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Introduction

.
--------------------------------------------------------------------------------

The aim of the book is to provide a clear explanation of the key principles of
Business Law and Practice required for the Solicitors Qualifying Examination
Part 1 Functioning Legal Knowledge (“SQE 1”).

The design of the book has been influenced by the nature and content of the SOE1
assessment. In particular:

SQE1 consists solely of 360 multiple-choice questions that are sat over two
closed-book examinations. Business Law and Practice (BLP) is one of 14 subject
areas assessed.

SQEL1 is designed to test the knowledge and application expected of a newly
qualified solicitor.

The exam does not require knowledge of case names or statutes, except in
cases where the name of the case or statute is essential to express the law. For
example, the Rule in Rylands v Fletcher.

The SQOE1 is designed to assess the law as it stands at the date of the examina-
tion. It does not assess the historical development of the law or its potential
development.

The BLP syllabus covers areas of business law and practice including those that
currently feature in many LLB company law modules.

The syllabus focuses mainly on four types of business organisations: sole trad-
ers, partnerships, limited liability partnerships, and private companies limited
by share. Although public limited companies are referred to, the law, govern-
ance, and regulation of publicly listed companies do not feature in the syllabus.
Although not explicitly stated in the curriculum, answering any problem-based
BLP scenarios often requires students to demonstrate a contextual under-
standing of how businesses operate. This can sometimes be described as dem-
onstrating “commercial awareness”.

Based on the above, this book systematically covers the content of the BLP
syllabus in a clear and accessible way. The key principles of law in each topic
are introduced together with concise examples of how each principle can be

1 See: SQE1 Functioning Legal Knowledge Assessment Specification, updated 14 October 2020, pub-
lished by the Solicitors Regulation Authority, available via www.sra.org.uk.
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applied. There is a strong focus on commercial awareness throughout the book
and most chapters contain a signposted “commercial awareness talking point”.
Application of the law in practice through multiple-choice questions is fea-
tured in Chapters 19 and 21.

® Thebookdoes notassume any prior knowledge of Business Law and Practice and
is written on the understanding that readers may also be non-law graduates.

@ Reflecting the nature of the SQE, the book does not consider the historical
development of law through cases or statute, nor does it focus on the potential
future development of the law, unless this impacts on aspects of commercial
awareness.

® Where appropriate and necessary, cases and statutes are referenced, but
detailed case analysis and legal research are not a feature as the book is focused
on the requirements of SOEL.

Solicitors Qualifying Examination — SQE 1

This book covers the areas of Business Law and Practice in the SQE 1 assessment
specification:

@ Business and organisational characteristics (sole trader/partnership/LLP/pri-
vate and unlisted public companies).

Legal personality and limited liability.

Formation of a company/partnership/LLP.

Corporate governance and compliance.

Partnership decision-making and authority of partners.

Insolvency (corporate and personal).

Business taxation.

Key features to assist learning

Revision points: Each chapter concludes with a concise list of key revision points.

Multiple-choice questions: The SOE 1 assessment uses multiple-choice questions
to test understanding of key principles. Multiple-choice questions, following
the SQE format, are provided in Chapter 19 of the book and answers are pro-
vided in Chapter 20.

Commercial awareness: Most chapters contain commercial-awareness talking
points that encourage students to contextualise their learning.

Problem scenarios: Problem scenarios are provided in Chapter 21, to enable read-
ers to test their understanding and their client case analysis skills. These sce-
narios are informed by the style and substance of those that can be expected
on the SQE2. Suggested answers are available at www.routledge.com/cw/sqe.

The law is stated as of 13 July 2022.
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Business organisations
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1.1 Chapter overview

Solicitors are often required to give advice on which business forms are appropriate
for a client’s needs. To advise on business forms, a knowledge of the key features
of different business forms is essential. Of particular importance is a knowledge of
important concepts such as limited liability and separate legal personality which are
features of a number of business forms. These concepts, discussed in more detail in
Chapter 2, can combine to enable businesspeople to protect themselves if the busi-
ness fails by limiting their liability to the debts of the business and preventing credi-
tors from suing for their personal assets. Despite these advantages, a limited liability
organisation may still not be the most suitable. The appropriate business form will
depend on factors such as the client’s attitude to risk and the nature, size, and com-
plexity of the business.

This chapter considers the types of business organisations that are listed in the
curriculum of the Solicitors Qualifying Examination: Sole traders, ordinary partner-
ships, limited liability partnerships, private limited companies, and public limited
companies.

1.2 Sole traders

This is the most straightforward type of business organisation and the most com-
mon form operating in the UK today. Sole traders are individual people who are
self-employed. They are human beings rather than corporate forms. Many of the
companies and partnerships in the UK today originated as sole traderships.

Being a sole trader is often much less administratively burdensome than other busi-
ness organisations and can be the most cost-effective way for a business to operate.
If the business fails, sole traders are liable for any outstanding debts as they have
unlimited liability. This means that if the business fails, the sole trader may have to
pay debts from personal assets.

DOI: 10.4324/9781003289760-2
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Sole traders are treated as individuals by the tax system and are liable to pay income
taxon profits. Sole traderships are not registered at Companies House but sole traders
do need to register with Her Majesty’s Revenue & Customs (HMRC) as self-employed.

Some solicitors operate as sole traders, usually referred to as sole practitioners.

1.3 Ordinary partnerships

The definition of a partnership comes from the Partnership Act 1890 (PA 1890): “The
relation which subsists between persons carrying on a business in common with a
view of profit.”*

Ordinary partnerships can arise very informally and do not require a written partner-
ship agreement, although one is nearly always advisable. Unless the partners con-
tract otherwise in an agreement, the default rules in the PA 1890 will apply.

There is no requirement for ordinary partnerships to be registered at Companies
House and, consequently, the running of a partnership will usually be much less
administratively burdensome than a private limited company or limited liability part-
nership. This makes partnerships an attractive form for many small businesses who
want their administration to be as streamlined as possible.

The major drawbacks with ordinary partnerships are that they do not have a sepa-
rate legal personality and ordinary partners do not have the protection of limited
liability. Partners in an ordinary partnership are both jointly and severally liable for
the debts of the business. This means that one partner could find him or herself
liable for all the debts of the business.

Although ordinary partnerships are not registered at Companies House, partners do
need to register that they are in a partnership with HMRC.

1.4 Limited liability partnerships

Limited liability partnerships share some of the same attributes as both ordinary
partnerships and limited companies.

Limited liability partnerships were introduced into UK law by the Limited Liability
Partnerships Act 2000. Limited liability partnerships must be registered at Companies
House. Once registered, the LLP acquires a separate legal personality, and the partners
are protected by limited liability. Limited liability partnerships must have “Limited
Liability Partnership” or “LLP” at the end of their name.

1 S.1(1) Partnership Act 1890.
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LLPs have more accounting and administrative requirements than ordinary partner-
ships, but they share many of the advantages of the corporate form; for example,
they can grant floating charges, which may make it easier to raise capital.

At least two of the members of an LLP must be designated members, meaning they
have the responsibility to file certain documents and do administrative tasks.

Like ordinary partnerships, LLPs have the freedom to draft their own partnership
agreements and unlike the articles of association in a company, these agreements
are not public documents.

One reason for the popularity of LLPs is that they can be formed with two companies
as members; unlike with private limited companies, there is no requirement that one
of the directors is a natural person.

1.5 Private limited companies

The law relating to the private limited company (Ltd) features strongly in this book as
itis expected that it will dominate the BLP content in SOE1 and 2. For the purposes of
the SQE we are looking at private companies limited by shares. (There are also private
companies limited by guarantee, but these are outside the ambit of the SQE syllabus
and will not be considered here.)

Private limited companies are registered at Companies House. They can be set up by
one person (unlike partnerships, which require at least two.) Private limited compa-
nies must have “Ltd” or “limited” at the end of their name.

Companies, once registered, have a separate legal personality. This brings with it
many advantages, but most importantly means that shareholders can have limited
liability. These concepts are discussed in more detail in Chapter 2.

It is very common for companies to own controlling shares in other companies, and
this is often the case with large businesses that seek to protect against future liability
by incorporating groups of companies. A company in which another company holds
a majority of the voting rights is called a subsidiary. The other company is called a
parent or holding company. It is important to note that in principle each company is
separate under the law; however, in some areas of the law, statute may intervene to
consider them single entities (for example, in competition law).

The administration of small companies, including incorporation and filing require-
ments, has become much simpler in recent years, but it is worth noting that admin-
istrative requirements are more onerous than in ordinary partnerships and sole
traderships.
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Companies can be useful vehicles for attracting finance to the business; this can be
done either through the issuing of shares (equity finance) or borrowing money (debt
finance).

The company is largely run by a director or board of directors who will take most of
the decisions. Certain big decisions are reserved for the shareholders, however. It is
quite common for the shareholders and directors to be the same people, fulfilling
different roles. A company can have just one director, but at least one director must
be a human being.

1.6 Public limited companies

The SQE syllabus does include public limited companies, but it specifically does not
include those public limited companies that have a public listing on a stock exchange.

There are several differences between private and public companies. The fundamen-
tal difference is reflected in the words public and private. Shares in private compa-
nies may only be issued or transferred privately and cannot be traded publicly on a
stock market. Other differences include:

® Regulation of public limited companies is stricter.

® Public listed companies have PLC at the end of their name; private companies
have Ltd.

@ Public limited companies must have a minimum of £50,000 share capital.

@ Public limited companies must have a qualified company secretary.

@ Public limited companies must have two directors (in addition to the company
secretary).

Many of the advantages of the PLC relate to the ability to sell shares to the public
with a listing on the stock exchange. There are other advantages that may appeal to
companies, including having the “snob-value” PLC at the end of the name, which is
often deemed more prestigious than Ltd and can suggest (often incorrectly) that the
company is a very large concern. Even if the company does not have a listing on the
stock exchange it can be easier to transfer shares, for example in order to fulfil the
requirement of a deceased shareholder’s estate.

1.7 Commercial awareness talking point

When advising on business organisations, it is not enough for a solicitor to simply
know the law. Understanding the overall context is equally as important. The nature
of the business may mean that its volatility indicates that running the business
through a limited liability vehicle may be advisable. Similarly, the enterprise could
be inherently low-risk and the client may well prefer to go for an organisation that is
simple to run and avoids lots of administration. The risk appetite of the client is an
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important factor as well as the resources at their disposal. There may often be com-
pelling tax efficiency reasons which may make one business form take priority over
another. Taxation is discussed further in Chapters 13 to 16.

Chapter 1 revision points

Advantages and disadvantages of business organisations

tration. Informal. Easy to
maintain control over the
business.

Business Advantages Disadvantages
form
Sole trader Simplicity, least adminis- No limited liability. Only

one person is in the sole
partnership.

Partnership

Reduced administration.

No limited liability. Partner

nership (LLP)

partnership. Separate legal
personality.

(ordinary) Easy to maintain control can be liable for all debts of
over the business the partnership. No separate
legal personality.
Limited Limited liability. Much of Administrative requirements
liability part- | the flexibility of an ordinary | and accounting requirements.

Private lim-
ited company
(Ltd)

Limited liability, Separate
legal personality.

Administrative requirements,
filing requirements and
accounting requirements.

Public limited
company
(PLC)

Limited liability. Separate
legal personality. Ability to
sell shares to the public.

Administrative requirements,
filing requirements and
accounting requirements.
Significantly enhanced regula-
tory oversight.

Key features of business organisations

Business Limited | Separate legal | Registered at | Public | Flexibility
form liability | personality Companies filing
House

Sole trader | No No No No Yes
Partnership | No No No No Yes

LLP Yes Yes Yes Yes Moderate
Ltd Yes Yes Yes Yes Moderate
PLC Yes Yes Yes Yes No
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2.1 Chapter overview

This chapter covers the legal requirements for the incorporation of a private limited
company. It explains the meaning and significance of the dual principles of limited
liability and separate legal personality. The chapter continues by looking at the rare
occasions where contracts are purportedly formed with a company not yet in exist-
ence. The filing requirements of incorporation are discussed, and the chapter con-
cludes with thoughts on the appropriate methods of initial finance.

2.2 Incorporation

The term incorporation means the process through which a business, either new or
existing, is formally registered at Companies House as a company. Although there
are several different types of company, the SOE and therefore this book, is mainly
concerned with the incorporation of private limited companies. (By this we mean
private companies limited by shares.)

2.3 Limited liability and separate legal personality

The most significant feature of a private limited company is that, once registered,
it acquires a separate legal personality, and this means that the shareholders in the
company can take advantage of limited liability. Although the twin features of sepa-
rate personality and limited liability arise from statute, it is the analysis of these fea-
tures in the case of Salomon v A Salomon & Co Ltd* that underlines their importance.

Separate legal personality means that a company is in law an entirely separate being
to those who set it up. In fact, it is regarded in law as separate from every person and
every other company. Limited liability means that the shareholders’ personal liabil-
ity for the obligations of the company is limited to the nominal value of their fully
paid-up shares. The combination of these two principles means that a company, as
a separate legal personality, is itself responsible in law for its own obligations. In the
event of a dispute, it is the company, rather than the shareholders, who will be sued.

1 [1896] UKHL 1, [1897] AC 22.
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This situation is particularly relevant when a company becomes wound up. Although
the assets of the company are available for distribution to creditors, the creditors
normally have no recourse to the personal assets of the shareholders. Thus, the posi-
tion of a small company’s shareholders can be infinitely preferable to that of partners
in an ordinary partnership in the event of a winding up.

Other advantages of separate legal personality are that a company can form con-
tracts and hold property. As the shares in a company are personal property that can
be transferred to others or transmitted under a will, a company need not cease to
exist on the death or retirement of a shareholder. This advantage is referred to as
perpetual succession.

2.4 When separate legal personality does not apply

There have been various occasions where the courts have deemed it appropriate to
make an exception to the principle of separate legal personality.

On very rare occasions, the courts still reserve the jurisdiction to intervene and “pierce”
the corporate veil if they feel that the corporate form is being abused. Please note, this is
a highly contested area and because it is such a complex area, it is not likely to be suited
to the format of an SOE1 multiple-choice question. Students do need to be aware that
the courts have reserved this jurisdiction, even though it is not very clear when it will
apply. One point to note is that examples of “piercing” the veil are very rare, and the
courts will not intervene just because the interests of justice suggest they should.

There have been isolated cases in the past where the courts have sought to treat
separately incorporated companies in a group as one single economic unit, but this
line of cases has been doubted in a number of key decisions? and it is clear that, bar-
ring a statutory provision to the contrary, each company in a corporate group will
have a separate legal personality.

More commonly, other areas of law may intervene; for example, it is possible,
although very uncommon, for parent companies to owe tortious duties of care to
the employees of subsidiary companies.? Similarly, it is possible for companies to hold
property on trust for a shareholder.*

By far the most common instance where separate legal personality is ignored, is
when parliament decrees it so. There are many examples of this in the Insolvency Act
1986 (as amended) and these will be referred to in Chapter 17.

2 Woolfson v Strathclyde Regional Council [1978] UKHL 5; Adams v Cape [1990] Ch 433.
3 Chandler v Cape [2012] EWCA (Civ) 525.
4 Prest v Petrodel UKSC 34, 4 All ER 673.
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2.5 Unexpected consequences of
separate legal personality

It is important to be aware of the potential consequences of separate legal personality
that can bring surprising results. The decision in Salomon has had a number of con-
sequences quite apart from the newfound ability of small businesses to incorporate
and take advantage of limited liability. Case law demonstrates that companies can hold
property and that company property is usually held legally and beneficially by the com-
pany itself. (It is possible for a company to act as a trustee over property, but there is a
very strong presumption against a company holding property on trust for its sharehold-
ers.) Although shareholders are often referred to as residual claimants, being entitled to
any surplus when a company is wound up, they do not own the company property until
that point. This meant in one case that, despite being both the principal shareholder
and creditor of the company, a businessman was unable to claim on an insurance policy
in his own name because he lacked an insurable interest in the insured property.

There are also consequences stemming from the ability of a company to contract on
its own behalf. The decision in Lee® revolved around whether the deceased Mr Lee, in
his position as shareholder and managing director of a company in which he held all
but one of 3,000 shares, was also an employee of the company within the meaning
of a New Zealand statute. The Privy Council, largely on the basis that a company is
able to form its own contracts by virtue of the Salomon principle, held that Mr Lee
was an employee and therefore Mrs Lee was entitled to compensation under the
statute. An important point to note on this case is the recognition that Mr Lee was
acting in a number of roles regarding the formation of the contract of employment,
being the agent (as a director) in arranging it as well as the employee. To a lawyer not
versed in company law tradition these cases may appear to be somewhat contrived,
not to say absurd. In Lee and Macaura the companies in question were under the
complete control of one shareholder. However, another view is that they are also not
only consistent but logical with the Salomon principle, being a direct corollary of the
recognition that once registered, a company acquires a separate legal personality. As
a direct result of the separate legal personality, a company is able to hold property
and to form contracts in its own right; both factors have been hugely beneficial to
business. It might be contended therefore that the occasional absurd consequence
might be regarded as a price worth paying.

2.6 Pre-incorporation contracts

This area considers the situation where, prior to incorporation, someone forms a con-
tract on behalf of the company. In short, unless that person expressly excludes the

5 Macaura v Northern Assurance Co Ltd [1925] AC 619.
6 Leevlee’s Air Farming Ltd [1961] AC 12.
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effect of the following section in the Companies Act 2006 — they will be liable for
obligations under the contract.

s.51(1) A contract that purports to be made by or on behalf of a company at a
time when the company has not been formed has effect, subject to any agree-
ment to the contrary, as one made with the person purporting to act for the
company or as agent for it, and he is personally liable on the contract accordingly.

2.7 Requirements for registration

The first step of incorporation is to complete form INO1 and submit it together with
the memorandum of association and the articles of association (but only if the appli-
cant has opted not to adopt the model articles.)

The memorandum of association is a document that sets out the names of the ini-
tial shareholders and is signed by them. The memorandum of association cannot be
altered after incorporation.

The articles of association is a document that sets out the constitution of the com-
pany. The articles can be amended by the company after incorporation, and any
amendment must be communicated to Companies House.

The following information is required on the INO1 Form:

Company name.

Registered office.

First directors.

Directors’ residential and service addresses.

Company secretary (if there is one).

Company secretary’s service address (if there is one).

First shareholders’ names and addresses details of shareholding

Statement of capital.

People of significant control (PSC) — a person (can be a legal person also) who
holds more than 25% of the shares, or more than 25% of the voting rights, or
holds the right to appoint or remove a majority of the board.

e Statement of compliance.

2.8 Initial financing considerations

In setting up a new company, finance will be a key consideration. Finance is dis-
cussed in Chapter 5 in more detail, but one aspect is worth mentioning here.
Businesspeople who subscribe to be shareholders in a new company should be
aware that the number of their ordinary shares relates directly to their voting power
in the company.



Formation of the company

2.9 Commercial awareness talking points

The decision to incorporate a private limited company has consequences. The obvi-
ous advantages of limited liability are balanced by the statutory requirements for
accountability and publicity which start at the point of incorporation. For small com-
panies, the process of incorporation is relatively straightforward and cheap; how-
ever, the requirements are ongoing, and businesspeople need to ensure that they
comply with the company rules throughout the lifetime of the company.

Decisions about the initial financing of the company are significant also and can have
far-reaching consequences in terms of what controls others have over the future
direction of the business.

Chapter 2 revision points

® Companies once properly registered at Companies House acquire a separate
legal personality (SLP).

® SLP has many advantages, notably enabling shareholders to take advantage
of limited liability.

® SLPis usually respected by the courts but there are rare occasions when the
corporate veil is pierced. More commonly, other areas of law may intervene
and there are many examples where Parliament has decreed that SLP does
not apply. Many of these are in the Insolvency Act 1986 (as amended).

® The process of incorporation requires the filling in of an online form at
Companies House together with a memorandum of association and articles
of association, unless the model articles are adopted.

® Decisions on the initial financing of the company are important and can
affect who controls the company in the future.



Taylor & Francis
Taylor & Francis Group

http://taylorandfrancis.com


http://taylorandfrancis.com

The constitution
of the company

.
------------------------------------------------------------------------------------------------

3.1 Chapter overview

To a large extent, the constitution of the company means the articles of association,
a document that every company must have from incorporation.

This chapter considers the nature of the articles, their contractual nature, how they
can be altered, and how they can be enforced.

The chapter also considers shareholders’” agreements, which are very useful docu-
ments that can regulate the affairs of shareholders and in many ways can be more
flexible than the articles.

3.2 The articles of association

All companies are required to have a set of articles of association on incorporation.
Sometimes referred to as the internal rule book of the company, the articles are the
constitution of the company and contain rules governing how it is run. The articles
are an outward facing publicdocument that is filed at Companies House. Any change
to the articles must be filed at Companies House.

When advising on any company matter, it is often necessary for a solicitor to exam-
ine the articles of association as this is usually the key document to understand how
a company is meant to operate. Many provisions in the Companies Act 2006 are not
mandatory and will only apply if the articles of association are silentin a particular area.

Fundamentally, the articles of association will give a director of a company most of
the powers required to run the company, through a general management clause.

3.3 Model articles

Although it is a statutory requirement for companies to have articles, it would be
impractical and far too bureaucratic to expect every small business that wished to
incorporate to spend time or money drafting bespoke articles. If a company does not
choose to use a bespoke set, it will be incorporated with the proscribed model articles.
On the SOEL, it is likely that most company questions will involve the model articles.
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An important point to remember is that there are different sets of model articles,
depending on the type of company. The most common set you will come across in
the SQE1 are the model articles for private companies limited by shares. Please note
also that the model articles are updated from time to time — if a company chooses
to adopt the model articles it will adopt the set that is in place when it is incor-
porated. If the company wishes to adopt a new set of articles it will have to do so
explicitly. There are plenty of companies who still have Table A, the default articles
that were in place before the Companies Act 2006 came into place.

3.4 Model articles with amendments

If a business is happy with most of the model articles but not all, a common practice
is to adopt the model articles with amendments.

The amendments needed will obviously vary from company to company according to
need. Below are two of the most common amendments made.

@ Model article 14 (1)
MA 14(1) dictates that, unless disapplied, a director is prevented from par-
ticipating in the decision-making process and counting in the quorum where
they have a disclosable interest.

14(1) If a proposed decision of the directors is concerned with an actual or
proposed transaction or arrangement with the company in which a direc
tor is interested, that director is not to be counted as participating in the
decision-making process for quorum or voting purposes.

This provision relates to one of the fiduciary duties of directors referred to later
in this book in Chapter 9. Although MA 14 (3) enables the shareholders to dis-
apply 14(1) by an ordinary resolution, this is potentially cumbersome in a small
company, therefore it is often excluded.
@ Pre-emption rights

Pre-emption rights are existing shareholders’ rights of first refusal on an
issue of new shares by the company. The model articles do not refer to rights
of pre-emption, but they are contained in the Companies Act 2006. To give the
company more flexibility, these rights may be excluded or amended by a provi-
sion in the articles. Companies may also choose to include pre-emption rights
on share transfers when a shareholder sells shares. Pre-emption rights are dis-
cussed in greater detail in Chapter 5.

3.5 The articles as a contract

The words of S.33 Companies Act 2006 purport to bind the company and the share-
holders to the terms of the company’s constitution (for all intents and purposes —the
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articles of association). The section is known as the statutory contract. This provision
has given rise to a complex group of cases and an even more complex body of aca-
demic literature devoted to the enforceability of this statutory contract.

For the purposes of the SQE, exploration of this academically interesting area is not
required, but it is worth noting that although the shareholders and company are
bound together by the articles in a contractual way, it is not always possible for a
shareholder to sue on this contract. This is particularly the case if the articles attempt
to grant a shareholder a right which is not directly linked to a shareholding, such as
voting rights. Shareholders’ rights in the articles to be the company solicitor or to be
a director have been found to be unenforceable.

Despite the above, there are clauses, frequently inserted in the articles of associa-
tion, that can give shareholders significant protections, for example weighted voting
rights that apply in particular circumstances.

3.6 Amending the articles

One unusual feature of the articles as a contract is that they can be amended with-
out the agreement of all the shareholders. This can be achieved by special resolution
(a 75% vote) of the shareholders.

In some situations, there can be additional requirements for an alteration of the arti-
cles if this affects the rights of different classes of shares.

3.7 Shareholders’ agreements

These are commonly used by shareholders starting up a company, either by all the
shareholders or some of them. Unlike the articles, these agreements cannot bind
the company, and attempts to do so have been held to be unenforceable by the
courts. Shareholder agreements are very common and are often a very effective
way of protecting shareholders’ interest outside the company law machinery. These
are contracts that set out how the shareholders want the company to be run. If any
shareholders act in breach of the contract, they can be sued for breach of contract.
Unlike the articles of association, shareholder agreements are not public documents
and are not filed at Companies House.

3.8 Commercial awareness talking points

There are several key take-home points to make about the articles in respect of com-
mercial awareness. Deciding on which set of articles to adopt is a key decision for the
company. Below is a non-exhaustive list of considerations:
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3.8.1 Are there other shareholders and what proportion
of the shares are held by the client?

Company law is essentially based on the principle of majority rule. Usually, anyone
with a majority shareholding has the power to exercise most control over the com-
pany. If a client is not a majority shareholder and is concerned about losing control
or influence in the company, then it may be sensible to try to amend the articles
with protections, such as weighted voting rights. Similarly, as many clauses may not
be enforceable in the articles, it might be very sensible to duplicate provisions in a
shareholders’ agreement.

3.8.2 Do the articles restrict share transfers?

Under the model articles, the board has the discretion to refuse to register a share
transfer. This power is usually a sensible provision in the articles of a private lim-
ited company because it ensures that the company can prevent shares being trans-
ferred to people who it does not want to associate with. The power can lead to
problems where shareholders fall out and can no longer work together. In these
situations, it is not uncommon for a minority shareholder to be left in a company
against their will, often unable to get a return on their investments. To prevent
situations like this leading to very expensive litigation, it is advisable to cater for a
possible later falling out in a shareholders’ agreement with an exit clause of some
description.

3.8.3 Is it a family-run company?

According to Companies House, about two-thirds of all companies are family-run. It
is not the easiest thing to say to a client, but it is sensible to advise on the potential
for family breakdowns to impact on relations within the company. The use of share-
holders’ agreements and sensible provisions in the articles is equally important in the
family context as in the business context. An obvious example of this can be seen in
the case law relating to weighted voting clauses.

3.8.4 Is Model Article 14 suitable for the company?

MA 14 is discussed above. The decision as to whether to have this in the articles is
particularly important where there are a small number of directors, and this may
cause problems for companies if the director in question cannot be counted in the
forum.

3.8.5 Is there a provision to remove a director?

Although there is a provision in the Companies Act 2006 that guarantees sharehold-
ers the right to remove a director at a general meeting with an ordinary resolution,
companies can also have a provision in the articles that requires a director to resign
if called upon to do so by the rest of the board.
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3.8.6 Does the company need a provision

to change its name?
The Companies Act 2006 stipulates that a change of name requires a special resolu-
tion of shareholders unless a provision in the articles gives the board power to make
the change.

