale of Goods Act 1979 does
not apply to these contracts. Previously the obliga-
tions of the parties were governed by the common
law, but now the Supply of Goods and Services Act
1982 (as amended by the Sale and Supply of Goods
Act 1994) imposes certain statutory duties on the
supplier of goods under a contract of exchange.

Work and materials

Another way in which you can acquire goods is in
consequence of a contract whose main purpose is
the provision of services. If you take your car to be
serviced by a garage, the main substance of the con-
tract is the skill and labour of the mechanic in
checking the car. The supply of such items as brake
fluid and the renewal of spark plugs is an ancillary
part of the contract.

The distinction between a contract of sale and a
contract of work and materials is often a fine one.

Robinson v Graves (1935)
Robinson, an artist, was commissioned to paint a portrait
for 250 guineas. The Court of Appeal held that this was a

contract for Robinson’s skill as an artist and not a contract
for the sale of goods, i.e. the finished portrait.

However, a contract to buy a painting from an art
gallery would be a sale of goods contract. Contracts
for work and materials are now subject to the Supply
of Goods and Services Act 1982 (as amended by the
Sale and Supply of Goods Act 1994 and the Sale
and Supply of Goods to Consumers Regulations
2002). The provisions of this Act will be discussed
in Chapter 10.

Supply of goods on credit

There is a bewildering number of ways in which goods
can be acquired and then paid for over a period of
time. Hire-purchase, ‘interest-free’ credit, credit cards
and bank loans are all readily available, enticing us
to buy more than we can probably afford. Consumer
credit — credit granted to an individual, sole trader
or partnership not exceeding £25,000 — is strictly
regulated by the Consumer Credit Act 1974 as
amended by the Consumer Credit Act 2006. This
Act is examined in detail in Chapter 13.

The more important forms of consumer credit
agreement are described below.

1 Hire-purchase (HP). This is one of the best-known
ways of buying goods on credit. HP is essentially an
agreement for the hire of goods, at the end of which
the hirer may exercise an option to purchase them
from the owner. The hirer obtains the immediate
use and enjoyment of the goods, but he does not
become the owner unless and until all the instal-
ments are paid. There is a subtle distinction between
HP and a contract for the sale of goods. You will
remember that the definition of a sale of goods
includes agreements to transfer the ownership in
goods at some time in the future. An HP agreement,
however, does not bind the hirer to buy. He or she
may choose to pay for the hire of the goods and
then decline to purchase them.

2 Conditional sale. A conditional sale is very similar
to HP. The customer obtains immediate possession
of the goods in return for the payment of regular
instalments. The transfer of ownership is delayed
until some specified condition is fulfilled. The differ-
ence between the two agreements is that the buyer



under a conditional sale agreement is committed
to buy from the outset. Thus, a conditional sale is
really a type of sale of goods contract.

3 Credit sale. This is another way of buying goods
and paying for them later. Unlike HP and conditional
sale agreements, ownership of goods passes to the
buyer at the start of the agreement.

CONTRACTS OF BAILMENT

A contract of bailment arises when the owner of
goods (the bailor) entrusts possession of them into
the care of another (the bailee). Examples of bail-
ment include placing important documents in safe
custody at a bank, taking clothes to be dry-cleaned
and hiring a TV set.

The bailee’s main duties are:

m to take reasonable care of the goods whilst they
are in his or her possession; and

m to return them to the bailor, at the end of an
agreed period or when requested.

Hiring is a particular example of a contract of
bailment.