Chapter 3 revision points

® All companies must adopt a set of articles that are registered at Companies
House.

® The articles are the constitution of the company and govern how it is run,
within the parameters of the Companies Act 2006 and the law in general.

® Onincorporation, a company can choose to either draft its own articles, adopt
the model articles, or adopt the model articles but with amendments.

® Thearticles form a statutory contract between the shareholders and the com-
pany. Please note that shareholders may not be able to enforce rights in the
articles that do not relate directly to their shares.

@ Thearticles may be amended by special resolution (75% vote of shareholders).

® Shareholder agreements are contractual agreements entered into by share-
holders separate from the company. They can contain clauses about how the
shareholders expect the company to be run. Although these cannot bind the
company, parties to the contract can sue to enforce the terms.
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Roles in the company -

4.1 Chapter overview

This short chapter is intended to give a brief explanation of the various roles that
people can have within the company. It is important to focus on the role itself rather
than the individual, because quite often people can occupy different roles at the
same time. For example, it is very common for shareholders to also be directors.

4.2 Shareholders/members

In most circumstances the term member and shareholder can be used interchange-
ably. A shareholder is someone who has been issued shares in the company and
a member is a shareholder whose shareholding is registered on the register of
members.

Ownership of shares gives the shareholder various rights in the company which are
determined by the articles of association and the general law.

Shareholders are not responsible for the day-to-day management of the company,
but they are required to take certain big decisions.

Shareholders can make money from the company through being paid dividends on
their shares or by transferring their shares.

4.3 Different types of shareholder

The various types of shares that can be issued are discussed later in Chapter 5. It is
worth noting at this stage that the role of a shareholder will depend on the type of
share that they hold, and the rights attached to those shares detailed in the articles
of association. For example, preference shareholders may well have additional rights
when it comes to the distribution of dividends, but they often will not have the same
voting rights as ordinary shareholders.
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4.4 Directors

All sets of articles should contain a clause giving directors the power to run the
company. This is often referred to as the general management clause. This means
that directors can take most of the decisions on behalf of the company. Certain very
important decisions are reserved for shareholders.

Every private limited company must have at least one human director who is at
least 16.

Because directors have wide powers over the company, the law imposes many duties
and responsibilities on them, to control the exercise of their discretion.

Who appoints the director will depend on the articles of association. If the articles
are silent then the powers rests with the shareholders. Under the model articles,
appointment can be by the board or by the shareholders.

Shareholders have a statutory right* to remove a director with an ordinary resolution
at a general meeting. (Note that this cannot be achieved with a written resolution.)
Special notice of 28 days is required before a meeting in which the resolution is to
be voted on.

4.5 De facto and shadow directors
The definition of a director within the Companies Act 2006 states:

In the Companies Acts “director” includes any person occupying the position of
director, by whatever name called.?

This definition is quite broad and means that it is possible to be a de facto director (a
director in fact) even if there has been no formal appointment process. Someone can
be considered a de facto director if they have been held out as such, but this is not
essential, and the courts have adopted a nuanced approach based on the individual
facts of the situation. De facto directors owe fiduciary duties to the company in the
same way as formally appointed directors.

The Companies Act 2006 also contains a definition for a shadow director:

In the Companies Acts “shadow director”, in relation to a company, means a
person in accordance with whose directions or instructions the directors of the
company are accustomed to act.?

1 5.168 Companies Act 2006.
2 S.250 Companies Act 2006.
3 $.251(1) Companies Act 2006.
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The distinction between de facto and shadow directors is really one of visibility. The
de facto director openly assumes the role of director, but without formal appoint-
ment. A shadow director, as the name suggests, remains hidden in the background
and exerts their influence unseen by others outside the company.

4.6 Company secretaries

Private limited companies are not required to have a company secretary, but many
do. The functions of the company secretary are not defined in statute but usually
involve critical aspects of the internal and external running of the company, such
as arranging meetings, maintaining the company books, and filing documents with
Companies House.

4.7 Auditors

Unless exempt, a company is required to have its annual accounts audited every year.
There are exemptions for small companies that apply to a large proportion of the
businesses of the UK. Even if a small company is exempt, shareholders holding 10%
of the shares can require the company to request an audit.

Auditors are usually appointed by an ordinary resolution of shareholders, but the
board also has the power to appoint and may appoint the auditor in the first account-
ing year.

Auditors can only be removed before the expiry of their term by ordinary resolution
of shareholders at a general meeting. Special notice of 28 days is required before a
meeting in which the resolution is to be voted on.

4.8 Other stakeholders in the company

At this point it is worth commenting on other parties who are closely affected by
the activities of the company. These are sometimes referred to as stakeholders in
the company such as employees, suppliers, trade creditors, and customers. Modern
corporate law does consider these stakeholders at various points and this book will
focus on them again in Chapters 8 and 17.

4.9 Commercial awareness talking points

Focusing on roles as opposed to individuals is important for businesspeople, par-
ticularly if they are occupying multiple positions. The obvious example of this is a
shareholder who is also a director of a company because directors owe quite strin-
gent fiduciary duties to the company that they must consider when exercising their
discretion.
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Chapter 4 revision points

® Shareholders are investors in companies and hold shares.

® Shares can be issued under different terms; this means that the rights of
shareholders can differ.

® Directors are empowered to run the company by the articles of association.

® Rules on appointment of directors will depend on the articles of association.
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5.1 Chapter overview

Corporate finance is a large subject that becomes very complex quite quickly. There
are core aspects that are usually delivered in company law modules on LLB courses.
The SQE1 curriculum details the following areas:

@ Funding options: debt and equity.

® Types of security.

@ Distribution of profits and gains.

@ Financial records, information, and accounting requirements.

The first three will be discussed in this chapter; financial records, information, and
accounting requirements will be discussed in Chapter 13.

5.2 Equity and debt finance

Businesses need to decide how to finance the company. It will either be by equity
or debt financing, or a mixture of the two. It is clearly a requirement to understand
basic differences between these two forms. Put simply, when references are made to
equity finance this usually means shares in a company. Debt finance usually means
loans to a company from a financial institution.

5.3 The nature of shares

Shares are personal property and things in action. This means that they contain
rights that can potentially be enforced by a court. The extent of the rights attached
to each share will depend on the articles of association. A company can have differ-
ent classes of shares with different rights.

5.4 Ordinary shares

Most shares issued by companies are ordinary shares and it is very common for
companies to only have ordinary shares. Ordinary shares usually carry voting rights

DOI: 10.4324/9781003289760-7


https://doi.org/10.4324/9781003289760-7

n Private limited companies

and entitle the shareholder to participate in excess assets, if there are any, in a
winding-up. It is not uncommon for companies to have more than one class of ordi-
nary shares with differing rights attached (often referred to as A shares, B shares
and so on).

5.5 Preference shares

Preference shares are shares that simply enjoy some preference over ordinary shares,
often entitling the holder to higher dividends or a preferential right to participate in a
winding-up ahead of ordinary shareholders. Preferential shares do not normally have
voting rights.

The purpose of a company issuing preference shareholders is to bring in additional
money into the company as, in exchange for preferential treatment, they will be
more expensive to purchase.

5.6 Share dividends

People who have invested in a company can get a return on their investment either
by selling their shares for a profit or by receiving dividend payments.

A company can only make a dividend payment out of accumulated, realised profit.

Under the model articles, an ordinary resolution of shareholders is required to declare
a dividend.

Share dividends are treated differently to other forms of income for tax purposes.
This can mean that it is advantageous for a director of a company who holds shares
to receive dividends instead of a salary. For example, in the 2022/2023 tax year, share-
holders have a dividend allowance of £2,000 meaning that they can be paid £2,000
in dividends without paying tax, irrespective of what band of income tax they are in.
The taxation of dividend income is examined in Chapter 14.

5.7 Allotting and issuing shares

The expressions “allotting” and “issuing” are often used interchangeably although
they have subtly different meanings. When shares are allotted, the person to whom
the shares are allotted has the right to be included in the register of members. Shares
are issued at the point when the person to whom the shares have been allotted is
placed on the register of members.

The rules on the allotment of shares depend upon the type of company and also the
number of classes of share that a company has.
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5.8 Allotting shares in private companies
with only one class of share

Providing there is nothing in the articles forbidding it, the board of directors of a
private company with only one class of shares has the power to allot shares of the
same class.

As most companies in the UK are private companies with only one class of share, it
follows that most boards will have this power. The power can be excluded by the
articles, but it is not excluded by the model articles.

5.9 Allotting shares in private companies
with more than one class of share

Directors in companies with more than one class of share can allot shares providing
they either have the authority from the articles of association or they are authorised
by a company resolution. This can be authorised by an ordinary resolution.

5.10 Pre-emption rights

The Companies Act 2006 gives existing shareholders rights of pre-emption. This
means that if new shares are issued, existing shareholders must be offered a portion
of the new shares proportionate to their existing shareholding. Pre-emption rights
are important because they can enable a shareholder to maintain the same level of
control of the company.

Pre-emption rights can be excluded by the articles in private limited companies
although the model articles do not do this. Pre-emption rights can also be disap-
plied in a private limited company. Both exclusion and disapplication of pre-emption
rights require a special resolution of shareholders.

5.11 Transferring shares

In a private limited company shares are freely transferable subject to any restrictions
in the articles. It is very common for directors to have the discretion to refuse to regis-
ter a share transfer. The model articles contain a provision giving directors the power
to refuse to register share transfers.

5.12 Share buybacks

Although there are restrictions on companies buying their own shares, this is permit-
ted in some circumstances and can be very useful as it can mean that the company
is able to buy the shares of a shareholder who is no longer happy in the company. A
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buyback can be very useful for all concerned because it is often very difficult for a
shareholder to transfer shares in a private limited company where there is no readily
available market for the shares. A share buyback is only possible if the articles do not
prohibit it.

If the shares are bought out of a company’s distributable profits, the shareholders
may approve the buyback by ordinary resolution.

If the shares (or some of the shares) are bought out of a company’s capital, the pro-
cess is much more complex. There are various filing and publicity requirements, and
the directors must make a solvency statement with an auditor’s report annexed to
it. In addition to the ordinary resolution to authorise the buyback, the sharehold-
ers must approve the use of capital by special resolution. The company must place
a notice in the London Gazette and either place a notice in a national newspaper
or notify every creditor in writing about the special resolution. Creditors are able to
apply to court to object to the buyback within five weeks.

5.13 Types of debt capital

Debt capital can be divided into two categories. First, and most significant for the SOE
and this book, companies often borrow money in the form of loans; this could be through
bank loans, overdrafts, and even large-scale syndicated loans. Often, to persuade a
lender to lend the required sums, a company may grant the lender a security, a fixed
or floating charge, or a director or shareholder may need to offer a personal guarantee.

It is also possible for companies to access the capital markets through the issuing of
debt securities — often in the form of bonds. The issuing of bond securities is a much
more sophisticated method of raising debt capital and a detailed understanding is
beyond the scope of the SQE syllabus.

5.14 Fixed and floating charges

The benefitto a lender having a charge over a borrower’s property is that in the event
of an insolvency the lender will have some protection as they will be paid before
many of the other creditors.

Fixed charges can be granted over particular items of property, often buildings or
machinery.

Floating charges can be granted over the whole undertaking, and these can be very
useful for a company as the existence of a floating charge does not prevent the com-
pany trading with the assets in the normal course of business. Floating charges rank
behind fixed charges in a distribution (when a company is wound up), so a lender will
usually prefer a fixed charge if they can have one.
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Fixed and floating charges need to be registered at Companies House and fixed
charges on land also need to be registered with the Land Registry.

5.15 Personal guarantees

An alternative way of providing security to a lender is for a shareholder or director to
offer a personal guarantee. This is often a requirement of a lender if a company has a
short trading history and no assets that a charge can be granted over. Although per-
sonal guarantees are useful in setting up companies, they do negate the advantages
that are offered by limited liability as the lender will be able to sue the shareholder
director if the company fails to repay the loan.

5.16 Commercial awareness talking points

Corporate finance is a very complex topic, and a day-one solicitor is not expected to
have a comprehensive knowledge of all aspects. The key takeaway point, however, is
to understand the fundamental differences between equity and debt finance. Some
of these are summarised in the table below.

Equity Debt
Meaning Shares Loans
Return on Dividends Repayment and interest
investment
Regularity of | Irregular —dividend Regular payments — usually monthly
Returns payments can only be made
from profits
Tax Not tax deductible Interest payments are potentially
treatment tax deductible as a business
expense

Control over | Ordinary shares come with | Aloan is an arm'’s length contractual
the company | certain rights thatinclude | arrangement which usually means
the right to vote and take that the lender will have no control

part in major company over the running of the company
decision-making provided the loan payments are
made

Availability | To encourage shareholders | With newly formed companies it

to invest large amounts of | can often be difficult to raise money
money in a newly formed in loans as the company will have no
company may be tricky as | credit history

the company has notrack | pirectors of newly formed

record companies often have to offer
personal guarantees to the lender
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Investors could be For more established companies
incentivised by issuing them | with assets this can be a lot easier
with preference shares — because the company will be able to
these typically will have grant a fixed or floating charge to

rights to a higher dividend | the lender. This should mean that it
is also cheaper to borrow the money
as the interest rate offered may be
lower

Chapter 5 revision points

Companies require finance to develop business projects.

The two types of finance are equity (shares) and debt (loans).

Issuing shares in a company may affect controlling interests in the company.
Shares can be issued with different rights relating to voting or payment of
dividends.

Shareholders have rights in the company that are set out in the articles of
association.

® Companies can grant floating and fixed charges that provide security for
lenders and may mean that the company gets a more favourable loan deal or
is able to borrow more.
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6.1 Chapter overview

Shareholders are not responsible for the day-to-day running of the company. This
means that most decisions in a company are taken by directors under their powers
of general management in the articles of association.

Directors are often shareholders too. Sometimes in very small companies it can be
confusing for a businessperson to know in what capacity they are acting.

Broadly speaking, the board of directors will make most decisions, but certain impor-
tant decisions will be reserved for shareholders.

Some decisions must be made by shareholders because of the Companies Act 2006,
others because they are stipulated in the company’s articles.

6.2 Ordinary resolutions

If an ordinary resolution of the shareholders is required, this means a bare majority
of the votes cast at a general meeting or 50% +1 of the votes. Note, most resolutions
can also be passed by written resolution.

Where a private limited company has adopted the model articles, these procedures
require an ordinary resolution:

® Toremove a director.

To authorise a substantial property transaction.
To authorise a loan to a director.

To authorise a payment for loss of office.

To authorise a share buyback.

To remove an auditor.

To ratify a director’s breach of duty.
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6.3 Special resolutions

If a special resolution is required, this means a 75% majority, that is, three-quarters
of the votes cast at a general meeting. Note that most resolutions can also be passed
by written resolution.

Where a private limited company has adopted the model articles, the following
require special resolutions:

® To change the name of the company.
@ To amend the articles of association.
@ Todisapply pre-emption rights.

@ To approve a payment out of capital.

6.4 General meetings

Formal meetings of shareholders are called general meetings. There is no longer a
statutory requirement for private companies to have an annual general meeting
(AGM). There may however be a provision of the articles that stipulates one, and a
general meeting can be necessary in some circumstances (for example, the removal
of a director or removal of an auditor.) There is no requirement for an AGM in the
model articles.

e Calling

General meetings are called by the board. The board may also be required to
call general meetings by shareholders holding at least 5% of the issued voting
shares.

® Notice

Unless a longer period is stipulated in the articles, the notice period for
a general meeting of a private company is a minimum of 14 clear days. This
means that the day of notice and the day of the meeting are not included in
the calculation. Hence, if notice is given on the second day of the month, the
earliest that the meeting can take place is the seventeenth.

A general meeting may be called on short notice with the consent of a
majority of the company’s shareholders providing they also hold 90% or more
of the voting shares.

Some resolutions require special notice of 28 days, such as the removal of a
director or an auditor.

Where a board of directors has been instructed to call a general meeting
by the shareholders, the meeting must be called within 21 days of them being
instructed for a date in no more than 28 days’ time.

® Quorum

Where there is only one shareholder in the company, the quorum require-
ment is one. In all other circumstances, unless stipulated differently in the arti-
cles, the quorum requirement for a general meeting is two.
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® Voting

Under the model articles, unless a poll vote is requested, voting is on a show
of hands and each shareholder has one vote.

In a poll vote, votes are counted according to the number of voting shares
held. Under the model articles, poll votes may be demanded by the following:
The chairman of the meeting.

The directors.

Two or more persons having the right to vote on the resolution.

A person or persons representing not less than one-tenth of the total voting
rights of all the shareholders having the right to vote on the resolution.

6.5 Written resolutions

One of the important developments in the modern company has been the use of
written resolutions in private limited companies. (Written resolutions are not per-
mitted in public companies.) Although these have been used for many years, their
use is now detailed in statute.

Written resolutions can be proposed by the board and by shareholders who control
5% of the voting shares.

In all but two instances, companies can use the written resolution procedure. This
can be very useful and more efficient as it negates the need for a general meeting.
The two instances where it is not possible are where an ordinary resolution is put
forward to remove a director or an auditor (in both circumstances there is a right to
protest removal that can only be exercised at a general meeting).

The written resolutions are circulated and are open for response for 28 days; how-
ever, the resolution is passed once the required majority (50% +1 vote or 75%) of
shareholders entitled to vote is reached.

6.6 Minutes

Minutes must be taken of all general meetings and stored for ten years. A record
must also be made of any written ordinary or special resolutions.

6.7 Commercial awareness talking point

The role of the shareholder is not the day-to-day management of the company.
Nevertheless, the biggest decisions are usually left to the shareholders, either
because the Companies Act 2006 makes this so, or because the company is organised
that way. The principle of majority rule runs throughout company law and most deci-
sions require an ordinary resolution. It is probably worth memorising those decisions
that require a special resolution.
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Most of the time, numbers of votes will equate to the number of shares that a share-
holder holds. Sometimes, however, shareholders may hold shares that do not have
voting rights. Conversely, there can be instances where a shareholder may have
weighted voting rights. All such rights will be stipulated in the articles of association
which mean that the careful study of this document is vital when advising a com-
pany law client.

Chapter 6 revision points

® Certain important decisions are reserved for the shareholders.

® These decisions are taken as resolutions, either ordinary or special.

® Ordinary resolutions require a bare majority of votes.

@ Special resolutions require 75% of votes.

® Resolutions can be made in general meetings.

® Allresolutions can be passed using the written procedure with the exception
of resolutions to remove a director or an auditor.

@ There are various rules relating to calling a meeting, notice periods, voting,

and quorum.
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7.1 Chapter overview

The board of directors are the primary decision-making body in the company. They
will make nearly all the decisions of the company. This can happen in a regular board
meeting or by resolutions outside of meetings.

7.2 Board resolutions

Under the model articles, resolutions at a board meeting are passed on a majority.
Board resolutions do not have to be made at a board meeting, provided the board are
in unanimous agreement.

7.3 Board meetings

e Calling
Any director may call a board meeting. Unless it is stated otherwise in the
articles, directors must be given reasonable notice of the meeting. The mean-
ing of “reasonable” will relate to the surrounding circumstances. It may be rea-
sonable to call a meeting at short notice in a crisis.
® Quorum
The rules for the quorum are set out in the articles. In the model articles the
quorum is set at two. Note that there are further clauses in the model articles
which mean that a private company with just one director can operate also.
The model articles state that a director with an interest in a transaction cannot
vote or be counted in the quorum on that issue. If necessary, this clause can be
disapplied by ordinary resolution of shareholders.
® Chair
Under the model articles, the board may appoint one of the directors as
chair. If present, the nominated person will also chair general meetings.
® Voting
Under the model articles, board resolutions in meetings are passed by a
majority. In the event of a tie, the chair of the board has a casting vote.
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In certain circumstances, a director may be precluded from voting or being
counted in the quorum on a particular issue because of a conflict of interest
(discussed in more detail in Chapter 8.)

® Minutes

Minutes of meetings must be taken and stored for ten years after the meet-
ing. The model articles also require records of resolutions taken outside board
meetings to be stored for ten years.

7.4 Commercial awareness talking point

Much of the law relating to the process of directors’ decision-making reflects com-
mercial reality. There has been a conscious effort of the legislature to ensure that
the decision-making process is as streamlined as possible. Certainly, the ability of
boards to meet virtually has been a great benefit during the Covid-19 pandemic. The
fact that the law also takes a realistic view for resolutions where there is unanimous
agreement is also laudable. Businesses do need to be aware of the requirements of
record-keeping and minute-taking, particularly as memories of corporate events
often differ when businesspeople fall out with each other later.

Chapter 7 revision points

® Most decisions of the company are made by directors.

@ If resolutions are unanimous, they can be made outside of a board meeting.
® There are various rules relating to calling, voting, notice, and quorum.

® Minutes must be taken of board meetings and retained for ten years.
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8.1 Chapter overview

In a similar way to trustees and their beneficiaries, directors owe certain duties to
their companies. The following duties are codified as general duties in the Companies
Act 2006:

® Duty to act within powers.

Duty to promote the success of the company.

Duty to exercise independent judgment.

Duty to exercise reasonable care, skill, and diligence.

Duty to avoid conflicts of interest.

Duty not to accept benefits from third parties.

Duty to declare interest in proposed transaction or arrangement.
® Duty to declare interest in existing transaction or arrangement.

Each duty is considered in turn and consideration is given to how these duties can
be enforced.

8.2 To whom are the duties owed?

The duties are owed to the company itself as a separate legal personality and not to
individual shareholders. This has major implications for enforcement as the company
itself is the person who can most easily bring an action for breach of duty (at least
in times of solvency). Chapter 10 discusses the exceptional situations where a share-
holder can bring an action for breach.

8.3 Duty to act within powers
This is two duties in one:

® The duty to act in accordance with the constitution.
® The duty to only exercise powers for the purposes for which they are conferred.

The duty to act in accordance with the constitution means that directors must fol-
low the rules laid out in the articles of association.
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Itis common for bespoke articles to contain a clause that directors need authorisation
from either the board or shareholders before entering a contract for over a setamount.
Note that if a director were in breach, the contract would probably still be enforceable
by the third party, but the director could be sued for breach by the company.

The duty to only exercise powers for the purposes for which they are conferred is
sometimes referred to as the proper purpose doctrine. A breach may occur if a direc-
tor exercises a power for a substantially different purpose than the proper purpose
for which the power was given.

Much of the case law in this area relates to directors issuing shares for the purpose
of manipulating voting rights within a company. The main purpose of issuing shares
in a company is to raise capital — manipulating voting rights could be a substantially
different purpose.

Liability for breach does not depend on bad faith or dishonesty. The director can still
be in breach if he or she is seeking to promote the success of the company.

8.4 Duty to promote the success of the company

The duty to promote the success of the company (5.172 Companies Act 2006) is a
central duty of directors and reference is made to this duty in several areas of the
Companies Act, notably in the derivative action which will be discussed in Chapter 10.
Although in the SQE sections of statutes will not feature a great deal, it is possible
that S.172 Companies Act 2006 could be expressly stated in an SQE1 question as the
duty features in various areas of Business Law and Practice.

What a director must do under this duty is act honestly and in good faith to promote
the success of the company for the benefit of the shareholders as a whole. This is
very much a subjective test — it is what the individual director honestly believes pro-
motes the success of the company.

Under S.172, directors are also required to have regard to other matters, including
those in the list below:

(@) the likely consequences of any decision in the long term,

(b) theinterests of the company’s employees,

(c) the need to foster the company’s business relationships with suppliers,
customers and others,

(d) the impact of the company’s operations on the community and the
environment,

(e) the desirability of the company maintaining a reputation for high stand-
ards of business conduct, and

(f) the need to act fairly as between members of the company.



Directors’ duties “

8.5 Duty to exercise independent judgement

Directors have a duty to exercise their own independent judgement when they are
making decisions.

There is no breach if the company has previously entered into a valid agreement to
restrict future discretion or if the director is acting according to a provision in the articles.

The text of 5.173 is set out below:

(1) Adirector of a company must exercise independent judgment.
(2) This duty is not infringed by his acting —
(@) in accordance with an agreement duly entered into by the company
that restricts the future exercise of discretion by its directors, or
(b) inaway authorised by the company's constitution.

One circumstance where this duty is likely to be engaged is when a director has been
nominated by a shareholder. The director must continue to exercise his own inde-
pendent judgement as he owes his duties to the company, not the shareholder.

8.6 Duty to exercise reasonable
care, skill, and diligence

This duty differs relates to matters of competence as opposed to honesty and loy-
alty. The duty has many similarities to duties of care owed in common law negli-
gence and duties of care and skill owed by trustees to their beneficiaries. The duty
has evolved over time, reflecting the professional development and modern expec
tations of directors.

The test for the standard of care expected under s.174 Companies Act 2006 has
objective and subjective characteristics as identified in the diagram below.

S.174 Objective | Subjective

A director of a company must exercise reasonable care, Yes Yes
skill, and diligence.

This means the care, skill, and diligence that would be Yes No
exercised by a reasonably diligent person with —

the general knowledge, skill, and experience that may Yes Yes
reasonably be expected of a person carrying out the
functions carried out by the director in relation to the
company, and

the general knowledge, skill, and experience that the No Yes
director has.
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One way of thinking about this is to consider that there is an expectation on all
directors that they will have a basic standard of competence (“a reasonably diligent
person”) but this can rise depending on the particular role played in the company
by that director (“the general knowledge, skill and experience that may reasonably
be expected of a person”) and also any particular skills and experience that the
director actually has (“the general knowledge, skill and experience that the direc-
tor has.”)

For example, if a director had a particular responsibility for one aspect within
the company, for example financial management, and he was also professionally
qualified as an accountant, it is likely that he would be held to a higher standard
of care.

The same test is also applied for wrongful trading in the context of insolvency —this
is also within the SQE curriculum and is discussed in Chapter 17.

8.7 Duty to avoid conflicts

Directors have a duty to avoid situations where their own interests conflict with
their duties. This is a particularly onerous duty that can appear very harsh in its appli-
cation. Note that it does not depend in any way on dishonesty, and it can still apply
even if the director is acting in the best interests of the company.

The duty often arises in situations where a director takes up a personal opportunity
that comes his way during his directorship. Unless there is no reasonable possibility
of conflict, the director cannot take up the opportunity without authorisation from
the board. The board can only authorise the conflict if it is not prohibited from doing
so by the articles. Authorisation can only be made if the conflicted director does not
vote and is not counted in the quorum.

If the director makes money out of a corporate opportunity, he will be liable to
account for any profits he has made — even if the company has made no loss.

The director can be liable even if the company was unable to take up the opportunity
or has previously refused it.

The courts have traditionally applied this duty very strictly and this may appear harsh.
Itis important to note that full disclosure of potential conflicts and authorisation can
completely absolve the director of any blame.

8.8 Duty not to accept benefits from third parties

This is essentially a prohibition against taking bribes. This is in addition to the Bribery
Act 2010 criminal offences that are beyond the scope of SQE.
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8.9 Duty to disclose interests in proposed
transactions or arrangements

This is very similar to the duty to avoid conflicts considered above. The duty relates to
actual or potential conflicts of interest relating to proposed transactions or arrange-
ments with the company.

Subject to the exceptions below, the director must disclose the nature and extent of
the interest before the company enters the transaction or arrangement:

@ [fthedirector is not aware of the interest, or of the transaction or arrangement
in question. Note that the section adds: “For this purpose a director is treated
as being aware of matters of which he ought reasonably to be aware.”

@ If the interest cannot be reasonably regarded as a conflict.

@ |If the other directors are already aware, or it would be unreasonable for them
not to be aware.

e Ifthe interest concerns the director’s service contract.

The way notice must be given under this section seems to be quite flexible; it does
not have to be at a board meeting.

It is worth noting that even if a director makes a disclosure as required under this sec
tion, underthe model articles (MA14 (1)), they will not be able to vote on the transaction
or arrangement unless MA14(1) is disapplied with an ordinary resolution (MA14(3)).

8.10 Duty to disclose interest in existing
transaction or arrangement

This is very similar to the previous duty but comes into effect once the transaction or
arrangement has been entered into by the company. This could happen if the direc
tor is new to the board, for example. The same exceptions apply:

@ If the director is not aware of the interest or the transaction or arrangement.
As with the previous duty, the section adds the following: “For this purpose, a
director is treated as being aware of matters of which he ought reasonably to
be aware.”?

@ If the interest cannot be reasonably regarded as a conflict.

@ |If the other directors are already aware, or it would be unreasonable for them
not to be aware.

e Ifthe interest concerns a director’s service contract.

Notice under this section must be given at a board meeting.

1 S.177(5) Companies Act 2006.
2 S.182(5) Companies Act 2006.
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8.11 Ratification of breach of duty

There are provisions in the Companies Act 2006 which enable a company to ratify
(meaning sanction) the breach of duty and effectively adopt whatever the relevant
action was.

Ratification requires an ordinary resolution of the shareholders, not including the
director in question or any connected persons.

A successful ratification can be very useful to the director as it makes it much harder
for a disgruntled shareholder to bring an action.

Some breaches of duty are not capable of ratification and the case law indicates that
such cases will often relate to dishonest or oppressive behaviour.

8.12 Court relief for breach of duty

In limited circumstances, if a court finds that a director has acted honestly and rea-
sonably, it may grant relief to a director even if they are in breach of duty under
S.1157 Companies Act 2006. Rather counterintuitively this can mean that a director
could be in breach of the duty to exercise reasonable care, skill, and diligence but may
still be found to have acted reasonably within the meaning of S.1157.

8.13 Commercial awareness talking points

The imposition of directors’ duties is an inevitable consequence of the powerful posi-
tion directors are in with the company. Directors, after all, exercise all of the powers
of the company through the General Management clause in the articles; therefore
duties are imposed by law to control the exercise of this discretion.

Itis worth noting, however, that although in some cases the duties can appear harsh,
particularly in the case of the conflict duties, provisions are in place to enable direc
tors to avoid sanction providing they are open and honest about their other commit-
ments that may conflict with their duties to the company. This point is important in
a wider commercial context because it enables directors to continue to create and
take up wider entrepreneurial activities that may well benefit the wider economy as
well as themselves.

Although the duty of care, skill, and diligence is much more significant in modern
times, the duty is very much designed not to stop directors being entrepreneurial,
but it is focused on due diligence. This should mean that directors can be adventur-
ous providing they have adopted an appropriate decision-making process.

When it was first introduced, the duty to promote the success of the company
prompted much speculation that it would encourage litigation because it appears
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to widen the scope of what the director must consider. This has not proven to be the
case, but it has become common for companies to have standing items in meeting
agendum relating to the duty either explicitly or implicitly.

Chapter 8 revision notes

Directors owe a range of duties to the company.

These duties are like those owed by trustees to their beneficiaries.

There are a range of fiduciary duties and a duty of care, skill, and diligence.
The fiduciary obligations relating to conflicts are absolute, and directors need
to take great care to disclose interests that may potentially conflict.

Directors may need to seek authorisation from the board if they are to take up
opportunities that may conflict with their duties.

® Some breaches of duty are capable of ratification by the shareholders.
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9.1 Chapter overview

In addition to the various conflicts duties and duties to declare interests, the
Companies Act 2006 also contains further provisions to protect the company by
requiring shareholder approval for certain transactions with directors. These are
substantial property transactions, loans to directors, directors’ service contracts, and
payments for loss of office.

9.2 Substantial property transactions

Substantial property transactions occur when the company buys or sells a non-cash
asset of substantial value from or to a director or a connected person.

Substantial property transactions need shareholder approval by ordinary resolution.

9.2.1 Non-cash assets of substantial value
A non-cash asset is defined in the Companies Act 2006 as: “Any property or interest
in property other than cash.” Substantial value means either:

® Property valued at over £100,000 or;
® Property valued at over £5000 that is also valued at over 10% of the company’s
net asset value.

9.2.2 Connected persons
Connected persons include the director’s family. “Family” in this context is defined
as:

(@) the director’s spouse or civil partner

(b) any other person (whether of a different sex or the same sex) with whom
the director lives as partner in an enduring family relationship

(c) thedirector’s children or step-children

1 S.1163 Companies Act 2006.
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(d) anychildren or step-children of a person within paragraph (b) (and who are
not children or step-children of the director) who live with the director and
have not attained the age of 18

(e) thedirector's parents.?

Other companies can also be connected persons where a director or connected per-
son holds at least 20% of the shares or controls at least 20% of the votes at a general
meeting.

9.2.3 Effects of breach

Without approval, a substantial property transaction is voidable. Directors of the
company and connected persons can be ordered to account to the company and
indemnify the company against losses.

9.3 Long-term service contracts

Directors’ service contracts with a guaranteed term longer than two years must be
approved by the shareholders with an ordinary resolution.

A guaranteed term means the term during which the contract cannot be terminated
by the company or can only be terminated in particular circumstances.

Where the contract is terminable on notice by the company, the guaranteed term is
the notice period.

Approval is also required where the director is the director of a holding company
within the group consisting of that company and its subsidiaries.

A memorandum setting out details of the service contract must be made available
to the shareholders in the following ways:

@ If awritten resolution, it must be sent or submitted to shareholders at or before
the time at which the proposed resolution is sent or submitted.

@ Forresolutions at a meeting, it must be made available for inspection by mem-
bers of the company at the registered office 15 days prior to the meeting and
at the meeting itself.

9.3.1 Civil consequences of breach

If a service contract is agreed without shareholder approval in contravention of the
above rules, the contract will be void to the extent that it contravenes the rules. The
relevant director’s contract will be terminable on reasonable notice.

2 S.253 Companies Act 2006.
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9.4 Loans to directors

There can be a number of reasons why it will be useful for a director to take a loan from
the company; this is often advantageous from a tax perspective. In most instances,
the loan will need to be approved by the shareholders with an ordinary resolution.

Prior to passing the ordinary resolution a memorandum setting out the follow-
ing needs to be made available to the shareholders. The memorandum must
specify:

@ The nature of the transaction.
® The amount of the loan and its purpose together.
® The extent of the company’s liability under any associated transaction.

In the case of a general meeting, the memorandum must be available for inspection
15 days prior to the meeting and at the meeting itself. In the case of a written resolu-
tion, it must be circulated at the same time as the resolution.

The following exceptions apply:

® loansthatdo not exceed £10,000 when combined with any related transaction
do not need to be approved by the shareholders.

® Approval is not required for loans up to £50,000 to provide a director of the com-
pany or of its holding company, or a person connected with any such director,
with funds to meet expenditure incurred for the purposes of the company, or for
the purpose of enabling the director to properly perform duties to the company.?

9.5 Payments for loss of office

Payments for loss of office need to be approved by ordinary resolution if they are over
£200 and they are not payments that the company is already legally obliged to make.

If a company buys a director’s shares for a higher value than would have been paid in
ordinary circumstances, the additional sum paid would be considered as a payment
for loss of office.

Prior to the passing of the resolution approving the payment, a memorandum must
be made available setting out particulars of the proposed payment including its
amount.

In the case of a general meeting, the memorandum must be available for inspection

15 days prior to the meeting and at the meeting itself. In the case of a written resolu-
tion, it must be circulated at the same time as the resolution.

3 S.204 Companies Act 2006.
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9.6 Commercial awareness talking point

The point of all of these provisions is to bring added protection for shareholders
against potential abuse by directors. The picture here is really about accountability
and openness rather than bringing in regulation to stymie creativity. There can be
very good reasons for long-term directors’ contracts, substantial property transac
tions, loans to directors, and payments for loss of office —all the law is doing is mak-
ing sure that these key areas are explicitly brought to the attention of shareholders.

Chapter 9 revision points

® Shareholder approval by ordinary resolution is required for:

® Substantial property transactions and long-term directors’ contracts.

® Shareholder approval by ordinary resolution is often needed for:

® Payments to directors for loss of office and loans to directors.

® These provisions are in addition to any of the requirements that directors
have to disclose interests to the board.
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10.1 Chapter overview

Companies operate on the basis that they are controlled by the majority. Usually, the
more shares someone has, the more control they have in the company. Because of
the potential for abuse, some remedies are available to minority shareholders. The
two main remedies are the unfair prejudice petition and the derivative action. There
is also a further remedy called the just and equitable winding-up, a drastic remedy
that results in the death of the company.

Because litigation within companies is frequently ruinously expensive and economi-
cally deleterious, solicitors often play an important role in suggesting contractual
mechanisms that anticipate problems later on in the company’s life. This chapter
also includes contractual, self-help remedies that can be included in shareholder
agreements and the articles of association that can sometimes obviate the need for
expensive litigation.

10.2 Unfair prejudice

A shareholder can bring an unfair prejudice petition “if the affairs of the company
have been conducted in a manner unfairly prejudicial to the interests of members or
a group of shareholders of which the shareholder is a part.”*

The phrases “affairs of the company” and “interests of members” are interpreted
broadly by the courts. Anything that involves a resolution of the company at board
or general meeting could be affairs of the company. Interests of members is not
restricted to rights in shares; this could include a member’s interest in management
or even as a creditor of the company.

1 5.994(1)(a) Companies Act 2006.
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The case law indicates that this will be objectively assessed, and unfair prejudice will
normally only arise in the following two instances:

® A breach of the terms under which it was agreed the company would be run.
® Some use of the rules in a manner which equity would regard as contrary to
good faith.?

10.3 Unfair prejudice and quasi partnerships

The case law indicates that unfair prejudice petitions are more likely to be successful
in quasi partnership companies. These are companies that usually have one or more
of the following characteristics:

® Associations formed based on mutual confidence.
® Agreements that members would be involved in the running of the company.
® Restrictions on the transfer of shares.?

10.4 Examples of unfair prejudicial behaviour

The statutory provisions do not set out the detailed circumstances in which unfair
prejudicial conduct can apply. From looking at the case law the following examples
can be seen; please note, this is far from comprehensive:

® Exclusion from management.

Non-payment of dividends.

Breach of duty.

Alteration of the constitution.

Refusal to permit a share transfer.

Behaviour in breach of a shareholder’s agreement.

10.5 Effect of a reasonable offer
to buy out shareholder

If a petitioner has been made a reasonable offer by the company, or other sharehold-
ers to buy the petitioner’s shares, this may well lead to the petition failing. This is
largely because in the event of a successful petition, the most common remedy will
be for the court to order a buy-out of the petitioner’s shares. One of the main reasons
why the unfair prejudice remedy is needed is because it is often very difficult for
shareholders in private limited companies to sell their shares.

10.6 Remedies for unfair prejudice

Although the most common remedy is a buy-out, the court has a very broad discre-
tion to make whatever order it sees fit; this means that the courts can be very flexible.

2 The law in this area is dominated by the judgment of Lord Hoffman in O'Neill v Phillips [1999] UKHL 24.
3 Ebrahimiv Westbourne Galleries [1970] AC 360.
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10.7 Derivative action

Derivative actions are so-called because the right to sue is derived from the com-
pany’s right to sue. Members can sue and so can people who are not yet members
but to whom shares have been transferred or transmitted by operation of law. (For
example, through bankruptcy or death of a member.)

A claim may be brought for an actual or proposed act or omission involving
negligence, default, breach of duty, or breach of trust by a director of the company.

10.8 Permission to continue claim

There are hurdles that a claimant must overcome before the court will consider the
substance of the claim. These are in place to prevent spurious claims from vexatious
litigants. There are two stages.

® First is an application where the claimant must file evidence to establish a
prima facie case. If there is no prima facie case the court must dismiss.

® Second, the court assesses whether the claim should proceed based on both
mandatory and discretionary factors.

10.9 Mandatory factors

The court must dismiss the claim if:

The courtis satisfied thata person acting in accordance with S.172 Companies Act
2006, the duty to promote the success of the company (discussed in Chapter 8),
would not continue it.

Where the act complained of was authorised or ratified by the company.

10.10 Discretionary factors

Under S.263 (3) Companies Act 2006, the court must consider the following
non-exhaustive list of factors when deciding whether to allow the claim to
continue:

Whether the person was acting in good faith in bringing the claim.

The importance that someone acting in accordance with $.172 Companies Act
2006 would attach to continuing.

Potential for ratification or authorisation.

Whether the company had decided not to pursue the claim.

Whether the member could bring an action in a different way.
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10.11 Just and equitable winding up

Before the unfair prejudice petition came into widespread use, often the only way
for a wronged shareholder to get redress from a company was the just and equita-
ble winding-up procedure that can be used largely under similar principles to those
under which an unfair prejudice petition can be brought. As the name suggests, this
remedy is a bit of a blunt instrument and will result in the demise of the company. It
is possible to bring an action for just and equitable winding up at the same time as
an unfair prejudice petition.

10.12 Contractual self-help remedies

Thinking ahead is the key thing here. By placing clauses in articles of association and
shareholders’ agreements focused on what might happen in the event of business
partners falling out or simply wishing to retire earlier than envisaged, directors and
shareholders can in many cases obviate the need for expensive and protracted litiga-
tion further down the line. There are a wide number of contractual options including:

@ Service contracts.

® Weighted voting clauses in the articles of association.

® Buy-out clauses including mechanisms for valuing shares.

® Pre-emption rights.

® Clauses permitting transfer of shares/not permitting transfer of shares.
@ Voting rights or requirements.

10.13 Commercial awareness talking point

The most important point to make about litigation within the company is that it is
very expensive, often ruinously so for a company. It is nearly always better to secure
agreements outside court and to avoid derivative actions and unfair prejudice peti-
tions entirely.

Itis good advice to give any client setting up a company that problems often arise and
good relations between shareholders cannot be guaranteed long term. Shareholders
should consider very carefully what provisions they could include in a shareholders’
agreement or the articles of association that may protect their positions.

Chapter 10 revision points

® Minority shareholders are potentially vulnerable in private limited companies
if they are not happy with how the company is being run.

® Due to the structure of company law and the underlying principle of majority
rule, it is often very difficult and costly to bring an action against the board for
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mismanagement or other breaches of directors’ duties. These problems are
exacerbated in private limited companies where there is no available market
for shares and often restrictions on share transfers.

The unfair prejudice petition is an action that can be brought by members
of a private limited company if their interests have been unfairly prejudiced.
Although the legislation is drafted broadly, the courts usually only find there
has been unfair prejudice if there has been a breach of a shareholder’s con-
tractual rights or the strict imposition of a corporate rule which ignored a
mutual understanding of how the company was to be run.

The main remedy under an unfair prejudice petition is an order that the com-
pany or the majority buy the shares of the prejudiced member — unfair preju-
dice is really an exit strategy from the company. Unfair prejudice petitions
are only usually successful in smaller private limited companies where it is
difficult to transfer shares.

The derivative action enables shareholders to bring an action on behalf of the
company against a director or directors, usually for breach of duty.

There is a staged process where the permission to continue the claim must be
sought after a prima facie case has been established.

The principle of majority rule is still strong in this area and derivative actions
will not succeed if the act complained of has been ratified by an independent
majority of shareholders.
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11.1 Chapter overview

The phrase “ordinary” or “general” partnerships refers to partnerships that are gov-
erned by the Partnership Act 1890 and the case law relating to partnerships. Ordinary
partnerships are not registered at Companies House and do not have a separate
legal personality. This chapter looks at key aspects of partnership law and practice.
Ordinary partnerships are very common business forms in the UK, and they are likely
to feature strongly in the Business Law and Practice element of SQE1 & SQE2.

Partners have considerable flexibility over how their partnerships operate, and they
can tailor their partnership agreements to suit themselves. In many respects, the
Partnership Act 1890 largely consists of a set of default rules that will apply unless
the partners have agreed otherwise.

11.2 Formation of a partnership

Partnership is defined under the Partnership Act 1890 as “the relation which subsists
between persons carrying on a business in common with a view of profit”*

The components are considered below.

11.2.1 “Relation”

Partnership is based on a contractual relationship and many partnerships will have
formal written agreements. It is common for agreements to be oral also and in some
circumstances the courts can even imply an agreement that the partners are not
aware that they have made. Where the partners have not agreed their own terms,
they are bound by the default rules of the Partnership Act 1890.

11.2.2 “Between persons”
This now means two or more (there is no upper limit). Note that persons can include
registered Ltd companies and LLP partnerships.

1 S.1 Partnership Act 1890.
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11.2.3 “Business in common”

Under the PA 1890 business includes “every trade, occupation, or profession.”? It is
not a requirement that the business has started trading but the partners must have
done something preparatory to set up the enterprise.

11.2.4 “With a view of profit”

The intention to share profits is a key feature of a partnership and agreement to
share profits is prima facie, although not conclusive, evidence that a partnership
exists. There is no requirement that a profit is made in fact, but there must be the
intention that a profit will be made. It must also be possible to make a profit, so
an agreement between parties to contrive to create a loss may well not satisfy the
requirement.

11.3 Partnership agreements and common terms

Ifthere is no partnership agreementin place, the default provisions of the Partnership
Act 1890 will apply. This can have consequences that partners may not be happy
with. To avoid these consequences, the following terms are regularly in partnership
agreements.

11.3.1 Commencement

Although the start date of the partnership could depend on the facts and when
exactly the conditions of partnership arise, there is great value in partners set-
ting a date for commencement. A stipulated date can demonstrate a contractual
intention to commence on a particular date. The benefit from this is some degree
of certainty for the parties about when their potential liabilities or obligations
commence.

11.3.2. Duration of partnership/dissolution of partnership

A partnership will either be for a specified time, or it will be a partnership at will.
Because a partnership at will can be terminated by one partner giving notice a clause
is often inserted ensuring it is not a partnership at will (for example stating that
the partnership can only be terminated according to another provision of the agree-
ment). A common clause to include would be that the partnership does not auto-
matically terminate if a partner retires or becomes bankrupt.

11.3.3 Partnership capital

The agreement will normally contain a statement of the partners’ initial capital con-
tributions to the firm. Unless there is anything to the contrary in the agreement,
partners cannot be compelled to invest further sums.

2 S.45 Partnership Act 1890.
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11.3.4 Partnership property

A partnership, in England and Wales, does not have a separate legal personality.
This means that the expression “partnership property” is potentially misleading. It is
common for partners to use their personal assets for the benefit of the partnership.
Where this happens, ownership of the asset should be specified in the partnership
agreement as this can lead to disputes later.

11.3.5 Sharing profits and losses

Under the Partnership Act 1890 partners share all profits and losses equally. Unless
the partners have contributed equally to both workload and investment, this will not
be an ideal situation. Commonly a partnership agreement will be adapted to pay a
greater share of income profits to partners who have put more hours in and share
capital profits according to the share of capital each partner has invested.

11.3.6 Roles/responsibilities in the partnership

Under the Partnership Act 1890 all partners are entitled to take part in the manage-
ment of the partnership, but there is no requirement that they do. The concept of
a sleeping partner is well known, and it is common for some partners to have an
investment role but no active role in management. The partnership agreement is
a good way to set out partners’ various responsibilities in the partnership (full-time
commitment if appropriate).

11.3.7 Expulsion/removal of partner

There is no power under the Partnership Act 1890 to remove a partner; therefore part-
nership agreements often contain clauses under which a partner can be removed by
a specified majority (often 75%) in certain circumstances.

11.3.8 Decision-making in the partnership
Under the Partnership Act 1890 decision-making is on a majority basis apart from the
following situations, which need the unanimous consent of the partners:

® The introduction of a new partner.
® Achange in the nature of the partnership business.
® A change to the partnership agreement.

It is open to the partners to require more decisions to be made unanimously, or with
an enhanced majority.

11.4 Liability of partners in an ordinary partnership

The most important difference between ordinary partnerships and companies is
that partners do not have limited liability. Partners are jointly and severally liable for
all the debts of the partnership. Partners can also be liable for tortious acts commit-
ted by a partner.
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11.5 When does a partner cease to be
liable for debts of the partnership?

@ Debts incurred while someone is a partner
A partner can be liable for any debts incurred during the time when they
were a partner. To avoid debts incurred during the partnership period, the
firm’s creditors would need to enter into a novation agreement to trans-
fer the contractual obligations to the new partners. In practice this is very
uncommon. More commonly, the continuing partners can indemnify the
retiring partner.
@ Debts incurred after a partner has retired
To avoid liability for debts after the partner has retired, those dealing with
the firm need to have actual notice of the partner’s retirement.
For those who have not so far dealt with the partnership, notification is
deemed to have happened if an advert is placed in the London Gazette.
Provided notice requirements have been fulfilled, a retiring partner will
avoid liability for future debts providing they are not liable through holding out.

11.6 Liability through holding out

Even if someone is no longer a partner, it is possible that they can be held liable for
partnership debts if they have been “held out” as a partner, either by themselves or
by others (but with the person’s knowledge.)

The holding out can be in writing, oral or by conduct.

11.7 Liability in tort

Partners in a firm can be liable in negligence for torts committed by another partner
in the course of the partnership business or with the authority of the partners.

11.8 Power to bind the firm

A partner can enter contracts that bind the firm if that partner has the authority.
This authority can be actual (express or implied) or apparent.

Express actual authority is when a partner has been expressly given authority to
enter the contract or this kind of contract. Implied actual authority is inferred from
conduct and the course of dealing. If there are no limitations agreed between the
partners on their powers to bind the firm, actual authority will be implied.

Apparent authority is where a person who lacks actual authority may appear to have
authority to a third party. The firm can be bound when a person acts with apparent
authority in the following circumstances:
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@ The person is acting in the usual way business is carried on by the firm.
® The third party does not know that the partner does not have actual authority.
® The third party knows or believes that the person is a partner of the firm.

11.9 Fiduciary duties owed by
partners to each other

Partners owe fiduciary duties to each other. These duties are very similar to those
owed by directors to their companies, discussed elsewhere in Chapter 8.

Partners owe a duty of good faith to each other. Although this is not explicitly stated
in statute, this duty is long recognised in case law and is also implicit in areas of the
Partnership Act 1890.

Partners have a duty to ensure that their own interests and their duties to the other
partners do not conflict and a duty not to make secret profits.

The Partnership Act 1890 sets out the following duties in 5.28-30, all of which derive
from the fiduciary duties above.

@ Duty to render accounts.
® Duty to account for private profits
® Duty not to compete with the partnership

11.10 Duty of care and skill owed by
partners to each other

Partners also owe a duty of care and skill. The exact scope of this duty remains unclear.
The historical case law in this area refers to a duty to act “without culpable negligence™
and this was later refined to mean that a partner should not act “below the standards
of a reasonable businessman in the situation in which he found himself™

The uncertain nature and scope of the duty of care and skill suggests that it may not
feature significantly in SQE1.

11.11 Commercial awareness talking points

The clear message with partnerships is the importance of having a partnership
agreement to avoid some of the default rules of the Partnership Act 1890. The fol-
lowing table sets out some of the default provisions and suggests suitable clauses
that counteract the effect of the Partnership Act 1890.

3 Bury v Allen (1845) 1 Coll 589, 604.
4 Winsor v Schroeder (1979) 129 NLJ 1266.
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Default provision in the Partnership
Act 1890

Potential partnership agreement clause

Partners share equally in the capital
and profits of the business and
contribute equally towards the losses
whether of capital or otherwise
sustained by the firm.

Common clauses will link the
entitlement to capital to the capital
investment of each partner. Share in
income profits can also be linked to work
input in the firm.

Where there is a partnership at will,
any partner may determine the
partnership at any time on giving
notice of his intention so to do to all
the other partners.

Clauses commonly exclude a partner’s
right to terminate the partnership.

Clauses can ensure it is not a partnership
at will; for example, by stating that

the partnership will continue for the
duration of the joint lives of the partners.

Clauses can also stipulate when and how
the partnership can be dissolved.

No power to expel partners from
partnership.

Clauses sometimes give a specified
majority of partners the power

to remove a partner in specified
circumstances. (Breach of partnership
agreement or other duty.)

No partner entitled to remuneration
for acting for the partnership.

A clause can give a partner the right to a
salary.

Majority decision-making in all but
three areas where unanimity is
needed:

Change of partnership business.
Introduction of new partners.
Change of partnership agreement.

A clause could be included to require
enhanced majorities or unanimity in
other key areas.

Every partner may take part in the
management of the partnership, but
there is no requirement that they do.

A clause setting out respective
responsibilities of partners, in particular
time commitment — part-time, full-time,
for example.

Chapter 11 revision points

@ Generalorordinary partnerships are regulated by the Partnership Act 1890 and
the common law rules relating to partnerships.

General partnerships are not registered at Companies House.

Partners are jointly and severally liable for all the debts of the partnership.
Partnerships do not have a separate legal personality.

A written partnership agreement is not required by law, but it is advisable

if partners want to avoid the application of any of the default rules in the

Partnership Act 1890.
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12.1 Chapter overview

This chapter considers limited liability partnerships in a little more depth. LLPs are
organisations that are hybrid in nature, sharing many of the same characteristics
of both private limited companies and ordinary partnerships. The chapter looks at
formation requirement, the role and responsibilities of designated members, before
considering the similarities with other business forms in more detail. The commercial
awareness section focuses on the advantages and disadvantages of the LLP form
compared to other business organisations

12.2 Formation of an LLP

The incorporation of an LLP requires:

® Two or more associated people. The “people” can include an incorporated com-
pany. There is no upper limit for the number of members.

® Aswith ordinary partnerships, the members must be carrying on a lawful busi-
ness with a view to profit.

® The members must subscribe their names to an incorporation document which
must be delivered to the registrar at Companies House.

® Theincorporation document is essentially the form LLINO1 which requires sim-
ilar information to be filed (detailed below.)

® Asolicitor or anyone subscribing to the LL INO1 must sign a statement confirm-
ing compliance with the requirements of registration.