Hire

Under a hire agreement, the owner of goods allows
someone else (the hirer) to make use of them in
return for regular rental payments. The hirer obtains
possession of the goods but ownership never passes
to him and at the end of the agreement the goods
must be returned to the owner. Most people are
familiar with hire contracts in the context of TV
and video rentals. A typical rental agreement can
be seen in Fig 8.1. Consumer hire agreements are
covered by the provisions of the Consumer Credit
Act 1974. Businesses also take advantage of hire as
a method of obtaining the use of equipment which
they require. (Hire in this context is usually referred
to as ‘leasing’, the owner being known as the ‘lessor’
and the hirer as the ‘lessee’.) The leasing agreement
often includes an undertaking by the lessor to ser-
vice the equipment regularly and effect repairs when
necessary. Equipment leasing has allowed businesses
to take advantage of the opportunities created by
the rapidly changing new technology in the field
of information technology. Goods supplied under
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hire contracts are subject to Part I of the Supply of
Goods and Services Act 1982 (as amended by the
Sale and Supply of Goods Act 1994 and the Sale and
Supply of Goods to Consumers Regulations 2002).
(See Chapter 10.)

EMPLOYMENT CONTRACTS

There are two ways in which a person’s services may
be acquired. He or she may be engaged either as an
employee under a contract of service or as an inde-
pendent contractor under a contract for services.

1 Contract of service. This type of contract creates
the relationship of employer and employee between
the parties. An employee provides labour for his
or her employer in return for wages. The employer
exercises control over the way in which an employee
carries out his or her work.

2 Contract for services. A self-employed person
is engaged under a contract for services. The self-
employed individual is an independent contractor,
agreeing to do work or provide services as and
when he or she wishes, and enjoys considerable
independence from the person who employs him
or her. Thus, a chauffeur has a contract of service,
whereas a taxi driver transports passengers under a
contract for services.

The distinction between employees and independ-
ent contractors is important for the following reasons:

m An employer is vicariously liable only for the
torts of employees, not for those committed by
independent contractors.

m Only employees are entitled to claim the benefit
of various employment rights contained princip-
ally in the Employment Rights Act 1996. These
include protections in respect of unfair dismissal,
redundancy, maternity pay and leave, minimum
periods of notice and so on. A self-employed
person cannot claim any of these rights. The law
relating to the contract of employment will be
examined in more detail in Chapter 16.

CONTRACTS OF AGENCY

An agent is someone who is employed by a principal
to make contracts on his behalf with third parties.
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Agreement No
HIRE AGREEMENT REGULATED BY THE CONSUMER CREDIT ACT 1974

Between us (the Owner) and you (the Hirer), on the terms set out below and over the page

Name (the Owner)

Address Postcode

Name (the Hirer)

Address
Postcode
KEY FINANCIAL INFORMATION MAINTENANCE OF THE GOODS (sce clause 8 over the page)
Description of Goods

| The Owner provides maintenance of the goods* I |
Makers name
Model no | The Owner does not provide maintenance of the goods * | |
Serial no

* Please place a tick in the appropriate box.
Hiring is payable by: Rentals (incl VAT) HIRER’S CONTACT DETAILS
an advance rental payment for the first month/s
of the hiring, payable on your signing, of £ Tel
followed by monthly rentals, cach in the sum of £ o
followed by. monthly rentals, each in the sum of £ -
E-mail

followed by monthly rentals, each in the sum of £
followed by monthly rentals thereafter, each in the sum of £ OWNER’S CONTACT DETAILS AND SIGNATURE

C address

Each monthly rental is due and payable
on the same day of cach consecutive month commencing:
‘The minimum period of hire of the goods under this Agreement s I:' months*

We have the right, after the end of the minimum period of hire, to vary the amount of each Reg'din Reg No
rental payable by you by giving you one month’s written notice of the variation, if there is
a change in the Bank of England Base Rate, the Finance House Base Rate, interest
generally or any other actual or expected change in market conditions generally. We sha
not issue any such notice to expire before the end of the minimum period of hire except if N - .

the rate of VAT changes, when we may vary the rentals at any time. Fax RA 05/05  Original-White

Tel

First copy-Pink
Second copy-Yellow

KEY INFORMATION
Signed for and on behalf of the Owner
Cancellation rights
‘This agreement is not cancellable.
15 agreemment1s not cancellable Date which is the date of this Agreement

Charges

We may charge you default interest in accordance with clause 10 over the page .We may
also require payment of our reasonable charges for (a) sending arrears letters, reminders or
documents to which you are not entitled; (b) tracing you if you move address without
notifyi<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>