12.3 Content of LLINO1

The following information is required on the LL INO1 form.

® The name of the LLP.

® Location of office (England and Wales, Wales, Scotland, or Northern Ireland).

® Address of registered office.

® Designated members —either all members are designated or at least two mem-
bers must be designated.
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® Members’ names, country of residence, month and year of birth, and whether
they are a designated member.

® Member’s service address.

® Member’s date of birth — this does not get shown on the public record.

® Member’s usual residential address —this page does not get shown on the pub-
lic record.

@ Corporate member appointments.

@ Confirmation that there is or is not someone with significant control over the
LLP

® Name and address of persons with significant control or registrable relevant
legal entities.

12.4 Role of designated members

There must be two designated members. If there are only two members, then they
are automatically the designated members.

Designated members have various responsibilities including maintaining account-
ing records, appointing auditors, and preparing, signing, and filing accounts at
Companies House.

12.5 Comparison with ordinary partnerships

One of the main reasons for the introduction of LLPs was to provide professional
firms such as accountants the opportunity to form business organisations that had
both separate legal personality and also limited liability. (Until fairly recently many
professional firms were prevented from operating as limited companies by their
professional regulatory bodies.) Although many professional firms now have much
greater freedom as to which business form to use (and often adopt the form of a
limited company), the LLP remains a popular business form that has many of the
advantages of both an ordinary partnership and a limited company.

Although the Limited Liability Partnerships Act makes clear that the general law of
partnership does not apply to LLPs, unless stipulated otherwise in the Act, there are
still a great number of similarities. Similarly, there is a significant overlap with com-
pany law as some of the Companies Act 2006 also applies to LLPs.

12.6 Similar default provisions

LLPs have many similarities with ordinary partnerships. If the members do not agree
otherwise the following default provisions will apply from the respective Acts.

@ All members/partners are entitled to share equally in the capital and profits of
the LLP/ordinary partnership.
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The LLP/firm must indemnify each member/partner in respect of payments

made and personal liabilities incurred by him —

a) Inthe ordinary and proper business of the LLP/firm; or

b) Inorabout anything necessarily done for the preservation of the business
or property of the LLP/firm.

Every member/partner may take part in the management of the LLP/partner-

ship business.

No member/partner is entitled to remuneration for acting in the business or

management of the LLP or in the partnership business.

Decisions between members/partners will be made by majority, apart from

the decisions to introduce new members or to change the nature of the part-

nership business which require the consent of all members/partners.

The partnership books must be kept at the registered office of the LLP (or such

place as the members see fit)/place of business of the partnership, and any

member/partner may have access to them and inspect and copy them.

Although it is strongly recommended, there is no legal requirement for a writ-

ten partnership agreement.

The tax treatment of LLPs is the same as ordinary partnerships. For example,

although LLPs have corporate personalities, they do not pay corporation tax.

12.7 Commercial awareness talking point

The LLP is clearly a hybrid form that has characteristics of companies and partner-
ships. The key company similarity is the requirements for registration at Companies
House and the various publicity requirements — however, it is notable that these
requirements differ between the two and this may mean that it is a nuanced deci-
sion about what form is most suitable.

Chapter 12 revision points

LLPs are registered at Companies House.

Members have limited liability.

LLPs have separate legal personality.

LLPs have many of the characteristics of companies and partnerships.

There are differences in tax treatment and publicity requirements that may
make forming an LLP more or less attractive to a businessperson.
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13.1 Chapter overview

Solicitors are better placed to give advice where they have a knowledge of how busi-
ness profits are calculated and where they understand the nature of tax reliefs and
allowances that can be claimed by businesses. An awareness of the types of profit
and the types of accounting information that are produced will support solicitors in
fulfilling their roles; this applies to accounting information that is used for statutory
as well as commercial purposes.

This chapter looks at how business profits are calculated, and consideration is given
to the types of profit that can be identified in businesses. The chapter explores what
allowances can be claimed to offset against tax liabilities as well as consideration of
tax relief in the event of a business being loss-making. Accounting systems and the
information that is produced from them, along with the purposes of that informa-
tion, are explained.

13.2 Why is calculating profits important?

Privately owned businesses, of all types, exist to make a financial return to owners
and to service wider stakeholders. An awareness of the financial health of a business
is crucial so that owners and wider stakeholders can make decisions appropriately. In
other words, stakeholders need to know what the financial performance of a busi-
ness is as well as its financial position. Profit will be calculated for each account-
ing period (usually a financial year) to establish performance and this calculation
must be produced in a consistent, understandable, and verifiable way. The ability of
stakeholders to establish a reliable profit figure is essential to support their decision-
making. Those owning a business are interested in what the returns on their invest-
ment in the business are; those managing the business will want to understand if
their decisions and actions have been successful. By law, businesses must pay taxa-
tion and a clearly defined and accurately calculated profit will be an essential part of
legally compliant tax calculations which will be required by HMRC (His Majesty’s
Revenue and Customs, the tax collecting authority in the UK).
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13.3 Types of profit

There are two key types of profit: one is profit generated from income, usually made
up of trading profit, and the second is profit generated as a result of changes in capi-
tal items. While profit from income is usually made up of trading profit there may be
additional income such as that from the rental of a property.

The distinction between income and capital profits is important for two reasons.
First, it is necessary for accurate reporting of performance to stakeholders, for exam-
ple through statutory annual financial statements. Second, defining profit is a first
step in making tax calculations.

13.4 Income profits

Income profits are recurring in nature and are generated over repeated timescales.
They can include daily sales revenue from trading, regular weekly expenditure on raw
materials, or monthly income for property rental. All recurring items can be aggre-
gated to provide information on income profits generated over longer time periods
such as a 12-month financial year.

13.5 Capital profits

Capital profits are known by HMRC as chargeable gains and these are derived from
transactions concerning capital items such as physical assets such as plant and
machinery, or financial assets such as stocks and shares in another company. By
nature, they are one-off items.

13.6 Calculating income profits

Taxation calculations vary depending on the type of business organisation and will
relate to income tax in the case of a sole trader or partnership, and to corporation tax
in the case of an incorporated company. While there is no clear definition of income
or exactly what is meant by chargeable receipts, it is generally taken that this is
income received as part of the expected trading activity of the business.

Profit from income is largely made from trading in goods or services but it is possible
to have furtherincome from other sources, forexample rentalincome or income from
investments. Trading profit is calculated by taking the difference between income
generated from goods and services sold to customers (traded) and the expenditure
incurred because of that trading, that is, the costs incurred in the production and
provision of those goods and services.

Simply put, the output from the business which is sold to customers (be those end
consumers or other businesses), minus the expenditure incurred to produce/provide
that output, is trading profit.
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Trading profits are calculated in essentially the same way for income tax or corpora-
tion tax purposes and are made up of chargeable receipts (revenue generated) and
deductible expenses (expenses incurred that are allowable for tax purposes). HMRC
also allows for the deduction of capital allowances to recognise the use of assets
when deriving trading profit.

Deductible expenses are those expenses that are incurred wholly and exclusively in
the normal course of trade, for example the purchase of raw materials which will be
used and transformed into a final product. Not all expenditure items are permitted,
such as expenses incurred in entertaining clients, or costs associated with leasing
high emission cars.

The following formula helps to define clearly what is meant by trading profits (or
losses):

Trading Profit/Loss = Chargeable Receipts — Deductible Expenditure — Capital
Allowances.

13.7 Calculating capital profits

Capital items are the long-standing physical assets or financial resources upon which
the trade relies. Capital profits are profits generated on the sale of a capital item.
Profit is calculated by finding the difference between the cost of the asset and the
value received for it when sold.

To work this out, a business will usually take the value of the asset when it was sold
as being the amount that was received for it. The amount that was paid for the asset
initially is usually deducted from the amount received and further expenditure that
was incurred in buying, selling, or improving that asset will also be deducted. HMRC
allow for an Indexation Allowance for older assets to be applied to allow for the
effects of inflation. The indexation allowance recognises that not all of the gain in
the value of an asset over time should be regarded as profit; some of the gain will be
due to the effects of inflation. The application of the allowance results in a smaller
gain being included in the tax calculation which reduces the amount of tax due.

13.8 Capital allowances

Businesses can claim capital allowances on plant and machinery which are acquired
to produce the output of goods and services. These allowances relate to capital items
and not items purchased for resale. Essentially, plant and machinery refers to all the
goods and chattels that are used on a permanent basis in the business. Businesses
can deduct some, or all, of the value of these capital items from profits before tax is
calculated and paid, using capital allowances as defined by HMRC. Through capital
allowances HMRC recognise the “using up” of the economic value of assets; a recog-
nition that assets depreciate (reduce in value) over time, and when being used in the
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course of business. On the other hand, when accountants calculate trading profits
to report to shareholders and other users, a similar depreciation charge is made to
profits to reflect the using up of assets. The method of calculation of this account-
ing depreciation is driven by professional accounting standards and is calculated in
a different way to capital allowances. HMRC require that accounting depreciation
is removed from calculations and is replaced by capital allowances to find taxable
profit. This way, HMRC can influence and incentivise the purchase of assets.

There are two allowances that can be claimed. The Annual Investment Allowance
(AIA) allows companies to claim, within the AIA annual limit, the full cost of new
plant and machinery purchased, except for business cars. If the AlA limit is reached, a
company can additionally claim Writing Down Allowances (WDA).

Each financial year, a business will be able to claim AIA and WDA; the amount cal-
culated will be deducted from chargeable receipts to calculate trading profits upon
which tax will be charged. The WDA recognises the concept of depreciation — the
notion that an asset reduces in value over time. As mentioned above, depreciation
is an accounting adjustment to reflect the economic use of assets and to match the
value used of an asset to the income generated from its use. Depreciation charged
in the statutory accounting statements is not allowable in the calculation of tax-
adjusted trading profits; it is not a deductible expenditure; capital allowances are
given instead in tax computations.

Currently the AIA maximum is £1 million, and the WDA is a percentage of the value of
the qualifying plant and machinery the business owns and will be calculated annu-
ally; currently this is 18% on the value of plant and machinery. The WDA is deducted
from the value of the assets, after AlA is taken.

Companies use a system of “pooling” assets such that they can then apply appro-
priate allowances and rates to assets as grouped together in “pools”. This saves a
complex procedure that would involve working out the capital allowance for each
individual item. Pooling simply means collating and keeping records for a group of
assets with like characteristics, and rates for different pools are set by HMRC. The
18% WDA, as previously stated, relates to main pool plant and machinery.

13.9 Capital allowances: A worked example

A business started trading in Year 1 and the following schedule shows the first two
years of capital allowances. Notice how the additions of assets attract allowances
for annual investment (AIA), to a maximum of £1 million for qualifying assets, as well
as a written-down value allowance of 18% on the pool of assets that remain after
the AIA has been taken. Also notice how the value of the main pool of assets reduces
over time and this effectively allows the business to deduct the value of the qualify-
ing assets from its trading profits over the course of several years; little or no tax is
therefore paid on this expenditure; tax is paid, however, on any gains realised on later
sales of the assets (as per Section 13.7).



Calculating business profits

Main pool | Allowances

Year 1 £ £ £
Additions:
Plant and machinery 1,250,000
Office furniture and equipment 150,000

1,400,000
AlA used (up to a max of £1 million) (1,000,000) 1,000,000
Remainder after AIA 400,000
Main pool value 400,000
Apply WDA (18%) (72,000) 72,000
Total WDV carried forward to Year 2 328,000
Total Allowances Year 1 1,072,000

Main pool | Allowances
Year 2 £ £ £
Total WDV brought forward from Year 328,000
1
Additions:
Plant and machinery 900,000
Office furniture and equipment 10,000
910,000

AlA used (up to a max of £1 million) (910,000) 910,000
Remainder after AIA 0
Main pool value 328,000
Apply WDA (18%) (59,040) 59,040
Total WDV carried forward to Year 3 268,960
Total Allowances Year 2 969,040
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In Year 1 trading profits would be reduced by £1,072,000 before tax is calculated and
in Year 2 by £969,040.

13.10 Accounting periods

When the term “accounting period” is used, this usually relates to the account-
ing period of a trading entity such as a company. The accounting period is usually
12 months and is often called the financial year. Trading profits or losses are calcu-
lated relating to a financial year. The main exception to this is when a business starts
trading and their financial year falls within the 12 months to the financial year end,
from the commencement of trade. Once a business is up and running for more than
a year a set of accounting statements are prepared for each sequence of 12 months
of trading. The three main accounting statements are the Income Statement, the
Statement of Financial Position (or Balance Sheet), and the Statement of Cash Flows
and all are prepared to fit with the accounting period for a business, usually, as
stated, 12 months.

There are other accounting periods in different contexts. For example, VAT returns
are produced every three months, and this is known as the “accounting period” in
this instance.

13.11 Relief for tax losses

Privately owned, commercial businesses aim to make a profit. This is where income
from trading exceeds expenditure. It is entirely possible, however, that a business
might make a loss with expenditure exceeding income. Where a trading loss is
incurred, it can be possible to carry the loss forward to offset against future profits
to reduce tax charges. Trading losses might also be claimed against income of cur-
rent or previous accounting periods. There are factors that will influence the choice
of how a loss relief claim might be made.

Carry forward loss relief will be used to deduct from profits of future account-
ing periods, as long as trade continues. A current year or a carry back relief must
be made within a specified time period. Usually, any carry back loss relief is set
off against trading losses of the previous 12 months with the losses to be set
against profits of the most recent years first, but at the time or writing this has
been extended to three years to provide further support to businesses post pan-
demic. It is more usual for this to be required to be claimed within the 12-month
period ending immediately before the beginning of the loss-making accounting
period.

Companies make decisions on when to take the relief for the tax loss by considering
tax rates. This is to reduce the tax burden as much as possible. The company will also
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consider cash flow. If the loss is carried back this is likely to result in a refund, whereas
if itis carried forward this will result in a reduction in the future tax liability.

Companies can gain tax relief from Qualifying Charitable Donations (QCDs) and
unrelieved QCDs cannot be carried forward, so the company will consider the best
use of the QCD relief coupled with the loss relief to minimise tax liabilities. Where a
company incurs a trading loss during the final 12 months of trading it is possible to
make a carry back claim against profits of the preceding three years.

The taxpayer can set off any trading losses against capital gains in the same tax
year. This further relief is rather unusual in the sense that it allows loss relief against
chargeable capital gains as well as against trading income.

13.12 Accounting information and systems

The role of accountants in business is to maintain financial records and prepare
financial statements in accordance with statute but also to support the decision-
making within the business. HMRC will require the accounts to be presented and a
tax computation to be prepared, based on making adjustments for items chargeable
or allowable for tax purposes. There is also a legal requirement to submit a copy of
statutory accounting statements to Companies House where businesses are incor-
porated as limited companies. Larger businesses will employ accountants to work
inside the organisation while many small and medium enterprises will appoint a firm
of accountants to do this work for them. In either scenario the annual accounts must
be audited by a firm of registered auditors to verify that the financial statements
have been prepared appropriately and a statement to that effect must be included
in the submission of annual statements to Companies House. The Director’s Report
similarly forms part of the statutory requirements of the Companies Act 2006. Failure
to comply with requirements is a criminal offence.

To ensure that accounting information is consistent and comparable, accounting
statements are produced in accordance with accounting standards. The Financial
Reporting Council (FRC) is responsible for the setting of Financial Reporting Standards
and for the oversight of auditing activities in the UK. The FRC is due to be replaced by
the Audit, Reporting & Governance Authority (ARGA) by the end of 2024.

Accounting standards support businesses in calculating their profit by defining and
guiding what is to be included as income and as expenditure and the accounting
treatment of various categories of both. Accounting standards also help businesses
to clearly define their financial position by defining and guiding the valuation of
assets, liabilities, and capital. Accounting profit differs from taxable profit and, in
essence, this is due to accounting adjustments such as the charging of depreciation
of assets to profit, which is not allowable under tax calculations of profit. Instead of
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depreciation, capital allowances are included in the tax calculation of profit as dis-
cussed earlier in the chapter.

Accountants have a system which helps to ensure the accurate recording of financial
transactions, and this is called double-entry bookkeeping. This essentially means that
each financial transaction is recorded twice in the books of account. This acts as a
cross-checking process to help improve accuracy and completeness. The accounts
are said to be recorded in books as historically accounts were kept in large leather-
bound books known as ledgers. In today’s digital world even the smallest of compa-
nies is most likely to keep electronic records of accounting transactions and there
are many specialist software apps and programmes to assist with the keeping of
electronic ledgers.

The three primary statements produced from the accounting system for annual
submission to Companies House are the Income Statement, the Statement of
Financial Position (or Balance Sheet), and the Statement of Cash Flows. The Income
Statement is prepared to reflect the performance over the accounting period (usu-
ally 12 months) and the Statement of Financial Position is prepared to reflect the
financial position of the company as at the final day of the accounting period.
The Statement of Cash Flows presents information to show from where cash has
been generated and where it has been spent; it explains the movement in the cash
position at the start of the period compared to that at the end. These statements
have been identified earlier in the chapter in the context of taxation but are used
widely by all stakeholders to understand the financial performance and position
of a business. Other outputs for accounting information systems relate largely to
management accounting which supports the managing of a business. The format,
frequency, and presentation of such information is entirely discretionary, unlike
statutory accounting information.

13.13 Commercial awareness talking point

To provide services to clients effectively, solicitors will have a knowledge of the legal
requirements for the provision of accounting information and are well placed when
they have a working knowledge of the uses and nature of accounting informa-
tion more broadly. Being able to apply such knowledge to client-based and ethical
problems will help solicitors to support clients appropriately and with confidence.
Financial records and information, and accounting requirements, all form part of an
understanding of the way business accounts are prepared and used. Knowledge of
how trading profits are calculated and the implications for taxation are crucial such
that solicitors can provide appropriate services to clients. Each client will present
with different specific contexts, but the underlying principles of accounting infor-
mation preparation and the rules of taxation are the same within any particular
jurisdiction.
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Chapter 13 revision points

® There are different types of profit —trading profit and capital profit being the
main distinction.

@ Profits are initially made as an accounting calculation and must be adjusted
for tax purposes to provide a taxable profit in tax computations.

@ There are allowances for tax relief, and these relate to capital purchases and
to losses that a business may incur in an accounting period.

® The accounting period for which final accounting statements must legally be
prepared is 12 months for an established trading entity.

@ Foran entity that has started part way through their financial year, this period
will be fewer months.

® Otheraccounting periods can be established for other purposes such as man-
agement accounting.

® Information can be drawn from the accounting system for both internal and
external purposes.
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14.1 Chapter overview

The UK government collects taxes from individuals and businesses every year. The
SQE curriculum for Business Law and Practice includes income tax, capital gains tax,
corporation tax, and value-added tax (VAT). Other taxes such as inheritance tax and
stamp duty land tax are also features of the SQE curriculum in other areas.

This chapter looks at income tax, the tax that most of the public will have to pay at
some point during their lives. Although expert detailed advice on taxation matters
is usually left to trained accountants or tax-law specialists, newly qualified solicitors
do need to be aware of the potential liabilities for various forms of taxation and how
the taxation is calculated.

The chapter looks at what income actually is, who is liable to pay it, the various rates
of income tax, and the steps involved in calculating income tax.

This chapter also considers various anti-avoidance measures and the modern judicial
approach to statutory interpretation of taxation statutes.

14.2 What is income tax charged on?

Income is a concept that is very difficult to explain with precision, which probably
explains why it is not defined in legislation. The essence of income, as opposed to
other received payments, is the regularity with which income is received. For exam-
ple, regular payment for employment would clearly be considered income whereas
the proceeds from a one-off sale of property would most likely not.

Although the word “income” is not defined, the Income Tax Act 2007 (as amended)
details various types of income that income tax is charged on. For the purpose of the
SQE and this book we will consider the following:

® Employment income.
® Pension income.
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@ Trading income.

® Property income.

® Savings and investment income.
® Miscellaneous income.

14.3 Who pays income tax?

Individuals pay income tax in a number of capacities. This most commonly means
employees where tax is often deducted at source by the employer under the PAYE
system.

Anindividual operating as a sole trader or sole practitioner will pay income tax as will
personal representatives and trustees.

Individuals who are partners in a partnership pay income tax, but corporate partners
do not. Companies, as separate legal personalities, do not pay income tax (or capital
gains tax) but pay corporation tax instead. Shareholders of companies, as individuals,
pay income tax on dividend payments.

14.4 The tax year

Income tax is paid on income earned in the tax year which starts on 6 April and ends
on 5 April.

14.5 Rates of income tax

Tax rates are set by government and are subject to change. There are different tax
rates for non-savings/non-dividends income, savings income, and dividends income.

There is a sliding scale of liability meaning that, in theory at least, those earning the
most will pay a greater amount of income tax, both in total and proportionately.

14.6 Calculating income tax
S.23 Income Tax Act 2007 details seven steps to calculate income tax liability:

1. “ldentify the amounts of income on which the taxpayer is charged to income
tax for the tax year.”
This could include:
O Profits from trading.
O Profits from savings and investments in interest and/or dividends.
O Income from employment and pensions.
O Income from property (for example rental income.)
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The legislation refers to amounts of income as components. At this stage of the
calculation these components need to be kept separate in the calculation as
there are differences in how each income type’s liability is calculated.

“Deduct from the components the amount of any relief under a provision listed

in relation to the taxpayer in Section 24 to which the taxpayer is entitled for

the tax year.”

The most common relief that solicitors should be aware of is the tax relief on the

interest payments on qualifying loans. Such loans can include:

O Loans to buy shares in private limited companies.

O Loanstoacquirean interestin a partnership (either LLP or general partnership.)

O Loans to provide finance to a partnership.

O Loans to buy equipment or machinery to a partnership.

Normal business overdrafts and credit card purchases will not be classified as

qualifying loans.

After any reliefs have been deducted in Step2, the sum of the components left

is called “net income”.

“Deduct from the amounts of the components left after Step 2 any allowances

to which the taxpayer is entitled for the tax year under Chapter 2 of Part 3 of

this Act ... 1 (individuals: personal allowance and blind person’s allowance).”

O The current personal allowance for individuals is £12,570. This means that
individuals can earn £12,570 without paying income tax. People with taxable
income over £100,000 will have their personal allowance reduced by £1 for
every £2 over £100,000. To calculate income tax liability, the personal allow-
ance needs to be deducted from income in the following order:

1. Against non-savings/non-dividends income.

2. Against savings income (if the remaining allowance has not been used up
on1).

3. Against dividends (if the remaining allowance has not been used on 1
and 2).

O The personal savings allowance and the dividend allowance are distinct
from the personal allowance and are treated differently. Rather than being
straightforward deductions from income at this stage, these allowances are
calculated when the rate of tax is applied. With a basic rate taxpayer, the first
£1,000 is charged at a nil rate and with a higher rate taxpayer the first £500
is charged at a nil rate.

O The first £2,000 of a taxpayer’s dividend income is tax-free. This applies to
taxpayers in all tax bands. This means that no tax will be paid by anyone on
the dividends of £2,000 or under.

“Calculate tax at each applicable rate on the amounts of the components left

after Step 3.”

Non-savings/non-dividends income is taxed first, then interest on savings, and

then dividends. Rates of taxation are as below (note that rates change regularly):
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Non-savings/non- | Basic rate 20% £12,571-£50,270
dividends income | Higher rate 40% £50,271-£150,000
Additional rate 45% Above £150,000
Savings Starting rate 0% (Available only if other | £0—£5,000
income is under £17,570) Reduces by £1 for
Personal Savings Allowance of £1,000 every £1 of other
or £500 depending on the status of the | income above
tax payer (Basic Rate or Higher Rate) is | personal allowance
available for savings income on top of | (£12,570)
the £5,000
Savings basic rate 20% Up to £50,270
Savings higher rate 40% £50,271-£150,000
Savings additional rate 45% Over £150,000
Dividends Basic rate 8.75% Up to £50,270
Higher rate 33.75% £50,271-£150,000
Additional rate 39.35% Over £150,000

5. Add together the amounts of tax calculated at Step 4.

6. Deduct from the amount of tax calculated at Step 5 any tax reductions to which
the taxpayer is entitled for the tax year under a provision listed in relation to
the taxpayer in Section 26.
There are a number of reductions that can be made at this stage that include:
O Tax reductions for married couples and civil partners.
O Relief for investors in venture capital schemes.

O Relief for social investment.
O Relief for non-deductible interest on loans to invest in partnership with resi-
dential property business.
O Giftaid.
Add to the amount of tax left after Step 6 any amounts of tax for which the
taxpayer is liable for the tax year under any provision listed in relation to the
taxpayer in Section 30.
The section refers to a number of items of additional tax including high-income
child-benefit charge and an assortment of pension-scheme charges.
The result of the calculation of Steps 1 to 7 is the taxpayer’s liability to income
tax for the tax year.

14.7 Tax calculation exercise

In the 2022/23 tax year a man receives the following payments:

® Agross salary of £20,000.
® £1,500 interest on a savings account.
® £3,000individendsfromsharesin a listed company onthe London Stock Exchange.
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® £20,000 on the sale of a vintage car that the man purchased for £10,000
seven years ago. The man is not a car dealer, and this is the only time he has
sold a car.

Calculate the man’s liability for income tax for 2022/23.

Answer:

Apply Steps 1 to 5 (as insufficient information — no need to apply Steps 6 and 7).

1. Identify the amounts of income on which the taxpayer is charged to income
tax for the tax year.
The salary is non-savings/non-dividend income: £20,000
The interest is savings income: £1,500
The dividend payments are dividend income: £3,000
The profit on the car purchase is not income.
2. Deduct from the components the amount of any relief.
As far as we know, there are no reliefs to deduct here.
3. Deduct from the amounts of the components left any allowances.
Personal allowance is deducted from the salary: £20,000 - £12,570 = £7,430
4. Calculate tax at each applicable rate on the amounts of the components left.
Salary (Non-Savings/Non-Dividends income) taxed at the basic rate:
£7,430 @ 20% = £1,486
Savings income taxed at the basic rate:
£1,000 @ 0% = £0
£500 @ 20% = £100
Dividend income taxed at the basic rate:
£2,000 @ 0% = £0
£1,000 @ 8.75%= £87.50
5. Add together amounts of tax calculated at Step 4.
£1,486 + £100 + £87.50 = £1,673.50
On the information available the man’s total liability for income tax for
2022/23 is £1,673.50.

14.8 Collection and payment

HMRC are responsible for the collection of taxation. For employed people this usually
happens when tax is deducted at source under the PAYE system by employers on
behalf of HMRC. The employee receives the salary net of tax (meaning the income
tax has already been deducted.)

Where tax has not been deducted at source, the individual concerned needs to fill in
a tax return on the HMRC self-assessment system.

Taxpayers are encouraged to file tax returns using the online system before 31 January
following the end of the relevant tax year.
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14.9 Anti-avoidance measures

There has always been an element of “cat and mouse” about the tax rules imple-
mented by governments and the innovative measures that tax advisers put in place
to reduce their clients’ tax liabilities. Historically, case law actively supported the
right of taxpayers to arrange their affairs as far as they could within the law to take
advantage of any defects or omissions in tax statutes. This approach has changed
significantly in recent years.

The legal system has now significantly changed with the enactment of the General
Anti-Abuse Rule (GAAR).! A further point of relevance in this regard is the mod-
ern approach adopted by the courts known as the Ramsay principles of statutory
interpretation.

14.10 The GAAR

14.10.1 Scope
The scope of the GAAR is significant for the SQE as the rules apply to all of the fol-
lowing taxes:

® Income tax.

Capital gains tax.
Inheritance tax.
Corporation tax
Stamp duty land tax.

14.10.2 Purpose

The purpose of the GAAR is to stop taxpayers from entering into abusive avoidance
arrangements and to also deter their promotion. If a taxpayer does go ahead with an
abusive arrangement, the GAAR is designed to enable HMRC to make “an appropriate
tax adjustment that is just and reasonable in all the circumstances”. The are no direct
penalties under the GAAR — but obviously if the taxpayer does not consequently pay
the adjusted amount there is the potential for penalties under other legislation.

14.10.3 Relation to other tax legislation

The GAAR takes priority over all other legislation relating to the relevant taxes.

14.10.4 What is an “abusive” avoidance arrangement?

To determine whether an arrangement is abusive a double-reasonableness test is
applied. They are arrangements that “cannot reasonably be regarded as a reasonable
course of action in relation to the relevant tax provisions, having regard to all the
circumstances”.?

1 Part5, Finance Act 2013.
2 5.207(2) Finance Act 2013.
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There is detailed published guidance from HMRC that gives further insights into
what is an abusive arrangement.

14.11 The Ramsay principle of
statutory interpretation

The modern approach to statutory interpretation in areas of tax stems from the
seminal decision in Ramsay.> The Ramsay principle is an extension of the purposive
approach where the courts look first to the intention of parliament when choosing
the words of the statute and then consider the wider factual matrix to see whether
an individual transaction can be considered in isolation or within a wider context.

14.12 Commercial awareness point

Great care should be taken in the area of taxation for newly qualified solicitors.
Issues relating to taxation crop up on a very regular basis in many areas of practice
and solicitors need to be mindful of the complex and constantly changing nature of
tax law. A broad understanding of the potential liabilities for various forms of taxa-
tion is essential for all solicitors, but it will frequently be the case that a newly quali-
fied solicitor will need expert guidance from legal or accounting professionals more
well-versed in specific areas.

Chapter 14 revision points

® Income tax is charged on income.

® Income is not defined in the legislation but can be said to be payments with
some form of regularity in nature.

® There are three distinct types of income: non-savings/non-dividends income,
savings income, and dividends income.

® To calculate income tax liability, the legislation sets out seven steps.

® Income tax is collected by HMRC.

® Income tax is often deducted at source by an employer and paid to HMRC
under the PAYE system.

® Income tax is otherwise declared in an online tax return by 31 January after
the end of the relevant tax year.

3 WT Ramsay Ltd v IRC [1982] AC 300.
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15.1 Chapter overview
The SQE curriculum refers to the following aspects of capital gains tax (CGT):

® Chargeable persons/entities (sole traders, partners, and shareholders).

® Basis of charge (calculation of gains/allowable deductions/main reliefs and
exemptions).

® The charge to tax: calculation and collection.

® The scope of anti-avoidance provisions.

This chapter covers all these aspects apart from the anti-avoidance provisions that
have been referred to already in Chapter 14.

The chapter concludes with a brief discussion about business relief for inheritance
tax. Although inheritance tax is an area that forms part of the Wills, Trusts, and
Estates part of the SQE curriculum it makes sense to consider this, as the relief is very
similar to reliefs for CGT.

15.2 Chargeable persons

Individuals pay capital gains tax, often in the role of a sole trader, partner, or share-
holder. The tax is paid on chargeable gains made from the disposal of chargeable
assets.

15.3 Chargeable assets
Chargeable assets can be any form of property including:

® Personal possessions over a set value (currently £6,000).

® land, not including an individual’s main home.

® Shares that are not in an individual savings account (ISA) or a personal equity
plan (PEP).

® Goodwill of a business.

® Contractual rights.
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(It is possible that individuals may have to pay capital gains tax on the disposal of
crypto assets —however, please note, there is no indication that these will feature in
the SQE.)

15.4 Disposal of assets

This will often be a sale, but disposal has a broad meaning and can also include gifts,
swaps, or even insurance pay-outs.

15.5 Gifts to spouses or civil partners

There are different rules for gifts to spouses and charities which mean that capital
gains tax is usually not payable.

15.6 How to calculate CGT

The statute does not stipulate a method for calculating liability for CGT and there is
no universally agreed method. It is common to apply the following stages:

Identify disposal of chargeable asset.

Calculate gain on disposal of chargeable asset.

Subtract allowable expenditure and indexation if appropriate.
Apply reliefs.

Deduct annual exemption.

Apply the relevant tax rate.

oV A wWN

15.7 Calculate gain on disposal

In many cases the disposal is a sale, and the gain will be the difference between
the sale price of the property in the disposal and the price for which it was initially
purchased.

For example: If a man purchases an antique vase in 2017 for £20,000 and sells it to
an antique dealer in 2020 for £28,000, the gain will be £8,000 (assuming there are no
additional costs relating to the disposal.)

Where the disposal is a gift (other than to a spouse or a charity) the gain will the dif-
ference between the market value of the asset and the original amount that it was
purchased.

For example: If a man purchases an antique violin in 2016 for £20,000 and gives
the violin to a friend in 2019, the gain will be the difference between the market
value of the violin in 2019 and £20,000.
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There is often further expenditure that can be subtracted, for example:

1. Costs of acquisition and incidental costs of acquisition. As well as the cost price
mentioned above, there can also be extra costs associated with the original pur-
chase. In a standard purchase of a property this may include conveyancing and
legal fees “..wholly and exclusively for the acquisition of the asset, together with
the incidental costs to him of the acquisition, or, if the asset was not acquired
by him, any expenditure wholly and exclusively incurred by him in providing the
asset”!

2. Cost of expenditure wholly and exclusively incurred to enhance the value of the
asset. For example, this could be a building of an extension on a property. This
would not include regular maintenance.

3. Incidental costs of disposal incurred wholly and exclusively for the purpose of the
disposal. This could include valuation costs or advertising costs to find a buyer.

15.8 Subtracting allowable expenditure

Certain expenditures can be deducted from the gain. In the case of a sale of a prop-
erty, this would include money spent on an extension, but it would not include day-
to-day repairs to the property.

Similarly, costs relating to the practicalities of the sale itself or the initial purchase, for
example, agency fees can be deducted.

15.9 Indexation

In 1982, the indexation allowance was introduced to reflect the fact that a high
period of inflation meant that gains were much larger than they would have been
in times of lower inflation. The indexation allowance has not been in place since
2008. It is potentially still relevant to CGT calculations for certain roll-over and hold-
over reliefs prior to April 2008 but it seems unlikely to feature strongly in the SQE
curriculum.

15.10 Apply reliefs

It is possible to reduce or delay capital gains tax by applying some of the following
reliefs:

® Business asset rollover relief
The effect of this relief is to delay the payment of CGT on a disposal if all or
part of the proceeds of the disposal are used on the purchase of a new asset.
To be eligible for relief the following need to apply:

1 $.38 (1)(a) Taxation of Capital Gains Act 1992.
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O The new assets must be purchased within three years of the disposal of the
old assets (or in the year prior to the disposal).
O The business must be trading (when the assets are bought and sold).
O The assets (bought and sold) must be used in the business.
@ Business asset disposal relief (until recently called entrepreneurs’ relief)
This relief is sometimes available to those disposing of all or part of a business.
Those qualifying for this relief will pay CGT at a reduced rate, currently 10%.
For partners or sole traders to be eligible the following must apply:
O The person claiming relief must have been a partner or sole trader for the
past two years.
O The person must have owned the business for the past two years.
For those selling shares, the following must have been in place for the past
two years:
O The person claiming must be an officer or employee of the company or of
the holding company.
O The company must be a trading company or the holding company of a trad-
ing company.
O The person claiming must hold 5% or more of the shares and the voting rights.
O The person claiming must be entitled to 5% of the profits on a winding up or
5% of disposal proceeds if the business is sold.
® Incorporation relief
This relief is available to those who transfer a business to a company in
return for shares in the company. The effect of the relief is to delay paying CGT
until the shares in the company are disposed of.
® Gift hold-over relief
This relief is available where someone gives away business assets or sells them
at an undervalue. The effect of the relief means that the person selling will not
pay CGT or will pay a reduced amount. The person giving away the business asset
and the person receiving it need to make a joint application for this relief.

15.11 Deduct annual exemption

The next stage of the calculation is to deduct the annual allowance which currently
stands at £12,300.

15.12 Apply the relevant rate of tax
15.12.1 Higher-rate taxpayers

If the person making the gain is a higher-rate taxpayer, the following rates currently
apply:

28% on residential property gains (this does not include the sale of a main
residence).
20% on all other gains.
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15.12.2 Basic-rate taxpayers
If the person is still within the basicrate tax band when his capital gain minus the
annual exemption is added to his taxable income, the rates are currently:

18% on residential property gains.
10% on all other gains.

Note that if any proportion of the sum is over the basic rate threshold it will be taxed
at the higher rates:

28% on residential property gains (this does not include the sale of a main
residence).
20% on all other gains.

15.13 Business property relief for inheritance tax

When a business owner dies and their assets pass to their personal representatives,
this does not attract CGT but there may be inheritance tax (IT) implications. It may be
possible to claim business property relief, which could either completely extinguish
the IT liability or reduce it by 50%.

100% relief can be claimed on:

® Abusiness orinterest in a business.
® Shares in an unlisted company (shares not quoted on a recognised Stock
Exchange).

50% relief can be claimed on:

® Shares in a listed company that gave the deceased control over the company
immediately prior to the transfer.

® Lland, buildings, or machinery owned by the deceased that was used, wholly or
mainly, by the business which the deceased controlled or was a partner imme-
diately prior to the transfer.

® Land, buildings, or machinery that was held on trust and the deceased was
beneficially entitled to, that was used, wholly or mainly, by the business carried
out by the deceased immediately before the transfer.

Chapter 15 revision points

® CGTis charged on gains made from a disposal of assets.

® Assets include any form of property but do not include the disposal of an indi-
vidual’'s main residence.

@ Disposal usually means sale, but it can mean a gift, swaps, and insurance
pay-offs.

® CGTis usually not paid on gifts to spouses or charities.



Taylor & Francis
Taylor & Francis Group

http://taylorandfrancis.com


http://taylorandfrancis.com

Corporation tax and -
value-added tax -

.
oooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooo

16.1 Chapter overview

This short chapter considers corporation tax and considers who is liable to pay it and
how it is calculated. The chapter also outlines value-added tax (VAT).

16.2 Who pays corporation tax?

Corporation tax is paid by companies, and it also can be paid by unincorporated asso-
ciations. Companies do not pay income tax and capital gains tax, although the main
principles of corporation tax are largely derived from those discussed in previous
chapters.

A company registered in the UK usually has to pay corporation tax on profits made
in the UK and abroad.

16.3 How to calculate corporation tax
The steps to calculate corporation tax are essentially:

@ Calculate income —this is predominantly trading income.

® Calculate chargeable gains — largely done on the same basis as capital gains
tax; however, note that companies have fewer reliefs than individuals.

® Add the income and gains to find total income.

® Apply reliefs against total income. These reliefs are mainly available against
trading losses.

16.4 Corporation tax rates

The corporation tax rate is currently 19%.

16.5 Value-added tax

VAT is referred to as a consumption tax or a goods and services tax, depending on
which country you are in.

DOI: 10.4324/9781003289760-20
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16.6 Who is liable to pay VAT?

The liability for paying VAT rests with any supplier required to be VAT registered who
supplies goods or services and the liability arises at the time of delivery of the goods
or service.

16.7 Rates of VAT

There are currently three rates of VAT: standard, reduced, and zero.

Standard rate 20%
Reduced rate 5%
Zero 0%

There are also a number of goods and services that are VAT exempt. Note that this is
different from being charged VAT at zero per cent where businesses are able to claim
back on certain expenditures. If a supply is VAT exempt, claiming back is not possible.

16.8 Requirement to be registered for VAT

A supplier is required to register for VAT if their annual taxable supplies exceed
£85,000.

16.9 Responsibilities if VAT registered

If VAT registered, a supplier must charge VAT on every supply of goods or services.
The supplier can also claim back for any VAT paid on goods and services. The supplier
needs to complete a VAT return every three months. Annual and monthly schemes
are also available.

16.10 Commercial awareness talking point

Understanding the different types of taxation is very useful to a newly qualified
solicitor, particularly when advising clients on the use of individual business organi-
sation types. It may be that the tax regime could be a good reason for choosing, or
not choosing, a private limited company.

Chapter 16 revision points

® Companies are liable for corporation tax.

® Corporation tax is really a combination of income tax and capital gains tax
but paid by companies.

® VAT is a consumption tax paid on goods and services that a company or busi-
ness will need to pay if its annual taxable supplies are above £85,000.
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17.1 Chapter overview

Insolvency is an important aspect of corporate law and solicitors commonly advise
clients whose businesses are insolvent, or they are trading with other businesses
who are. A working knowledge of the insolvency regime is important so that solici-
tors can offer advice both when insolvency has happened (or is imminent) and also
so that businesses can prepare for the possibility of insolvency at a later date.

17.2 The impact of insolvency

A corporate insolvency can have a wide impact on a lot of stakeholders, both those
operating within the business such as employees and also external stakeholders,
principally creditors. Insolvency does not necessarily mean that the company will
cease to exist, but it will most likely lead to an insolvency procedure. If the company
is wound up (liquidated), this inevitably means that many creditors receive only a
fraction of what they are owed.

17.3 The tests for insolvency
There are two tests for insolvency: the balance sheet test and the cash flow test.

The balance sheet test is when a court is satisfied that the value of a company’s
assets is less than the amount of its liabilities.

The cash flow test is when the court is satisfied that the company is unable to pay its
debts as they become due.

A company is deemed insolvent (or unable to pay its debts) in the following
circumstances:

@ If the company fails to pay a statutory demand from a creditor for a debt of
£750 or more within three weeks of the service of the demand at the com-
pany’s registered office.
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@ [facreditoris awarded a judgment against the company and the company fails
to pay when an enforcement procedure is attempted.

17.4 Insolvency options and procedures
There are a number of routes that the insolvent company can go down. These include:

@ Liquidation.

® Administration.

® Fixed-asset receivership.

@ Company voluntary arrangements (CVAs).

A new process that some companies can also take advantage of is the new (stand-
alone) moratorium procedure.

17.5 Liquidation

Liquidation, or winding up, is essentially the death of the company. Winding up can
happen in the following ways:

17.5.1 Members’ voluntary winding up

This is a procedure open only to solvent companies. It requires the members to pass
a special resolution for voluntary winding up (unless the articles contain a provision
for an ordinary resolution). Before this resolution, the directors are required to make
a statutory declaration of insolvency. A qualified insolvency practitioner is appointed
as a liquidator.

17.5.2 Creditors’ voluntary winding up

The creditors’ voluntary winding up is initiated where members pass a winding-
up resolution without the directors making a statutory declaration of solvency.
Creditors have the right to nominate a liquidator if they do not approve the choice of
the members. Creditors may also appoint a liquidation committee to act alongside
the liquidator.

17.5.3 Winding up by the court
This is sometimes referred to as compulsory liquidation. The petition may be brought
by the following (amongst others):

® The company.
® Directors.
® Any creditor or creditors.

In most circumstances it will be a creditor petitioning for the winding up using an
unpaid statutory demand as evidence that the company is unable to pay its debts as
they fall due.
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The official receiver becomes the liquidator of the company if a winding up is ordered
by the court. The official receiver can also seek nominations for an alternative liqui-
dator from creditors and contributories.

17.5.4 Role of directors and appointment of a liquidator
To all intents and purposes, once a liquidator is appointed, the directors’ role stops,
and their powers are essentially transferred to the liquidator.

The liquidator has wide powers but is essentially charged with realising what assets
the company has and distributing them amongst the creditors. The liquidator will
also investigate and challenge past transactions of the company and the conduct of
directors and in so doing add to the assets that can be distributed to creditors. The
liquidator’s powers to do this are sometimes referred to as claw-back provisions.

17.5.5 Claw-back provisions
The following are examples of claw-back of assets for creditors:

e Wrongful trading.

® Fraudulent trading.

@ Transactions at an undervalue.
® Preferences.

® Setting aside a floating charge.

17.5.6 Wrongful trading
It is possible that a director of a company may be liable to contribute to the assets of
a company on a winding up if there has been wrongful trading.

This will apply under the following circumstances:

® The company has gone into insolvent liquidation.

® Prior to the winding up the director knew, or ought to have known, that there
was no reasonable prospect that the company would avoid going into insolvent
liquidation.

The director has a defence if the court is satisfied that they took every step with a
view to minimising the potential loss to the company’s creditors that they ought to
have done.

When deciding on liability, the courts use a statutory test that has a mixture of
objective and subjective criteria:

the facts which a director of a company ought to know or ascertain, the conclu-
sions which he ought to reach and the steps which he ought to take are those
which would be known or ascertained, or reached or taken, by a reasonably dili-
gent person having both —
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(@) the general knowledge, skill and experience that may reasonably be
expected of a person carrying out the same functions as are carried out by
that director in relation to the company, and

(b) the general knowledge, skill and experience that that director has.*

Although this test originated in the Insolvency Act 1986 it has also been used in other
legal contexts and is essentially now the same test used in the duty of care, skill, and
diligence that was discussed in Chapter 8.

17.5.7 Fraudulent trading

Fraudulent trading occurs when the company’s business has been “carried on with
the intent to defraud creditors of the company, other creditors or for any fraudulent
purpose”.? The court can order anyone who was a knowing party to be liable to con-
tribute to the company’s assets.

Claims for fraudulent trading can be made by a liquidator or an administrator, and
they are often made concurrently with claims for wrongful trading. Proving the nec
essary intention to defraud is very challenging, so success under wrongful trading
claims is much more common.

If someone is liable for fraudulent trading, they may also face prosecution and a
criminal conviction.

17.5.8 Transactions at an undervalue

Transactions at an undervalue are those transactions entered into by the company
at a relevant time with a person and the company either receives no consideration
or the value of the consideration received is significantly less than the value given by
the company.

The “relevant time” is two years prior to the onset of insolvency. There is a rebuttable
presumption of insolvency where the transaction is with a connected person.

The court will not make an order if it is satisfied:

(@) thatthe company which entered into the transaction did so in good faith
and for the purpose of carrying on its business, and

(b) that at the time it did so there were reasonable grounds for believing that
the transaction would benefit the company.?

The court has a wide discretion to make an order to restore the position to what it
would have been had the transaction not taken place.

1 S.214 Insolvency Act 1986.
2 S.213 Insolvency Act 1986.
3 5.238(5) Insolvency Act 1986.
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17.5.9 Preferences

A preference is where, at a relevant time, the company does something or allows
something to be done that places a creditor in a better position than they would
have been had the thing not been done.

The court will not make an order unless the company was influenced by a “desire™ to
better the position of the creditor.

The relevant time is two years prior to the onset of insolvency where the transac
tion is with someone who is connected with the company (otherwise than by rea-
son only of being its employee), otherwise the relevant time is six months prior to
insolvency.

17.5.10 Setting aside a floating charge

If a company during the relevant time grants a floating charge and does not receive
fresh consideration in exchange, then the charge will be void against the liquidator.
The new consideration must be one of the following:

® Money paid, or goods or services supplied.
@ The discharge or reduction of any debt of the company.
@ Interest payable in relation to the above.

The relevant time is two years, ending with the presentation of the winding-up peti-
tion where the grantee of the charge is a connected person.

The relevant time is 12 months, ending with the presentation of the winding-up
petition where the grantee of the charge is not a connected person.

17.5.11 Distribution of assets in a winding up

One of the fundamental principles of insolvency law is that of pari passu. This is the
principle that assets are distributed to creditors in equal proportion to the amounts
they are owed.

For example:

A petition is brought for the winding up of a company. After the expenses of winding
up have been paid, the company has remaining assets of £50,000 but has liabilities
to creditors for £100,000. The company has not granted any charges and there are no
preferential creditors.

Creditor A is owed £10,000 by the insolvent company. If the principle of pari passu

were strictly applied (ignoring all other rules of distribution), Creditor A would be

4 Re MC Bacon Limited [1990] BCLC 324.
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entitled to 10% of the remaining assets because it is owed 10% of the overall liabili-
ties of the company. Creditor A would receive £5,000.

In real life the scenario above is highly unlikely as there will normally be preferential
creditors, secured creditors, and floating charge holders to consider.

In practice the order in which distribution of assets is made is:

® Secured creditors with a fixed charge.
O This will usually be banks that have been granted a fixed charge over prem-
ises or fixed machinery.
@ Lliquidator fees and expenses.
e Preferential creditors.
O This includes a certain amount for employees. A recent change to legislation
means that HMRC is also a preferential creditor.
® Secured creditors with a floating charge.
O This will usually be a bank with a floating charge over the undertaking.
® Unsecured creditors.
® Shareholders.

17.5.12 Top-slicing/ring fencing

The position of unsecured creditors has always been weak during a winding up
as there is usually very little left over once the charge holders have been paid. To
improve the position of unsecured creditors, there is now a mechanism whereby a
proportion of the assets covered by a floating charge are distributed to unsecured
creditors.

The amount capable of being ring fenced is:

® 50% of the first £10,000 of the net property that would otherwise be available
to the floating charge holders.

® Then 20% up to a maximum of £800,000 for charges granted on or after 6 April
2020 (for charges created before that date the maximum is £600,000).

17.6 Administration

Although the administration process may end up with the same result as a liquida-
tion, the starting premise is of corporate rescue which is demonstrated by the statu-
tory objectives of administration which are set out in Schedule B of the Insolvency
Act 1986:

—
Q)
~

rescuing the company as a going concern, or

(b) achieving 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 administra-
tion), or
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c) realising property in order to make a distribution to one or more secured or
(© lising property in order t ke a distribution t d
preferential creditors.”

17.6.1 Appointing an administrator

The process begins with the appointment of an administrator who can be appointed
by:
® An administration order of the court.

® The holder of a qualifying floating charge.
® The company or its directors.

17.6.2 Appointment by the court
The court may make an administration order only if it is satisfied of both of the
following:

® The courtis, or is likely to become, unable to pay its debts.
® The administration order is reasonably likely to achieve the purpose of
administration.

17.6.3 Who can apply to court?

The following persons can apply to court for an administration order:

® The company.

® The directors of the company.

® One or more creditors of the company.

® The designated officer of a magistrates’ court.

17.6.4 What can the court do?
After hearing the application for an administration order, the court has broad powers
and can do the following things:

® Make the order.

@ Dismiss the application.

® Adjourn the hearing.

® Make an interim order.

@ Treat the application as a winding-petition.
® Make any other order the court sees fit.

17.6.5 Appointment by a holder of a

qualifying floating charge
To be a qualifying floating charge, the debenture or other instrument that created
the charge must either:

5 Paragraph 3, Schedule B1 Insolvency Act 1986.
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@ State that Paragraph 14 of Schedule B1 in the Insolvency Act 1986 applies to
the charge.

® Purport to empower the holder of the charge to appoint an administrator or,

® Purport to empower the holder of the charge to appoint an administrative
receiver.

The qualifying charge holder must either:

® Hold a qualifying floating charge relating to the whole or substantially the
whole of the company’s property or,

@ Hold a number of qualifying floating charges which taken together relate to
the whole or substantially the whole of the company’s property or,

® Hold charges and other forms of security that together with at least one quali-
fying floating charge relate to the whole or substantially the whole of the com-

pany’s property.

17.6.6 Appointment by the company or the directors
Acompany orthedirectors may appoint an administrator. Schedule B of the Insolvency
Act 1986 states that an appointment can be made if any of the following apply:

® A petition for the winding up of the company has been presented and is not
yet disposed of.

® Anadministration application has been made and is not yet disposed of.

® An administrative receiver of the company is in office.

Five days’ notice of an intention to appoint an administrator must be given to quali-
fying floating charge holders. This notice is also filed at court with a statutory decla-
ration that the company is unable to pay its debts or is likely to become unable to be
able to pay its debts and is not in liquidation.

17.6.7 Moratorium

When a company goes into administration there is an automatic moratorium which
means that creditors are unable to bring claims for debts owed for the duration of
the administration period. There can also be an interim moratorium that comes into
effect when the court receives the application.

17.6.8 Powers of the administrator
The administrator has wide powers and “may do anything necessary or expedient for
the management of the affairs, business and property of the company.”

17.6.9 The end of administration

The administration period is 12 months, but this can be extended, and often is, in
complex cases. In some instances, the company can be rescued as a going concern
and the directors can resume control of the company. The company can sometimes
also exit administration by way of a company voluntary arrangement.
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In many instances, the administration will end with the distribution of assets to cred-
itors by the administrator or through the appointment of a liquidator.

17.7 Company voluntary arrangement

A company voluntary arrangement (CVA) is a court-sanctioned contractual agree-
ment between creditors and the company whereby creditors agree to a reduction of
their claims against the company and/or a scheme of arrangement for repayments.

This is a procedure that is designed to rescue a company. A CVA requires the agree-
ment of 75% of creditors (by value of their claims) and at least 50% of unconnected
creditors. It is possible that a CVA will bind creditors who are not in agreement. Rights
of secured creditors and the priority of preferential creditors cannot be changed
without the agreement of these creditors

17.7.1 When may a CVA be proposed?

A CVA is intended to be a cheap and flexible rescue procedure. It can be used in an
attempt to stave off insolvency and therefore does not require evidence that the
company is unable to pay its debts. Equally, the procedure is often used as a way to
exit an administration.

17.7.2 Moratorium within a CVA

Unlike in an administration, a CVA does not normally include a moratorium. It is pos-
sible for small companies in a CVA to have a 28-day moratorium if they fulfil certain
criteria. Occasionally CVAs are combined with an administration which comes with
its own moratorium.

17.7.3 Proposing a CVA
Unless the company is in administration or in liquidation, a CVA proposal can only be
made by directors of the company.

If the company is in administration or liquidation, only the administrator or the liqui-
dator can make the proposal.

17.7.4 Appointment of a nominee
The CVA proposal involves the appointment of a nominee who must be a qualified
insolvency practitioner. Where the company is in administration or liquidation this
will often be the administrator or liquidator.

17.8 Fixed-asset receivership

One of the major advantages of holding a fixed charge over an insolvent compa-
ny’s assets is that the fixed-charge holder can appoint a receiver to sell the charged
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property or to receive rent from it. These are sometimes referred to as LPA receivers
due to the powers in the Law of Property Act 1925; however, this is misleading as
charge holders are more likely to use contractual powers from the loan agreement.

Creditors with floating charges that pre-date 15 September 2003 are able to appoint
an administrative receiver —this is increasingly rare and in the vast majority of cases,
floating charge holders must go down the administration route.

17.9 Moratorium (standalone procedure)

There is now an opportunity for directors of companies that either are insolvent or
are likely to become insolvent to apply for a 20-working-day moratorium. This mora-
torium is intended as a short-term breathing space for a struggling company.

17.10 Commercial awareness talking point

Insolvency is a complex and detailed subject that is not always extensively taught on
undergraduate law degrees. The subject is, however, inextricably linked with nearly
every aspect of company law and business law and practice and should be at the
forefront of a lawyer’s mind when advising a client.

This is clearly the case when a business is in financial difficulty, but it is equally
important at the beginning of the business, when deciding which type of business
organisation to make and how to finance the business.

Understanding the dangers of insolvency for directors is vital, as is deciding on the
appropriate type of insolvency procedure if one is needed.

Chapter 17 revision points

® There are two tests for insolvency; either:
The balance sheet test, where a company’s liabilities are greater than its
assets,
or
The cash flow test, where a company is unable to pay its debts as they
become due.
® The usual way for a creditor to prove a company is insolvent is to serve a statu-
tory demand on a creditor for an unpaid debt — if this remains unpaid for
21 days, this is evidence that the company is insolvent.
® Insolvency does not mean that the company ceases to exist, but it may mean
that the company enters into one of the following insolvency procedures:
Company voluntary arrangement (CVA).
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Administration.
Winding up.

® Ina winding up, assets are distributed to creditors. Nominally this is accord-
ing to the pari passu principle. In practice, secured creditors will receive more
of their money than unsecured creditors.

® In an administration and a winding up, administrators and liquidators have
the power to examine the affairs of the company and may seek to claw back
money from directors and others.
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18.1 Chapter overview

Personal insolvency, and in particular any subsequent bankruptcy, has historically
been the cause of historical stigma. In modern times, more streamlined personal
insolvency processes have been introduced that mean that in many cases personal
insolvency, although not an ideal situation, does not have to be a permanent blight
onanindividual’s life chances. Even with these changes, personal insolvency remains
highly significant for solicitors, directors of companies, and partners and will often
mean that the insolvent individual is unable to continue operating in business or
practice in the same way for a period of time. An individual who is bankrupt cannot
be a director of a company unless they have been granted permission by a court.
Bankrupt individuals who continue as directors commit a criminal offence and can
face two years’imprisonment and a fine.

18.2 Personal insolvency

An individual is insolvent when they are unable to pay their debts when they become
due. Personal insolvency may lead to the individual being declared bankrupt; how-
ever, there are alternatives to bankruptcy which will be considered below.

18.3 Bankruptcy

Although often used synonymously with personal insolvency, bankruptcy is a pro-
cess that an insolvent person may go into. The purpose of bankruptcy is to offer both
debtor and creditor protection and has been defined in case law as follows:

Inthe very broadest of terms, the purpose of bankruptcy is to provide protection
to the bankrupt against the claims of creditors in respect of debts and liabilities
as at the commencement of the bankruptcy and to realise the property owned
by the bankrupt as at that date and distribute the realised proceeds among
those creditors.!

1 Azuonye v Kent [2019] EWCA Civ 1289, per Lord Justice David Richards.
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It could also be said that although bankruptcy is often a painful experience for a
debtor, the process can also provide a much-needed escape from the financial chaos
of personal insolvency.

18.4 Applying for bankruptcy — debtors

Individual debtors can make an online application to be made bankrupt. This is no
longer a court process but involves an application to an adjudicator who will decide,
usually within 28 days, whether the individual will be made bankrupt.

18.5 Petitioning for bankruptcy — creditors

A creditor can also initiate bankruptcy proceedings at the debtor’s local county court
if the following criteria can be met:

@ The creditor must be owed at least £5,000 in liquidated unsecured debts. (A
petition can still be brought if the creditor has a debt lower than £5,000 but the
combined debts owed to other creditors also bringing proceedings amounts to
or is greater than £5,000.)

® The creditor must prove that the debtor is insolvent. The debtor is deemed
unable to pay his debts as they become due (therefore, insolvent) if the credi-
tor serves a statutory demand on the debtor and the debtor neither com-
plies with the demand nor takes action to set the demand aside within three
weeks.

@ The creditor needs to serve the bankruptcy petition on the debtor. This must
be done in person usually by an agent who also needs to sign a witness state-
ment confirming that they have served the petition. It is not uncommon for
debtors to make themselves very elusive at this stage if they are keen to avoid
bankruptcy. In these circumstances the creditor can apply to the court for an
order permitting substituted service (such as posting the petition to the credi-
tor’s address).

18.6 The role of the official receiver/
trustee in bankruptcy

On bankruptcy, the assets of the debtor are vested in the official receiver who usu-
ally acts as the trustee in bankruptcy. The official receiver (OR) is a civil servant
who is an officer of the court whose role is to administer the bankrupt person’s
estate and distribute assets to the bankrupt debtor’s creditors. The OR is respon-
sible for assessing the state of the debtors finances and has a number of pow-
ers to override certain transactions that the debtor has entered into in order to
enhance and protect assets available for distribution. It is possible for the court to
appoint an insolvency practitioner as trustee in bankruptcy other than the OR in
some circumstances.
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18.7 Property available for distribution

Most of the debtor’s property (or former property as it is now vested in the OR) is
available for distribution. The debtor will be permitted to keep some necessary assets
for living, clothing, and furniture and tools of the trade for employment.

If the debtor is a homeowner, his title is vested in the OR on bankruptcy. If others
have an interest or right to live in the home, eviction cannot happen without a court
order and is likely to be very difficult for the first year after bankruptcy. After one
year the creditor’s interests are deemed to outweigh any others and an eviction
order is much more common. A relatively recent addition to the law in this area is
the “three-year rule” which means that if the OR does not sell the debtor’s home
in the three years after the bankruptcy order, then the property will return to the
debtor.?

18.8 Challenging past transactions

The OR can challenge transactions that the debtor has entered into up to five years
prior to the date of the bankruptcy order; however, a successful challenge is much
more likely within two years because the OR would not need to prove insolvency.

Transactions that can be challenged include:

@ Unlawful preferences

This is broadly the same as an unlawful preference discussed in the corpo-
rate insolvency context (discussed in Chapter 17). A preference is where, at a
relevant time, the bankrupt individual does something or allows something to
be done that places a creditor in a better position than they would have been
had the thing not been done.

The relevant time is two years prior to the onset of insolvency where the
transaction is with someone who is an associate of the individual (otherwise
than by reason only of being its employee), otherwise the relevant time is six
months prior to insolvency.

@ Transactions at an undervalue

Transactions at an undervalue are those transactions entered into by the
bankrupt individual at a relevant time with another person and the bankrupt
individual either receives no consideration, or the consideration is marriage or a
civil partnership, or the value of the consideration received is significantly less
than the value given by the company.

The “relevant time” is five years prior to bankruptcy. If the transaction was
more than two years prior to bankruptcy, then it must be proved that the

2 S.283AInsolvency Act 1986.
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bankrupt individual was either insolvent at the time or became insolvent as
a result of this transaction. Even if the transaction was over two years prior to
bankruptcy, if the transaction was with an associate, then insolvency is pre-
sumed unless proven otherwise.

Transactions defrauding creditors

These are transactions at an undervalue that are specifically designed to
prevent creditors having access to certain assets. In practice it is quite difficult
to prove the necessary intention. The legal test comes from s.423 Insolvency
Act 1986:

In the case of a person entering into such a transaction, an order shall only

be made if the court is satisfied that it was entered into by him for the pur-

pose —

(@) of putting assets beyond the reach of a person who is making, or may

at some time make, a claim against him, or

(b) of otherwise prejudicing the interests of such a person in relation to the

claim which he is making or may make.

If the court finds there is an infringement, it has a wide discretion to make
an order aimed at putting the creditor in a position they would have been in
had the transaction not been entered into and otherwise protect the interests
of those who are the victims of the transaction.

Extortionate credit transactions

The trustee in bankruptcy has the power to apply to court to adjust a credit
transaction entered into under three years prior to bankruptcy if the terms of
the agreement are grossly exorbitant. This power seems to be used very rarely
and there is no reported case law about it.

18.9 Distribution of assets

The distribution of assets to creditors follows similar principles to corporate insol-
vency with pari passu applying, with the general presumption that all creditors rank
equally, and they are entitled to receive a share of the debtor’s assets proportionate
to how much they are owed of the total debts. In practice, as with corporate insol-
vency, pari passu is rarely the case because some creditors have secured interests. If
there are fixed creditors, for example a lender who has been granted a mortgage on
a property, the lender can sell the charged property (subject to a court order consid-
ering rights or interests of others in the property).

Remaining assets will be distributed in the following order:

Bankruptcy costs. Principally the professional charges of the OR.

Preferential creditors. Any employees and also HMRC.

Unsecured creditors.

Postponed creditors. This refers to debts owed to a spouse or civil partner of
the debtor.
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18.10 Discharge from bankruptcy

Bankruptcy begins when the order is made and ends when the bankrupt individual
is discharged. This is nominally on the one-year anniversary of the bankruptcy order
but in practice this can be a lot longer.

18.11 Bankruptcy alternatives

Although bankruptcy may be unavoidable it is normal for debtors and creditors to
consider various options first.

18.11.1 Informal negotiation

The obvious thing for an insolvent debtor to do is to enter into individual agreements
with creditors. It is often in the interests of a creditor to accept compromise pay-
ments or to make extensions on loan payments. Such negotiations can be very use-
ful, if only to ascertain whether the debtor’s position is merely temporarily difficult
or more terminal.

18.11.2 Individual voluntary arrangement (IVA)

An individual voluntary arrangement (IVA) is very similar to a company voluntary
arrangement (CVA) discussed in the previous chapter. IVAs are sought after a bank-
ruptcy petition has been served or to avoid one completely.

The effect of an IVA is to avoid some of the stigma and restrictions that come with
bankruptcy. The IVA can give a much-needed breathing space because it will pre-
vent creditors bringing actions to enforce debts. The IVA needs the agreement of
75% of unsecured creditors who will be contacted by the nominated insolvency
practitioner.

An IVA sometimes leads to bankruptcy anyway as the insolvency practitioner can
make the debtor bankrupt and/or cancel the IVA if the debtor fails to make agreed
payments.

18.11.3 Debt relief order

In certain circumstances a debtor can apply for a debt relief order (DRO) which will
bring protection from creditors for a number of debts. The following criteria need to
apply:

The debtor owes £30,000 or less.

The debtor has £75 or less available income each month.

The debtor does not own their own house.

The debtor does not have assets worth £2,000 or more.

The debtor does not own a car worth more than £2,000.

The debtor has not applied for a DRO in the last six years.
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18.12 Commercial awareness talking point

Although much of the stigma of bankruptcy has been diminished in recent years and
the processes have been significantly improved, personal insolvency is extremely
stressful and can often present problems that can appear insurmountable to indi-
viduals. Clients need to be drawn to the range of options that are available and may
even mean that bankruptcy is not inevitable.

Chapter 18 revision points

® Personal insolvency occurs when an individual is unable to pay their debts as
they fall due; this will usually be determined by the non-payment of a statu-
tory demand or the non-payment of a court order.

® Personal insolvency can lead to bankruptcy and a creditor can petition to
court if the debt is £5,000 or more.

® Debtors canalsoapply for bankruptcy through an online, out-of-court process.

® Bankruptcy is less stigmatised than previously and usually lasts just a year.

® Bankruptcy gives a debtor protection and ensures distribution of available
assets to creditors.

® On bankruptcy, the debtor’s assets are vested in the trustee in bankruptcy
(usually the official receiver) This includes the family home; however, third
parties with rights and interests have a certain amount of protection from
eviction for 12 months.

® There are alternatives to bankruptcy that should be explored first in most sit-
uations: negotiation with creditors, individual voluntary arrangements, and
debt relief orders.
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19.1 Chapter overview

The following multiple-choice questions are designed to reflect the content of many
of the areas discussed in previous chapters. The design of the questions is based on

the style of the sample questions provided by the SRA for SOE1.

19.2 Business organisations

1.

A client runs a small travel agent business. She specialises in organising
adventure holidays in the UK and abroad. The client is currently a sole
trader, but she is considering going into business with a friend and is seek-
ing advice on which business form to use. The client is very organised and
happy to do additional administration. The client hopes that formalising
the business may make it more attractive to her international clients. She
wants the business to grow but is concerned about any exposure she may
have to personal liability if the business should fail.

Which of the following is the best advice to give the client on potential busi-
ness forms?

A

The client should form an ordinary partnership with her friend as this
would be the most cost-effective option.

The client should incorporate a private limited company because it will
offer her limited liability and could help the business raise capital.

The client should incorporate a limited liability partnership because it will
offer her limited liability and means she does not have to file tax accounts.
The client should form an ordinary partnership because its separate legal
personality will be useful when signing contracts.

The client should form a limited company because this is invariably better
for tax reasons.
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Aclient is considering buying ordinary shares in a private limited company
run by two of his friends. The company’s articles are in the form of the
model articles. The client is already very busy with several different pro-
jects so he would like some advice on the extent of his potential new role
within the company and how he might benefit financially from it.

Which of the following best describes the position of a shareholder in a private
limited company?

A.

Shareholders are salaried employees responsible for the day-to-day run-
ning of the company and make most decisions of the company.
Shareholders are not involved in the day-to-day running of the company
and are only required to take a few important decisions. If the company
makes a profit, they may be awarded dividend payments.

Shareholders owe fiduciary duties to the company and are required to pro-
mote the company’s success. If the company makes a profit, they may be
awarded dividend payments.

Shareholders are not involved in the day-to-day running of the company
and do not have any influence on the decision-making in the company. If
the company makes a profit, they may be awarded dividend payments.
Shareholders receive salaries and advise directors on important decisions
of the company.

19.3 Formation of the company

3.

A client is considering operating his business through a private limited
company. He understands that limited liability may offer some protection
to him but is a little vague about the concept. He is thinking of being the
only shareholder and director in the company. He will incorporate a com-
pany using the model articles.

Which of the following explains the client’s limited liability in a private com-
pany best?

A.

His liability will be limited to the nominal value of his paid-up shares. This
means that it is unlikely that he will be sued for any debts of the company
if the business fails.

His liability will be limited to the nominal value of his paid-up shares. This
means that it is impossible for him to be sued for any debts of the com-
pany if the business fails.

Limited liability means that the company is protected from having to pay
creditors.
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D. The client’s liability for the debts of the company is unlimited.
E. Ina private limited company, a director’s liability is limited by insurance.

4. Aclient is seeking to bring a personal injury claim for negligence against a
chemicals company that employed him. The client inhaled chemicals that
were incorrectly labelled and he was not given protective equipment. He
has heard that the company has gone into liquidation, and he wants to
know if it is possible to sue the company’s parent company who set out the
health and safety policies for all its subsidiary companies.

Can the client bring a claim against the parent company?

A. Yes, because the parent and subsidiary company are a single economic

unit.

No. The client was not employed by the parent company.

C. Yes.Hecanclaim against the parent as the subsidiary is clearly acting as its
agent.

D. Possibly. The parent company may owe a duty of care to employees of the
subsidiary.

E. Possibly. The court may find that the corporate veil can be pierced in the
interests of justice.

@

5. AnIT specialist is the sole director and shareholderin a private limited com-
pany that was incorporated in September 2018. The company adopted the
model articles. In August 2018, immediately prior to incorporation, the IT
specialist saw an opportunity to purchase £20,000 of computer hardware
on behalf of the company from a major supplier. As the hardware has been
defective, the IT specialist and the company have so far refused to pay the
£20,000 and the supplier is bringing legal proceedings for the debt.

Which of the below best explains who is potentially liable for the debt?

A. The company, because it is a separate legal personality, and the specialist
made the contract on its behalf.

B. The specialist, because the company was not in existence when the con-
tract was formed, and the specialist was purporting to act on the com-
pany’s behalf.

C. The company because the specialist was acting as the company’s agent.

D. The company and the specialist are jointly liable.

E. The company only, as its articles permit pre-incorporation contracts.

6. Aclient hasdecided to incorporate a private limited company to run a busi-
ness selling computer software. The company was successfully registered
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in September 2020. The client specialist is the only director and share-
holder. In August 2020, the client formed a contract on behalf of the new
company with a large multinational firm to purchase computer hardware.
The multinational firm was unaware that the company had not yet been
incorporated. The computer hardware was delivered in October 2020,
but the client claims that it is defective. So far, the bill for the hardware is
unpaid and the multinational firm is about to commence legal proceed-
ings to recover the debt.

Can the client be sued on the contract for the computer hardware?

A
B.

C.

No, because he was acting for the company when he formed the contract.
Yes, because the client was purporting to act on behalf of the company or
as its agent and there was no evidence of a contrary intention.

Yes, because as an agent for the company, the client was personally liable
for the debt.

No, as the hardware was delivered after the company was registered, it will
be the company that is liable.

No, because the multinational firm should have done a company search as
due diligence before entering the contract.

19.4 Constitution of the company

7.

A client runs a partnership with two friends. They have decided to incor-
porate a private limited company. The client has heard that the articles of
association are a statutory contract and would like advice on how they can
protect her rights in the company.

What explains best how rights in the articles can be enforced by shareholders?

A

The articles are a statutory contract that bind the shareholders and the
company. All rights in the articles can be enforced by shareholders.

The articles are a statutory contract that bind the shareholders and the
company. The rights in the articles can only be enforced by the company as
it is a separate legal entity.

The articles are a statutory contract that bind the shareholders and the
company. Shareholders can enforce rights that relate to their shares, for
example, voting rights.

The articles are a statutory contract that bind the shareholders and the com-
pany. Rights in the articles can only be enforced through a derivative action.
The articles are a statutory contract that binds the shareholders and the
company. Only rights relating to the management of the company can be
enforced. For example, the right to be a director.
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8. Aclient runs a partnership with two friends. They have decided to incor-
porate a private limited company. The client has heard about sharehold-
ers’agreements and would like to know in what ways they can protect her
interests.

Which best explains the nature and purpose of a shareholders’ agreement?

A. A shareholders’ agreement is a contract between some or all the share-
holders. It is a private agreement to which the company is not party. These
agreements can protect minority shareholders’ interests and are often
easier to enforce than the articles.

B. A shareholders’ agreement is a company document registered at
Companies House on incorporation. It can be enforced in certain situations
by individual shareholders if their rights have been infringed.

C. A shareholders’ agreement is a contract between all the sharehold-
ers, past and present, in the company. It can be amended by special
resolution.

D. A shareholders’ agreement is a contractual agreement like the articles of
association. Companies can either have articles of association, a share-
holders’ agreement, or both.

E. A shareholders’ agreement is a contract between the shareholders that is
required by law to befiled at Companies House. The agreement contains rules
for the governance of the company that can be enforced by shareholders.

9. A private limited company was incorporated in 2016 with the model arti-
cles (unamended). There are two directors. The company would like to
form a new contract with a new supplier that is managed and owned by
one of the director’s spouses. The director has declared his interest in the
transaction.

What needs to happen so that the board can resolve to enter into the contract?

A. The shareholders must pass a special resolution to disapply Model

Article 14.

B. The shareholders must pass an ordinary resolution to disapply Model
Article 14.

C. The shareholders must pass an ordinary resolution to remove Model
Article 14.

D. No shareholder action is required as the board can enter into the contract
under its powers of general management.

E. No shareholder action is required as the director has already declared his
interest in the proposed transaction.
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19.5 Roles in the company

10. The board of a private limited company would like to remove its company

secretary. The company secretary is not a director of the company but does
hold 30% of the issued ordinary shares. It is likely that the company secre-
tary will resist removal. The company was incorporated in 2018 with the
model articles.

What procedures need to be followed to remove the company secretary?

A.

An ordinary resolution at a general meeting is required and special notice
is required. Companies House must also be notified.

A special resolution at a general meeting is required and special notice is
required.

An ordinary resolution is required; this can be a written resolution or be
done at a general meeting. Companies House must also be notified.

A board resolution is required, and the company must notify Companies
House.

A special resolution is required at a general meeting or by written
resolution.

19.6 Financing the company

11. Aclientis a director and shareholder in a private limited company in which

she holds £75,000 out of the £100,000 of issued share capital. The share
capital consists of only one class of ordinary shares. There is one other
director who holds the remaining 25% of shares. The business has pros-
pered and now has significant assets including expensive heavy machin-
ery valued at over £200,000. The two directors have not always agreed,
however, and there have been occasions when the client has had to rely on
her majority voting power to ensure that important decisions went in her
favour. Both directors are agreed that the company needs to raise capital
for expansion. Neither director wants to take on any personal liability. The
other director has suggested that the company issues £100,000 in ordi-
nary shares to her husband. Your client is uncertain about whether the
company should do this or simply take a loan from the bank.

Which of the following would be the best advice to the client in this case?

A.

Issue shares to the director’s husband because a loan would not be pos-
sible because the company would be unable to grant the bank any security.
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B. Aloan, secured by a fixed charge on the machinery, may well be the best
option.

C. lIssuing ordinary shares to the other director’s husband is the best option
as they have worked well in the past.

D. Aloan would be the best option, but one or both directors would need to
offer a personal guarantee to the bank.

E. Issuing ordinary shares to the other directors would be the best option as
this will mean that in the future the client will be entitled to a larger share
of the profits.

12. Thedirectors of a private limited company are seeking new investment and
would like to allot 10,000 new ordinary shares to new shareholders. The
company was registered in 2012 and adopted the model articles which are
unamended. There is only one class of shares.

Is shareholder approval required for the new allotment of shares to go ahead?

A. Yes, because although the board have the power to allot shares, a special
resolution is required to disapply the existing shareholders’ pre-emption
rights.

B. No, because under their powers of general management, the board always
has an unrestricted power to allot shares.

C. No, because it is a private company with only one class of shares and the
board already has authority.

D. Yes, shareholder approval is always required for an allotment of shares.

E. No, because the shares are ordinary shares and do not attract class rights.

13. The board of a private limited company would like to make an allotment
of shares to a new investor. The company was incorporated in 2015 with
the model articles (unamended) and there is only one class of shares. The
new investor’s investment is conditional on him having a 25% share in the
company. To achieve this, the company needs to disapply the pre-emption
rights of the other shareholders. This is likely to be resisted by one of the
existing shareholders who holds 30% of the shares.

If the shareholder opposes the disapplication, can it go ahead?

A. No.Aspecial resolution is required, and the 30% shareholder will be able to
prevent this.

B. Yes. The remaining shareholders will have enough votes for the ordinary
resolution required.

C. Yes.The board has the power in the articles to disapply the pre-emption
rights.
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No. The disapplication would be a breach of the directors’ duty to exercise
care, skill, and diligence.
No. The allotment can only go ahead if the shareholders waive their pre-
emption rights by deed.

19.7 Shareholders’ decision-making

14. A client is one of three directors of a private limited company. The cli-

ent has been advised by his accountant that it would be tax efficient
if he took a loan from the company of £20,000. The two other directors
are in favour of the loan. The client holds exactly 50% of the issued ordi-
nary shares in the company. The company was incorporated in 2014 and
the articles are in the form of the model articles which have not been
amended.

Does the loan require shareholder approval?

A.
B.

C.

15.

Yes, an ordinary resolution is required.

Yes, a special resolution is required because all directors have a conflict of
interest.

The loan can only be made with a court order.

No, the loan can be approved by the board using their powers of general
management in the articles.

No, shareholder approval is not required because the client holds sufficient
shares to get an ordinary resolution.

A private limited company was incorporated in 2010 with the model arti-
cles. There is only one class of shares and there is an issued share capital of
100,000 ordinary shares which have a nominal value of £2 each. All of the
shares are paid up. A client is a shareholder in the company and would like
the company to call a general meeting to discuss a number of issues that
are concerning him about how the company is being run. The client holds
3,000 shares.

Can the client require the board to call a general meeting?

A

B.
C.
D

Yes, any shareholder has the right to call a general meeting.

No, because he holds less than 5% of the issued ordinary shares.

Yes, because he holds over 10% of the issued share capital.

No, the power to call a general meeting is vested in the board of directors
only.
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E. No, the model articles stipulate that only shareholders with 25% of the
issued shares can call general meetings.

19.8 Directors’ decision-making

16. The board of a private limited company would like to remove its company
secretary. The company secretary is not a director of the company but does
hold 30% of the issued ordinary shares. It is likely that the company secre-
tary will resist removal.

What procedures need to be followed to remove the company secretary?

A. Anordinary resolution at a general meeting is required and special notice
is required. Companies House must also be notified.

B. A special resolution at a general meeting is required and special notice is
required.

C. An ordinary resolution is required; this can be a written resolution or at a
general meeting. Companies House must also be notified.

D. A board resolution is required, and the company must notify Companies
House.

E. Aspecialresolutionisrequired atageneral meetingor by written resolution.

17. The board of a private limited company are meeting to discuss entering
into a contract. A client is one of the directors and he has declared an inter-
est in the proposed transaction. The company was registered in 2010 and
the articles are in the form of the model articles (unamended). There are
three directors on the board.

What quorum and voting requirements need to be fulfilled for the board to
pass a resolution to enter the contract?

A. The required quorum is two directors. The client can vote and be counted
in the quorum because he has declared his interest in the transaction. A
bare majority of directors in favour is required.

B. The required quorum is two directors. The client cannot vote but can be
counted in the quorum because he has declared his interest in the transac-
tion. Two of the directors must be in favour for the resolution to pass.

C. The required quorum is three directors. To proceed, the shareholders must
first pass an ordinary resolution to disapply a regulation in the articles that
prevents the client voting or being counted in the quorum.
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D.

The required quorum is two directors. The client cannot vote or be counted
in the quorum unless an ordinary resolution is passed to disapply a provi-
sion of the model articles. Without this disapplication the other directors
must both approve for the resolution to pass.

The required quorum is three directors. The client can count in the quorum
but must not vote.

19.9 Directors’ duties

18.

Aprivate limited company was incorporated in 2010 with the model articles
with one amendment that excludes all pre-emption rights. There are three
directors who between them own 40% of the voting shares. One share-
holder owns 50% of the shares and the board are quite concerned that this
amount of voting power may cause the board problems in the future. The
directors have decided that they would like to make a fresh allotment of
shares to another shareholder to distribute voting power more evenly. The
directors are not motivated by personal profit but are concerned about the
future of the company.

Is there a danger that the board could breach their directors’ duties by allotting
the new shares?

A.

19.

No, the board are behaving honestly and are seeking to promote the suc-
cess of the company.

No, because the articles exclude the statutory pre-emption rights, the
board has the power to allot the shares.

Yes, there is a possibility that a court may find that, even though they have
acted honestly, the directors have not exercised their powers for a proper
purpose.

Yes, the directors are in breach of their duty to promote the success of the
company.

Yes, the directors have breached their duty to avoid conflicts of interest.

Aclientis one of three directors of a small engineering company. He also owns
40% of the shares in a manufacturing company. His fellow directors do not
know about his shareholding. The engineering company is negotiating a large
contract with the manufacturing company to supply engineering services.

Advise the client what steps, if any, he needs to take in order that he does not
breach his directors’ duties.

A.

The client will not be in breach of duty providing that he honestly believes
that the contract is in the company’s best interest.
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B. The client needs to disclose an interest in a proposed transaction with the
company. He can make this declaration to the board.

C. Theclientis in breach of his duty to avoid conflicts of interest. He needs to
ask the board to ratify his breach.

D. The client needs to disclose his interest in the engineering company. The
disclosure must be made at a general meeting.

E. The client does not need to declare an interest because there is no reason-
able possibility of a conflict of interest.

20. Aclient is one of five directors of a private limited company. The company’s
articles are in the form of the model articles. The client joined the company
two months ago and had to miss a board meeting recently due to illness.
He has just discovered that the company has signed a lucrative contract
with a large company in which the client holds about 30% of the shares.
The other board members are unaware of this holding.

What steps does the client need to take to avoid liability for breach of duty?

A. No action is required, because the contract was made without his knowl-
edge so there is no reasonable possibility of a conflict.

B. Theclientis in breach of his duty to avoid conflicts of interest; he will need
to ask the shareholders to ratify the breach with an ordinary resolution.

C. Theclient should declare the nature and extent of his interest to the other
directors as soon as is reasonably practicable.

D. The client has failed to declare an interest in a proposed transaction with
the company; he will need to ask the shareholders to ratify the breach with
an ordinary resolution.

E. Theclient should declare the nature and extent of his interest to the share-
holders as soon as is reasonably practicable.

21. Adirector of a private limited company is in breach of his directors’ duty to
avoid conflicts of interest. A minority shareholder would like advice on the
situation and is considering legal action. The company is solvent.

Who can sue the director for the breach of duty?

A. Only the company can sue, as the duties are owed to the company. It will
be for the board to decide whether to bring an action for breach.

B. Only the shareholders can instigate an action through an ordinary resolu-
tion at a general meeting.

C. Thecompanycan bringan action for breach. It will be for the board to decide
whether to bring an action for breach. Individual shareholders may also be
able to bring an unfair prejudice petition or instigate a derivative action.
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D.

E.

22.

Only the company can sue, as the duties are owed to the company. It will
be for the shareholders to approve by special resolution.

Individual shareholders only, by bringing a derivative action on behalf of
the company.

A director of a private limited company has accidentally breached his duty
to avoid conflicts of interest. The company has not suffered a loss from the
breach and the rest of the board are hoping that the breach can be ratified.
Although some shareholders are opposed, 60% of the shareholders who
are entitled to vote on the ratification are happy to support the board. The
company was incorporated in 2014 with the model articles. There is only
one class of issued share capital.

Is it likely that the breach will be ratified?

A

mOoONnw

23.

Yes. The breach can be ratified by a board resolution.

No.The breach can only be ratified by special resolution of the shareholders.
Yes.The breach can be ratified by an ordinary resolution of the shareholders.
No. The breach cannot be ratified.

No. The breach cannot be ratified by the company. It can only be forgiven
by a court as a minor breach.

A client is a director of a private limited company that was incorporated in
2014. On incorporation, the company adopted the model articles with one
amendment stating that contracts made by directors over £50,000 needed
to be authorised by the board.

The client saw a good business opportunity and entered a contract for £60,000
with another firm. The board has now refused to authorise the contract and has
informed the firm that the company is not bound by the contract.

Can the company still be bound by the contract?

A.

No, because the contract was beyond the powers of the director who was
acting outside the company’s constitution. The contract is void.

No, because the firm had constructive notice of the clause in the compa-
ny’s articles.

Yes. The client is in breach of his duty, but the company can still be bound.
Yes. The client is not in breach of his duty as he has acted honestly to pur-
sue a genuine opportunity for the company.

No. If a director is in breach of his duty, he cannot bind the company.



Multiple-choice questions m

19.10 Transactions with directors
requiring shareholder approval

24. Aprivate limited company was incorporated in 2010 and adopted the model
articles which have not been amended. Having operated profitably for the
past ten years the company is now looking to expand and the board are con-
sidering buying some expensive new machinery, independently valued at
£95,000, from the spouse of one of the directors. According to its most recent
set of accounts, the company’s net profits were £1,100,000 and it had net
assets of £900,000. All directors are in favour of purchasing the machinery.

Does the purchase require shareholder approval?

A. No, because the value of the machinery is less than 10% of the net profits
of the company.

B. Yes, because the value of the machinery is greater than 10% of the net
assets of the company.

C. Yes, because a transaction with a director’s spouse always needs to be
approved by a general meeting.

D. Yes,thiswill need to be approved by special resolution in a general meeting.

E. No, because the purchase is of machinery and not land.

25. Thedirectors of a private limited company have decided to sell some heavy
machinery to the spouse of one of the directors. According to the most
recent accounts the machinery is valued at £105,000. The company has net
profits of £800,000 and net assets of £2,000,000.

The company was incorporated in 2018 with the model articles which have not
been amended.

Does the sale of machinery require shareholder approval?

A. Yes, because the transaction involves the sale and purchase of a non-cash
asset whose value exceeds 10% of the company’s net profits.

B. Yes, because the transaction involves the sale of a non-cash asset whose
value exceeds £100,000.

C. No, because although there is a potential conflict of interest, this can be
disclosed to the board.

D. Yes, because all potential conflicts of interest should be declared at a gen-
eral meeting.

E. No, because the value of the non-cash asset does not exceed 10% of the
company’s net assets.
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26. Aclientis one of three directors of a private limited company. The client has

been advised by his accountant that it would be tax efficient if he took a
loan from the company of £20,000. The two other directors are in favour of
the loan. The client holds exactly 50% of the issued ordinary shares in the
company. The company was incorporated in 2014 and the articles are in
the form of the model articles which have not been amended.

Does the loan require shareholder approval?

A.
B.

C.

27.

Yes, an ordinary resolution is required.

Yes, a special resolution is required because all directors have a conflict of
interest.

No, the loan can only be made with a court order.

No, the loan can be approved by the board using the powers of general
management in the articles.

No, shareholder approval is not required because the client holds sufficient
shares to get an ordinary resolution.

The board of a private limited company want to employ a new director on
a five-year contract to lead them in an exciting new development. The pro-
posed contract contains a term under which the company can terminate
the contract with three months’ notice. The company was incorporated in
2012 under the model articles which have not been amended.

Do the appointment and the contract require shareholder approval?

A.

28.

No. The board have the power to appoint the director under the articles.
The contract does not need to be approved by the shareholders because
the contract can be terminated with less than two years’ notice.

Yes. The appointment requires approval by ordinary resolution and the pro-
posed contract needs a special resolution as it is for longer than two years.
The board has the power to appoint the director under the articles. The
shareholders need to approve the contract by ordinary resolution.

No. The board always has the power to appoint a director and to approve
the contract.

Yes. The appointment of the director and the contract both need ordinary
resolutions.

A director of a private limited company has agreed to resign his position
with the company. The board have agreed to pay him £1,000 as compen-
sation for loss of office. The company was incorporated in 2010 with the
model articles (unamended).
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Is shareholder approval required for the payment?

A. Yes. An ordinary resolution is required. This can either be a written resolu-
tion or in a general meeting.

B. No. The payment is a small payment; therefore it is exempt from the
requirement for shareholder approval.

C. No.The model articles contain a provision exempting the requirement for
private limited companies.

D. Yes.Aspecial resolution is required.

E. Yes. The payment must be authorised by an ordinary resolution at a gen-
eral meeting.

19.11 Minority shareholder protection

29. Aclient is the director of a private limited company that has been involved
in a dispute with a minority shareholder that has led to the filing of an
unfair prejudice petition. The shareholder holds 20% of the issued ordinary
shares. Although all shareholders in the company were once very good
friends, their relationship has now broken down irreconcilably. The client
is concerned that the shareholder will win the petition and is concerned
about what the remedy imposed by the court might be. The company is
very profitable and relations between all other shareholders and directors
are excellent.

Which of the following is the most likely remedy to be ordered by the court if
there is a finding of unfair prejudice?

A. Anorder that the minority shareholder’s shares are purchased by the com-
pany or the other shareholders.

B. An order that the minority shareholder purchases the shares of the
majority.

C. Anorder that the minority shareholding is transferred to a third party.

An order that makes the minority shareholder a director of the company.

E. Anorderfora just and equitable winding up of the company.

)

19.12 Partnerships

30. A client has decided to incorporate an LLP with three business partners to
run a new enterprise. Two of the business partners are keen to invest in the
partnership but do not wish to be involved in the management at all. They
are keen on your client being one of the designated partners.
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Which of the following best describes the position of a designated partner?

A. Designated members are legally qualified solicitors or accountants
who fulfil the same role company secretaries perform in public listed
companies.

B. Designated members take responsibility for the management of the part-
nership and have unlimited liability for the debts of the partnership.

C. Designated members have more duties than ordinary members and these
involve the responsibility to file documents with Companies House.

D. Designated members are nominated by Companies House.

E. Designated members are qualified chartered accountants.

31. Aclient has been in an ordinary partnership with two friends for the past
two years. During that time the three partners have contributed equally
to the capital of the business. In accordance with the partnership agree-
ment, the client has received half of the profits; the remaining half has
been divided equally between the other partners.

The business has recently suffered large losses and is being pursued by
creditors.

What advice should the client receive about her potential liability for debts of
the business?

A. The client could be sued for all the debts because in an ordinary part-
nership, partners are jointly and severally liable for the debts of the
partnership.

B. Theclientisonly liable for half of the debts because in an ordinary partner-
ship, partners are jointly liable for the debts of the partnership.

C. Theclient is not liable for the debts because the partnership is a separate
legal personality independent of the partners.

D. The clientis only liable for one-third of the debts of the partnership.

E. The client’s liability is limited to the paid-up value of her initial investment
in the partnership.

32. A client was one of three partners in a partnership from 2015 until she
left in July 2020, selling her partnership share to a new partner. There is
no partnership agreement and the partnership had not been registered at
Companies House. Litigation has just been commenced by a supplier who
is claiming that the partnership is liable for £20,000 for an unpaid debt
relating to a contract that was formed between the partnership and the
supplier in August 2020.
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Which of the following is the best explanation of the client’s potential liability
for the £20,000 debt?

A. The client cannot be liable because she was not in the partnership when
the contract with the supplier was formed.

B. The client will not be liable for the debt providing the notice requirements
under the Partnership Act have been complied with and she has not held
herself out (or allowed herselfto be held out) as being a partner since retiring.

C. Partners are jointly and severally responsible for all partnership debts, the
client will always be liable unless the partnership is dissolved.

D. Theclient will not be liable, and neither will the partners, because the part-
nership is a limited liability partnership and has separate legal personality.

E. The client will always be jointly liable for her share of the debt with the
new partner.

33. Aclient is in an ordinary partnership with her two nephews. They do not
have a written partnership agreement. The client contributed 50% to the
start-up capital of the partnership and the nephews 25% each. The client
has become irritated that she has been working full time for the partner-
ship and the nephews have been barely working one day per week. The
partners have all agreed to dissolve the partnership and go their separate
ways. There are no creditors.

Which of the following best describes how the partnership income and capital
profits may be distributed?

A. The partners will share the capital profits equally, but the client will get

more of the income profits because she has worked more hours.

The client will receive 50% of all profits.

C. As there is no partnership agreement, the presumption is that all profits
will be shared equally.

D. Thenephews are in breach of their fiduciary duties in not working full time
and are not entitled to any profits.

E. The partners will share the capital profits equally, but the client is entitled
to 50% of the income profits.

@

34. Four IT specialists run a business as an ordinary partnership. Three of the
partners would like to make an amendment to the partnership agreement
so that profits can be shared according to how much time each partner
spends in the business. The partnership agreement is very short and con-
tains no provisions relating to decision-making or changing the agreement.
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Advise the partners if they can change the partnership agreement if the fourth
partner does not support the change?

A.

m O N ®

35.

No.The partnership agreement can only be altered by all partners agreeing.
Yes. The agreement can be altered by 75% of the partners.

Yes. The agreement can be altered by a bare majority of the partners.

Yes. Agreements relating to profit sharing can be altered by a bare majority.
No. All partnership decisions must be unanimous.

Four partners have been running a small market bakery stall for the past
three years. The partnership has not been registered at Companies House.
Recently three of the partners have decided that they can no longer work
with the fourth partner for largely personal reasons that do not relate to
the partnership business. The written partnership agreement does not
contain any clauses relating to the removal of a partner.

What advice should the three partners be given on their power to remove a

partner?
A. Asthereisnothingtothe contraryin the partnership agreement, the fourth
partner can be removed by the other partners as they are in the majority.
B. Asthe partnership agreement does not contain a clause for the removal of
a director, the three partners cannot remove the other partner.
C. The fourth partner can be removed because the other partners agree and
together constitute 75% of the partners.
D. The fourth partner can be removed if two other partners agree.
E. The fourth partner can be removed by the other partners if they have con-
tributed over 50% of the partnership capital.
36. Aclient is one of three partners in a pottery-making business. The partner-

ship has not been registered at Companies House and there is no writ-
ten partnership agreement. The two other partners are very keen that
the business expand and would like to employ a new marketing director
whose role would be to find new markets for existing products made by
the partnership The client is not convinced by this plan and thinks that
expanding is not a good idea in the current economic climate.

Advise the client if the decision to employ the marketing director needs his
approval.

A.

The decision to employ the marketing director requires unanimous con-
sent of the partners because it is a significant change to the business.
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B. The decision to employ the marketing director can be made by a majority
of the partners as it does not change the nature of the business.

C. Decisions to employ staff can only be made by unanimous consent of the
partners.

D. Decisions to employ staff can only be made by 75% of the partners.

E. The marketing director cannot be employed because ordinary partner-
ships do not have legal personality.

19.13 Business accounts and tax

37. A company has a pool of plant and equipment worth £2,370,500 at the
start of the period. There were additions of £550,000 during the current
period.

If nothing else has changed, what would be the capital allowance for the cur-
rent period?

A. £426,690.
B. £550,000.
C. £976,690.
D. £525,690.
E. £1,000,000.

38. Acompany has a pool of plant and equipment worth £2,370,500 at the start
of the period. There were additions of £550,000 during the current period.

What would be the WDV of this pool of assets to be carried forward to the next
financial period?

A. £1,943,810.
B. £1,820,500.
C. £1,000,000.
D. £426,690.
E. £550,000.

39. A business provides the following information which relates to the previ-
ous accounting period:
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Income and expenditure items £

Wages and salaries 602,000
Sale of plant and equipment 200,000
Rent and insurance of buildings 45,000
Materials used in the production of goods | 200,500
Power, light, heat, and water used 78,000
Sales to good and services customers 1,645,000

What is the trading profit for tax purposes for this entity for the accounting

period?

A. £997,500.

B. £797,500.

C. £1,645,000.

D. £919,500.

E. £719,500.

40. A sole trader is concerned that HMRC may decide that some of his recent

tax arrangements may have contravened the general anti-abuse rule
(GAAR).

If there has been an infringement which of the following is correct?

A.

m O N ®

41.

HMRC will bring a criminal prosecution for breach of the GAAR.

HMRC will impose a fine for breach of the GAAR.

HMRC will require the sole trader to make an adjusted payment of tax.
HMRC will refer the matter to the Serious Fraud Office.

HMRC will give the sole trader a written warning as it is a first offence.

Inthe 2022/2023 tax year a man has received the following payments:

Gross salary from employment: £12,250.
Interest on savings: £4,999.
Dividends from shares: £2,000.

He also made a profit of £10,000 on a one-off sale of a vintage car he purchased
in 2015.
The standard tax-free personal allowance for 2022/23 is £12,570.
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Based solely on the facts above, what is the man’s liability for income tax for

2022/2023?
A. £0.
B. £400.
C. £4,400.
D. £99.80.
E. £4,499.80.

19.14 Insolvency

42. A private limited company is a trade creditor of another company that has
just entered administration. There are several creditors, both secured and
unsecured.

Which of the following is correct about the statutory objectives of the
administrator?

A. Theadministrator must attempt to rescue the company as a going concern.

B. The administrator must rescue the company as a going concern.

C. The administrator must only attempt to realise property for secured
creditors.

D. Theadministrator is appointed by the floating charge holder so only needs
to recover property secured by the floating charge.

E. The administrator is only responsible for returning money to unsecured
creditors.

43. A client runs a small business that manufactures parts and sells them to
a large engineering company that is a private limited company. The engi-
neering company always pays very late and there are currently outstand-
ing debts of £1,000. The engineering company’s latest set of accounts state
that it has annual profits of £10,000,000 and assets of £50,000,000. The
client won a court action for the unpaid debt two months ago and has now
served a statutory demand on the engineering company. The client has not
heard anything from the engineering company for 24 days.

Is the client able to proceed with a winding-up petition against the company?

A. No, because the company is not insolvent according to the balance sheet
test.
B. No, because there is no evidence that the company is insolvent.
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44,

Yes, because failing to pay the statutory demand means the company is
deemed to be unable to pay its debts as they become due.

No, the client is unable to proceed because it would be a misuse of the
winding-up process as the company is not insolvent and the client will
incur expenses that he cannot recover.

No, the client cannot proceed until 28 days after the statutory demand has
been served.

A private limited company has entered into the following loan agreements:

£100,000 borrowed from Bank A. The company granted the bank a floating
charge over its whole undertaking on 21 August 2018. The charge was not
registered.

£200,000 borrowed from Bank B. The company granted the bank a float-
ing charge over its whole undertaking on 20 January 2020, and the charge
was registered on 30 January 2020. Bank B was aware of the earlier charge
granted to Bank A.

£100,000 borrowed from Bank C. The company granted a floating charge
over its whole undertaking on 1 December 2020, and the charge was reg-
istered on 14 December 2020

Which of the banks, if any, will have priority in the event of a winding up?

A.
B.

C.

45.

None of the banks will have priority as they all have floating charges.
None of the banks will have priority because the rule of pari passu will
apply.

Bank A will have priority as its floating charge was created first and Bank B
had notice.

Bank Cwill have priority because its floating charge was registered earliest.
Bank B will have priority because its floating charge is registered, and the
charge was granted earlier than Bank C.

A winding-up petition of a private limited company was announced in the
London Gazette last week. A client is an unsecured creditor, and he spots
the petition. The client knows that the company has £500,000 of assets
remaining and that unusually there are no secured creditors (including
floating charge holders). There is an outstanding debt of £100,000 to be
paid to HMRC and also a small number of employees who have not been
paid for the last month. The client is owed £100,000 out of total debts of
£1,000,000. The client is hoping that he will receive £50,000 in the wind-
ing-up. The client’s debt is the earliest of all the creditors.
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Is the client likely to receive £50,000?

A. Yes. As the remaining assets will be divided amongst the creditors accord-
ing to the proportion of the debt that they are owed.

B. No.The employees and HMRC are preferential creditors, and they take pri-
ority. There will also be the expenses of the winding up.

C. No. The client will receive £100,000 as his claim takes priority because it is
the earliest.

D. Yes. Unsecured creditors usually receive 50% of their money in a winding
up.

E. No, as there are preferential creditors. As an unsecured creditor, however,
he will benefit from the top-slicing provisions, and this should enhance the
amount he does receive.

46. Afreelance musician has decided to apply for bankruptcy. He is aware that
most of his remaining assets will be vested in the trustee in bankruptcy.
He is particularly concerned that he will lose one asset, a valuable antique
violin which the musician purchased with a personal unsecured bank loan
five years ago.

Which of the following decisions is the trustee in bankruptcy most likely to
make with regard to the violin?

A. The violin would be sold, and the proceeds would all go to the bank who
originally lent the money.

B. The violin would be considered a “tool of the trade” and the musician will
probably be able to keep it; however, it is possible that it may need to be
replaced with a cheaper violin.

C. Themusician will be allowed to keep the violin as it falls within the “cultural
value” exception in the Insolvency Act 1986.

D. The violin will be sold, and all the proceeds will be distributed to the
creditors.

E. Property in the violin will be vested in the trustee in bankruptcy who must
sell it within three years, otherwise the violin must be returned to the
musician.

47. Aman is about to apply for bankruptcy. He is aware that his property will
vest in the trustee in bankruptcy, and he is concerned about what will hap-
pen with the family home. The man has a wife and three children who are
aged four, eight, and nine, all of whom live at the family home. The man
and his wife are co-owners of the home and are joint tenants.
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Advise the man if his family can continue to live at the family home.

A.

N w

Property vests in the trustee in bankruptcy immediately and the family can
be evicted within 21 days.

The family can live in the house until all the children are 16.

The family can live in the house until all the children are 18.

The trustee in bankruptcy can seek a court order to sell the home; however,
this is unlikely to happen for at least 12 months.

The matrimonial home does not form part of the assets vested in the trus-
tee in bankruptcy.
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20.1 Chapter overview

The following answers relate to the questions in the previous chapter. They are
produced in a separate chapter to enable you test yourselves prior to checking the
answers.

20.2 Business organisations

1. B is the correct answer as the client is concerned about personal liability and
wants the business to grow. A private limited company offers the shareholders
limited liability and the corporate form has many advantages when it comes to
raising capital. A is incorrect as a partnership isn’t always the most cost-effec
tive option. C is incorrect because the client may need to submit tax accounts.
D is incorrect as ordinary partnerships do not have a separate legal personality.
E is incorrect. A limited company may be better for tax reasons, but this is not
invariably the case.

2. B is the correct answer. Shareholders are not responsible for the day-to-day
running of the company, but they are required to make important decisions,
either by the articles of association or the Companies Act 2006. Shareholders
can be awarded dividends out of profits. A is incorrect, although shareholders
can be employees they are not required to be. C is incorrect as shareholders do
not owe fiduciary duties to the company. D is incorrect as shareholders can influ-
ence the decision making of the company. E is incorrect as shareholders do not
receive salaries but can be paid dividends.

20.3 Formation of the company

3. Ais correct. It is likely that limited liability will mean that he cannot be sued for
debts of the business in the business fails; however, it is possible that liability
could be imposed, for example under some of the provisions of the Insolvency
Act 1986. B is incorrect because it is not impossible for liability to be imposed. C
is incorrect as the shareholder has limited liability, not the company. D is incor-
rect as the client’s liability is limited. E is incorrect. It is common for directors and
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officers to have insurance, but this is not what is meant by limited liability in this
context.

4. Dis correct. It is possible, although unlikely, for a parent company to owe a tor-
tious duty of care to the employee of a subsidiary company. A is incorrect. The
single economic unit doctrine is no longer supported by case law. B is incorrect.
Although the client was not employed by the parent company, a tortious duty of
care can still arise. Cis incorrect. Although an agency relationship is possible, it is
far from clear that one exists here. E is incorrect as the courts will not pierce the
corporate veil just to satisfy a nebulous idea of justice.

5. B is correct. Where someone makes contracts with another purporting to be
on behalf of a company that has not yet been registered, that person will be
bound by the contract unless there is an agreement to the contrary. Aand Care
incorrect as the company was not yet in existence. D is incorrect, although the
company could take on the contract. E is incorrect as there is no such clause in
the model articles.

6. B is correct. Where someone makes contracts with another purporting to be
on behalf of a company that has not yet been registered, that person will be
bound by the contract unless there is an agreement to the contrary. A is incor-
rect as the company was not in existence. C is incorrect as the company was not
in existence; also, even if there had been an agency relationship then liability
would have been with the company as principal. D is incorrect as the liability will
date from the time of the contract when the company was not in existence. E
is incorrect. The multinational firm should have done this, but this does affect
whether the client can be sued.

20.4 Constitution of the company

7. Cis the correct answer. The articles are a statutory contract and sharehold-
ers can enforce personal rights directly affecting their shares. A is incorrect
because rights stated in the articles cannot always be enforced by shareholders.
B is incorrect because shareholders can sue in some situations. D is incorrect as
rights can be enforced by other means, for example through an unfair preju-
dice petition. E is incorrect as management rights cannot be directly enforced
through the articles.

8. Ais correct. A shareholders’ agreement is a private contract between some or
all shareholders. B is incorrect as it does not need to be registered at Companies
House. C is incorrect as it does not have to be with all shareholders and can-
not bind past shareholders unless they sign up to it. It can only be amended by
unanimous agreement unless alternative provisions are agreed in the sharehold-
ers’ agreement. D is incorrect. The articles of association are compulsory. E is
incorrect as it is not filed at Companies House.

9. B is correct. MA14 can be disapplied by ordinary resolution. A is incorrect as
an ordinary resolution is sufficient. C is incorrect as removal is not necessary.
D is incorrect as this would be a breach of duty. E is incorrect as the board does
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not have the power to approve the transaction as they do not have the required
quorum.

20.5 Roles in the company

10.

D is the correct answer because the board have the power to remove the com-
pany secretary. The company needs to inform Companies House. A is incorrect
as it refers to the procedure needed to remove a director or an auditor. B, C, and
E are incorrect as the board has the power.

20.6 Financing the company

11.

12.

13.

B is the correct answer. Loan capital would mean that the client’s share of the
company is not diluted. As the company owns substantial fixed assets this may
mean that a secured loan at a competitive rate can be negotiated with a lender.
A'is incorrect because the company can grant a security over the machinery. Cis
incorrect because they have disagreed in the past and issuing more shares to the
other director’s husband may mean that the client loses control over the com-
pany. E is incorrect as the client will be entitled to a smaller proportion of future
profits if her shareholding is diluted.

A is the correct answer. The board have the power to allot shares but would
need to give existing shareholders first refusal because of their pre-emption
rights. These rights can be disapplied by special resolution. (It is possible that
the shareholders could sign a deed waiving their rights, but the special reso-
lution is probably more straightforward.) B is incorrect as the power is often
restricted. C is incorrect as it ignores the pre-emption rights. D is incorrect
because shareholder approval is not needed in many circumstances. E is incor-
rect as the point about class rights is not relevant here.

A is the correct answer. A shareholder with a 30% shareholding will be able
to prevent the special resolution that is required to disapply the pre-emption
rights. B is incorrect as a special resolution is required. Cis incorrect as the board
does not have the power to disapply the pre-emption rights. D is incorrect as
there is nothing to suggest a breach of this duty on the facts. E is incorrect.
Although it is possible to waive the rights, they can also be disapplied by special
resolution.

20.7 Shareholders’ decision-making

14.

A is the correct answer. An ordinary resolution is required. B is incorrect. A
special resolution is not required and, in any event, there is no evidence that
the other directors have a conflict of interest. C is incorrect as a court order is
not required. D is incorrect as shareholder approval is needed. E is incorrect as
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15.

shareholder approval is needed and, in any case, the client does not have suf-
ficient shares to guarantee an ordinary resolution.

B is correct. As the client holds less than 5% of the shares, he cannot require
the board to call a general meeting. A is incorrect as the shareholder needs to
have 5% of the voting shares. Cis incorrect as he does not hold this proportion of
shares. D is incorrect in the sense that the board can be required to call a meet-
ing by shareholders. E is incorrect as the model articles do not stipulate this.

20.8 Directors’ decision-making

1e.

17.

D is correct. The power to remove a company secretary rests with the board. A,
B, C, and E are incorrect as shareholder approval is not required.

D is correct. Under MA 14 directors with a conflict of interest cannot vote or
be counted in the quorum unless the MA14 is disapplied by ordinary resolu-
tion. If a disapplication does not happen, there are still two directors who can
fulfil the quorum requirement who would both have to agree for the board
resolution to be passed. A is incorrect because the requirements of MA14 are in
addition to the requirement to declare actual and potential conflicts of interest.
Bisincorrect as the client cannot be counted in the quorum. Cis incorrect as the
required quorum is two directors. E is incorrect as the quorum is two and the cli-
ent cannot count in the quorum.

20.9 Directors’ duties

18.

19.

20.

C is the correct answer. Breaches of the duty to exercise power for a proper
purpose have often involved attempts to alter voting majorities by manipu-
lating share capital. A is incorrect as breaches of other duties are possible even
if the board are seeking to promote the success of the company. B is incorrect.
Although the board has got the power to allot shares, it may not be exercising its
powers for a proper purpose. D is incorrect. The board are acting honestly and
appear to be seeking to promote the success of the company. E is incorrect. There
appears to be no indication of a conflict.

B is the correct answer. The client must disclose the nature and extent of his
interest to the board. A is incorrect as liability for the conflict duties does not
rely on honesty or good faith. Cis incorrect. The duty to avoid conflicts is a subtly
different duty and, in any event, ratification can only be done by the sharehold-
ers. Dis incorrect as it does not need to be at a general meeting. E is incorrect as
there is clear possibility of a conflict.

Cis the correct answer. The director has an interest in an existing transaction
with the company which he must disclose to the board at the earliest oppor-
tunity. A is incorrect as he must declare the interest now that he is aware. B
is incorrect as the duty to avoid conflicts is a subtly different duty. D is incor-
rect as it is an existing transaction. He is unlikely to already be in breach of the
duty to declare an interest in a proposed transaction because he was unaware



21.

22.

23.
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of the transaction and due to his iliness, it would be unreasonable to expect him
to have been aware. E is incorrect as disclosure can and should be made to the
board.

Cis the correct answer. Directors owe their duties to the company, and it is for
the company to sue. Shareholders can bring actions in some circumstances. A
is incorrect as shareholders can sometimes bring actions. B is incorrect because
the board can decide to bring an action. D is incorrect as shareholders can bring
an action sometimes. E is incorrect as the company can bring an action and
shareholders can also bring an unfair prejudice petition.

Cis correct. Of those entitled to vote, 60% are happy to support the board so
this is sufficient for the ordinary resolution required. A is incorrect. The board
does not have the power to ratify the breach. B is incorrect. Ratification requires
an ordinary resolution only. D and E are incorrect as the breach can be ratified.
Cis correct. The client is in breach of his duty to act within the constitution, but
this does not mean that the contract is voided, and the company may well still
be bound. A, B, and E are incorrect as the client still has the power to bind the
company. D is incorrect. The client can still be in breach if the director has acted
honestly.

20.10 Transactions with directors

24.

25.

26.

27.

requiring shareholder approval

B is the correct answer as this is a substantial property transaction. A is incor-
rect as it is the value of the net assets that matter. C is incorrect because share-
holder approval is not always needed, providing disclosure is made to the board.
D is incorrect because it is an ordinary resolution that is required. E is incorrect.
Property includes machinery.

B is correct. This is a substantial property transaction because it is a property
transaction over £100,000 with a connected person. A is incorrect because the
value is over £100,000 —in any event the percentage of net profits is not relevant
to whether a transaction is a substantial property transaction. C is incorrect. A
disclosure to the board will be necessary to avoid a breach of duty but additional
approval by the shareholders is needed for a substantial property transaction. D
is incorrect as the conflict of interest can be declared to the board. E is incorrect
because the transaction is over £100,000 and with a connected person, so itis a
substantial property transaction requiring approval by the shareholders.

Ais the correct answer. As the loan is over £10,000 it needs to be approved by
the shareholders with an ordinary resolution. B is incorrect as an ordinary reso-
lution is required. C is incorrect as a court order is not required. D is incorrect as
the board does not have the power to approve a loan of this size. E is incorrect.
Even if the shareholder were permitted to vote on the matter, he does not have
a majority of the shares.

A'is the correct answer. The termination clause means that it is not a long-term
service contract that requires shareholder approval. B, C, and E are incorrect as
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it is not a long-term service contract. D is incorrect as shareholder approval is
required for long-term service contracts.

28. Ais the correct answer as an ordinary resolution is required. B is incorrect as it

is not a small payment as it is over £200. C is incorrect as the model articles do
not contain an exemption. D is incorrect as an ordinary resolution is sufficient. E
is incorrect as it can also be authorised in a written resolution.

20.11 Minority shareholder protection

29. Ais the correct answer. The main advantage of the unfair prejudice petition is

that can give a wronged shareholder an exit route out of the company, which
means that a purchase of the shareholder’s shares is usually the order made. B
is a possible remedy but not as common as A. C and D are theoretically possible
but less likely than A. E is incorrect. A just and equitable winding-up order can be
sought at the same time as an unfair prejudice petition, but this seems unlikely,
based on the fact that the other directors are operating well together and could
continue to be profitable. Also, it seems unlikely that the prejudiced shareholder
will gain any more from this route.

20.12 Partnerships

30.

31.

32.

33.

C is the correct answer. A and E are incorrect as there is no requirement to be
a qualified solicitor or accountant. B is incorrect as they do not have unlimited
liability. D is incorrect as they are not nominated by Companies House, although
they do have to be registered at Companies House.

A is correct. Potentially the client could be liable for all the debts of the busi-
ness. B and D are incorrect. Irrespective of the agreements that the partners
have made amongst themselves, the creditors can sue all or any one of the part-
ners for the debts. C is incorrect as a partnership does not have separate legal
personality. E is incorrect. This is the case with limited companies.

B is correct. As the contract was made after the client left the partnership, lia-
bility may have been avoided providing notice requirements have been met
and the client has not held herself out (or allowed herself to be held out) as
a partner since retiring. C is incorrect because liability is not inevitable after a
partner has left. D is incorrect as it is not an LLP as it has not been registered at
Companies House. E is incorrect as liability is not inevitable once a partner has
left.

C is correct. Under the Partnership Act 1890 profits will be divided equally if
there is no express or implied agreement to the contrary. A, B, and E are incor-
rect as profits will be divided equally unless contracted otherwise. D is incorrect.
There is no indication that the nephews are in breach, as they have not stipu-
lated how much they will work in a partnership agreement.
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34. Ais correct. As the partnership agreement is silent on this matter, the default
rules of the Partnership Act 1890 apply, and they stipulate that a change to
the partnership agreement must be unanimous unless agreed otherwise in
the partnership agreement. B, C, and D are all incorrect because this decision
must be unanimous. E is incorrect because most partnership decisions are by
majority.

35. Bisthe correct answer. As there is nothing in the partnership agreement about
removal of a partner, the default rule is that the partner cannot be removed.
A, C, D, and E are all correct because no majority of the partners can remove
another partner.

36. Bis the correct answer. The default rules are that most decisions can be taken
by majority except for the introduction of a new partner, a change in the
nature of the partnership business, or a change to the partnership agreement.
The decision to employ the marketing director does not involve one of these
exceptions. A is incorrect as it relates to an expansion of the business not a
change in the nature of the business. C and D are incorrect as a decision to take
on staff can be made by a majority of the partners. E is incorrect. Although an
ordinary partnership does not have a legal personality there can still be employ-
ees who are employed by those partners who are in position at the time of the
employment.

20.13 Business accounts and tax

37. Cisthe correct answer. Additions of £550,000 in the period are covered by the
AIA of £1 million. WDA allowance = 18% of £2,370,500 = £426,690 add both
AlA of £550,000 and WDA of £426,690 = £976,690.

38. Alis the correct answer. TWDV b/f £2,370,500. Capital allowance for the year =
£426,690. TWDV c/f = £1,943,810 (£2,370,500 - £426,690).

39. E is the correct answer.

Sales (chargeable income) £1,645,000
Less deductible expenditure:

wages and salaries £602,000
materials £200,500
power, heat, light, and water £78,000
rent and insurance £45,000
Trading profit £719,500

The sale of the fixed asset is not relevant to trading profit and will be taken as a
chargeable capital gain if a profit on disposal has been achieved.
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40.

41.

Cis correct. The trader will be required to make an adjusted tax payment. A and
B are incorrect as the GAAR does not impose direct criminal liability, although
this can happen through failure to pay an adjusted tax demand. D is incorrect
as the procedure is to make an adjusted tax demand. E is incorrect as there is no
written warning procedure.

A'is the correct answer. The £10,000 profit from the one-off sale will not count
asincome. The £12,250 is below the personal allowance. The man is entitled to
the saver starter rate so will pay £0 on his savings income. The dividend allow-
ance is £2,000 so no tax is owed.

20.14 Insolvency

42.

43.

44,

45.

A is the correct answer. This is the overriding objective of administration.
Although in many cases it will not be achieved, the administrator must
attempt to rescue the company as a going concern. B is incorrect as it is often
not possible. Cis incorrect. Although realising property for one or more secured
or preferential creditors is an objective, the administrator must first attempt
to rescue the company as a going concern, or then achieve a better result for
the company’s creditors as a whole than would be likely if the company were
wound up. D is incorrect. Although a qualifying floating charge holder can
appoint an administrator, the administrator has the same objectives as those
referred to above. E is incorrect. The administrator as its objectives refer to all
creditors.

Cis correct. Failure to pay the statutory demand is evidence of insolvency that
can support a winding-up petition. The engineering company has not paid
within 21 days so a petition can be commenced. A and B are incorrect as the
statutory demand is sufficient. D is incorrect because it is possible. There are
potential ethical issues here and the solicitor would need to be certain that it
was in the client’s best interests because the costs of bringing a petition can be
large. E is incorrect as the creditor has 21 days to pay.

E is the correct answer. Bank B’s charge was registered and was created first. A
is incorrect as the first registered charge will take priority. B is incorrect as reg-
istered charges are an exception to the principle of pari passu. C is incorrect as
Bank A’'s charge was not registered. D is incorrect because Bank B’s charge was
created first.

B is the correct answer. Although there are no secured creditors, HMRC and the
employees are preferential creditors who have a higher priority. The expenses
of a winding up are also significant so this will decrease the amount that can be
distributed to unsecured creditors. A is incorrect as even though this would work
out on a strict application of the pari passu principle, insolvency law stipulates
that other priorities get in the way. C is incorrect. The date of the claim is irrel-
evant as the unsecured creditors are deemed equal. D is incorrect as unsecured
creditors will very rarely recover a large proportion of their debts in a winding up.
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E is incorrect as the top-slicing provisions do not apply here as there are no float-
ing charge holders.

B is the correct answer as insolvent individuals are permitted to keep “tools
of the trade”. In this instance there could be a question of whether it is neces-
sary for the musician to have an instrument of that value or whether a cheaper
alternative would suffice. A is incorrect. The bank which lent the money would
have no proprietary claim to the proceeds and the loan was unsecured. If money
is still owed to the bank in question, there will simply be another unsecured cred-
itor for that debt. Cis incorrect as there is no such exception. D is incorrect as the
violin is a tool of the trade. E is incorrect. The three-year time limit relates to the
family home.

D is correct. The family home is vested in the trustee in bankruptcy; however,
a court order is required to evict the family, and this is unlikely for 12 months.
After that time, the creditors rights are deemed to outweigh any others and an
eviction is much more likely.
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21.1 Chapter overview

The following exercises are designed to reflect the content of many of the areas dis-
cussed in previous chapters. The scenarios are not intended as SOE exam practice
questions, but their style is influenced by the requirements of the SOE2 assessments.

21.2 Drafting exercise — incorporation
of a company

Thefollowing exercise will give you experience of completing the INO1 form. All company
forms are available on the Companies House website. After you have completed the
form, you can compare your form with the completed form on the companion website.

From: Partner

Sent: November XX 2021
To: Trainee

Subject: Phil and John

Phil and John are two new clients who would like to incorporate their business
as a private limited company. | need you to download and fill in the INO1 form.
The following information should help.

@ The articles will be the model articles with the amendments that you
suggested.

® The address of the registered office will be: The Old Bakery, Worcester

WR1 1A

Phil and John will be the only directors.

Phil Anthony’s and John Raby’s service address with be the Old Bakery.

There will not be a company secretary.

Phil’s home address is 1 Bun Hill, Worcester WR10 9A.

John’s home address is 2 Bun Hill, Worcester WR10 9A.

Phil and John will hold one ordinary share each; this will have a nominal

value of £1 and will be fully paid up.

DOI: 10.4324/9781003289760-27
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21.3 Writing and drafting exercise
— drafting the articles

From: Partner

Sent: November XX 2021
To: Trainee

Subject: Phil and John

Yesterday | met with two new clients, Phil Anthony and John Raby. Phil and John
have run a very profitable bakery business together for 15 years now. The busi-
ness is run as an ordinary partnership with Phil and John as the only partners. |
was initially quite concerned to hear that there is no written partnership agree-
ment, but it seems that this hasn’t been a problem so far. Phil and John have
decided that they want to expand their business and open two new bakery
stores. Phil and John have decided that they want to change their business to
run through a private limited company and are planning to finance the expan-
sion with a mixture of equity and debt.

| have explained to Phil and John some of the requirements of incorporation
and how the new company will need articles of association that will regulate
the running of the company. | recommended that they adopt the model articles
for private limited companies but also make amendments where necessary to
meet their needs.

Although I think that the model articles will mostly work, we may need to make
amendments to cater for the following concerns that Phil and John have:

@ PhilandJohn are concerned that if they issue shares to other people they
may lose control of the company and this may mean that they could be
excluded from management. They would like a clause in the articles that
can protect them from being removed as directors.

® Phil and John each have a variety of interests in the bakery trade
and quite often form contracts with other businesses that they hold
personal interests in. This doesn’t cause any problems at present
because they both fully disclose their personal interests. They do
want to make sure that can participate fully in the decision-making
on future contracts so please make sure that the articles will not
impede this.

® Over the past ten years, Phil and John have changed the name of their
trading business on three different occasions, largely to follow market
trends on the high street. Although they do not currently have plans to
change the company’s name, they would like the flexibility to do this as
easily as possible if they need to.
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Please can you do the following:

1. Design a set of articles that:

O Incorporate the model articles.

O Exclude provisions of the model articles that conflict with Phil and
John'’s wishes.

O Include any new provisions that you consider will meet Phil and John'’s
concerns.

2. Draft a letter for Phil and John, explaining why you have drafted the arti-
cles in this way and how the new articles meet their concerns.

21.4 Case and matter analysis/legal writing
exercise — financing a new company

From: Partner

Sent: November XX 2021
To: Trainee

Subject: Brian and Phyllis

Yesterday | met with two new clients, Brian and Phyllis. They have just started
selling chocolate that they make at their respective homes at a market stall. The
chocolate has been very popular, and customers have placed advance orders for
the next six months. They are struggling to keep up with demand and realise
that they need to rapidly organise their business so they can expand.

Brian and Phyllis appear to be running their business as an ordinary partner-
ship. I was initially quite concerned to hear that there is no written partnership
agreement, but it seems that this hasn’'t been a problem so far. Brian and Phyllis
have decided that they want to change their business to run through a private
limited company because | suggested that this might be easier to raise capital.
They have two investors, William and Mary, who are keen to invest £200,000 in
the business and Brian and Phyllis hope that this will mean that they can take
out a lease on premises in the high street. William and Mary have sent a pro-
posal of how they would like to buy shares in the company.

Brian and Phyllis would like us to guide them through the incorporation
process of the new company and would like advice on how to involve
William and Mary in the company. They are particularly concerned about
the following:
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® They are concerned that they potentially lose control of the business in
the future if William and Mary hold most of the shares.

@ They would both like to be directors of the company and would like to
protect their positions in the future.

Please draft a letter advising Brian and Phyllis that considers the proposal of
William and Mary to invest in the company. You will need to address the advan-
tages and disadvantages of the proposal and suggest alternatives if there are
any.

21.5 Case and matter analysis/legal
writing — share buyback

Memo from senior partner:

| met with a new client today called Fred Boyle. Fred is a shareholder and
Managing Director in BMotors Ltd. There are three other directors who are also
shareholders in the company.

Fred would like some advice on a buyback of shares from a retiring director,
Morris Jupp. Morris is on good terms with his fellow directors, but he has
decided he just wants to retire from business and realise his investment in the
company. The remaining directors are not able to buy Morris’s shares them-
selves so Morris has asked if the company itself can buy his shares, which have
been independently valued at £110,000. Most of the shareholders are happy
with the plan in theory, but they are concerned that one of the shareholders,
Bryn Bowen, is not supportive and might seek to challenge the buyback.

BMotors Ltd was incorporated in 2014 with the model articles which have not
been amended. The directors are Fred, Morris, Gavin, and Stacey. There are five

shareholders who hold the following ordinary shares:

Issued share capital of BMotors Ltd

Shareholder | Shares issued | Nominal share value
Fred 10 £10
Morris 10 £10
Gavin 20 £20
Stacey 20 £20
Bryn 40 £40
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Please can you draft a letter advising Fred about the buyback, whether it is
possible, and if so, any procedures that the company may need to do to put it
into effect.

21.6 Case and matter analysis — directors’ duties

Read the following scenario that is based on the directors’ general duties under the
Companies Act 2006. Under each section there are key points worth considering.

Until recently, Ambrose, Bartholomew, Shannon, and Rishi were all directors
of Fairwayextreme Ltd, a company providing adventure holidays in exotic loca-
tions. The company was incorporated in 2016 with the model articles with no
amendments. Rishi is concerned about the following recent events.

Ambrose recently suggested in a board meeting that Fairwayextreme Ltd
should enter a partnership with a new agency in Guatemala that specialised
in sky-diving holidays. This was voted down by the board who felt that it was
something that Fairwayextreme probably did not have the money to invest in
at that time, so they did not want to take the risk. They also felt that the agency
was quite a strong competitor for Fairwayextreme and were reluctant to have
too close a link. Rishi has just heard that Ambrose, who resigned as director last
week, has independently entered a contract with the Guatemalan agency and
has received an advance commission of £50,000.

Consider:

® |Isthere an actual or potential conflict of interest here?

Is there a breach even if Ambrose is no longer a director?

Is it relevant that Fairwayextreme Ltd turned down the opportunity?
Is it relevant that Fairwayextreme Ltd has not made a loss?

°
([ ]
([ ]
@ |Is there any evidence of authorisation?

21.7 Case and matter analysis — directors’ duties

Bartholomew, another board member, is a very close friend of Sally who owns
30% of the shares in Fairwayextreme Ltd. Sally is not a registered director, but
she does contribute lots of ideas and guidance to Bartholomew, which he often
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relays at board meetings. She also often sends Bartholomew memos on how to
vote on board resolutions. Recently, following Sally’s advice, the board decided
toembark on a new venture with a kayaking company in Equatorial Guinea. The
board relied on Sally because of her experience in the African travel business
and invested heavily in the venture despite warnings in various trade journals
that the kayaking business in Equatorial Guinea was becoming saturated and
firms were going out of business. Rishi has just heard that the kayaking busi-
ness has gone into liquidation owing Fairwayextreme Ltd £100,000. Rishi is also
annoyed to discover that Sally was a shareholder and director of the kayaking
company.

Consider:

@ Although Sally is not a registered director, is she a de facto director and
does she owe directors’ duties?

® Are Bartholomew and the board exercising their independent
judgement?

@ Have the board exercised due diligence?

® Which of the conflict duties are engaged here?

® |sthere any evidence of authorisation?

21.8 Case and matter analysis/ legal
writing — partnership agreements

From: Partner

To: Trainee

Date: xx/03/2022

Subject: Francois & Bertram
XXXX

A new client, Francois came to see me this morning. Francois is in business
with his friend Bernard, and they have been trading from a patisserie stall
in the Worcester Market. All seems to be going very well and the new ven-
ture seems to be very profitable. They have been trading for six months now.
They thought they may need some advice because they have not organised
the business on a formal basis; it isn't registered anywhere, and they don’t
even have a written agreement about how it should be run. | found this a little
alarming at first, but it seems that the lack of formality hasn't caused many
problems so far. Francois has contributed 75% of the start-up capital and they
have agreed that Bertram will take on more responsibilities with the running
of the partnerships
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| have explained to Francois that he and Bernard should have a written agree-
ment that governs how they run their business as this could protect their inter-
ests in the long term. | told them that now their partnership was governed by
the default rules in the Partnership Act 1890 and although these may be OK for
now, they may not be suitable in the long term.

Please can you draft a letter for me which | can send to Francois, explaining
about the need for a written partnership agreement, indicating what sort of
clauses might be suitable in this instance.
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abusive avoidance arrangements 86

accountants 77

accounting depreciation 74

accounting information and systems 77-78

accounting periods 76

accounting profit 77

accounting standards 77

administration, corporate insolvency
104-107

administrators, appointing 105

AGM (annual general meeting) 34

AIA (Annual Investment Allowance) 74

allotting shares 28-29
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amending articles 19

annual general meeting (AGM) 34

Annual Investment Allowance (AIA) 74

anti-avoidance measures, income tax 86

apparent authority 62
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tax 92-93

applying reliefs, capital gains tax 91-92

appointing: administrators 105; liquidators
101; nominee 107

approval of shareholders 47-50; see also
shareholder approval

articles, drafting exercise 154~155; see also
model articles

articles of association 17

auditors 25

avoiding conflicts, duties of directors 42
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bankruptcy 111-115

basicrate taxpayers, capital gains tax 93

board meetings 37-38

board of directors 33; see also directors

board resolutions 37

breach of contract 19

breach of duty, ratification of 44

Bribery Act 2010 42
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questions 137-139; see also taxation

business asset disposal relief 92

business asset rollover relief 91-92

business organisations: advantages/
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practice questions 143; limited liability
partnerships 4-5; ordinary partnerships
4; practice questions 119-120; private
limited companies 5-6; public limited
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business profits, calculating 71

business property relief, inheritance tax 93

calculating: business profits 71; capital gains
tax 90; capital profits 73; corporation
tax 95; gain on disposal 90-91; income
profits 72—73; income tax 82—85

calling: board meetings 37; general
meetings 34

capital allowances 73-76

capital gains tax 89-94

capital items 73

capital profits 72-73

care and skill owed by partners to each
other, partnerships 63

cases: Lee 13; Macaura 13; Salomon v A
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cash flow test 99

chairs, board meetings 37
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insolvency 113-114
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chargeable gains 72
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claw-back provisions 101

collection of income tax 85

commencement, partnerships 60

Companies Act 2006 14, 17-18; breach
of duty 44; directors 24; directors’
duties 39-45; discretionary factors 53;
name changes 21; pre-emption rights
29; provisions to remove directors 20;
shadow directors 24

Companies House 5, 20

company secretaries 25
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contracts: articles as 18-19; pre-
incorporation contracts 13-14

contractual self-help remedies 54

corporate insolvency: administration 104—
107; company voluntary arrangement
(CVA) 107; fixed-asset receivership 107—
108; impact of 99; liquidation 100-104;
moratorium 108; tests for 99—-100

corporation tax 95-96
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court relief for breach of duty 44

creditors’ voluntary winding up 100-101;
petitioning for bankruptcy 112
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de facto directors 24-25

debt capital 30

debt finance 27

debt relief order 115

debtors, applying for bankruptcy 112
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decision-making, partnerships 61
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tax 92

deductible expenses 73
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derivative actions 53, 55

designated members, limited liability
partnerships 66
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questions 124-126; private limited
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members 23; shares 27—-28; transactions
with directors requiring shareholder
approval 47-50; transferring shares 29
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profits 72; accounting profit 77; calculating
71; capital profits 72—73; income profits
72; trading profits 73

promoting success of company, duties of
directors 40

property available for distribution, personal
insolvency 113

provisions to remove directors 20, 24

public companies 4

public limited companies 6

Quialifying Charitable Donations (QCDs) 77

qualifying floating charge 105-106

quasi partnerships 52

quorum requirements: board meetings 37;
general meetings 34

Ramsay principles of statutory
interpretation 86—87

rates of, income tax 82

ratification of breach of duty, duties of
directors 44

reasonable care, skill and diligence 41-42

relevant time: floating charges 103;
preferences 103; transactions at an
undervalue 102

relief: business property relief for
inheritance tax 93; capital gains tax
91-92; tax losses 76—77

requirement for registration, incorporation 14

residual claimants 13

ring fencing 104

roles in the company: answers to practice
questions 145; partnerships 61; practice
questions 124

Salomon v A Salomon & Co [td 11,13

secretaries, private limited companies 25

self-help remedies, contractual self-help
remedies 54

separate legal personality 11-13

shadow directors 24-25

share buybacks 29-30; legal writing exercise
156-157

share dividends 28

share transfers, model articles 20

shareholder agreements 19

shareholders 20, 23, 33; approval 131~
133; 147-148; breach of contract 19;
effect of a reasonable offer to buy out
shareholders 52; rights 19; separate
legal personality 13; transactions with

directors requiring shareholder approval
47-50; types of 23

shareholders’ decision-making: answers
to practice questions 145-146; general
meetings 34—35; ordinary resolutions
33; practice questions 126-127; special
resolutions 34; written resolutions 35

shares 27-29

sharing profits and losses, partnerships 61

sole traders 3—4

special resolutions 34

Statement of Cash Flows 78

Statement of Financial Position (Balance
Sheet) 78

statutory contract 19

substantial property transactions,
shareholder approval 47-48

subtracting, allowable expenditure 91

tax calculation exercise 84—85

tax losses, relief for 76—77

tax years, income tax 82

taxation 71; capital gains tax 89-94;
corporation tax 95-96; income tax 81-82;
share dividends 28; value-added tax (VAT)
95-96

tests for insolvency 99-100

top-slicing 104

tort, liability, partnerships 62

trading 101-102; losses 76—77; profits 73

transactions at an undervalue 102; personal
insolvency 113-114

transactions defrauding creditors, personal
insolvency 114

transactions with directors requiring
shareholder approval 47-50

transferring shares 29

trustees, bankruptcy 112

unfair prejudice 51-52, 55
unlawful preferences, personal
insolvency 113

value-added tax (VAT) 95-96

voluntary winding up 100-101

voting: board meetings 37-38;
shareholders 35

winding up see liquidation

Writing Down Allowances (WDA) 74
written resolutions 35

wrongful trading 101-102
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