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In 1916 the National Conference of Commissioners on Uniform State Laws

promulgated the original Uniform Limited Partnership Act (1916 Act) to ameliorate
the effect of the overly strict existing law.! The 1916 Act is based on the following
dual premises:

First: No public policy requires a person who contributes to the capital of a
business, acquires an interest in the profits, and some degree of control over the
conduct of the business, to become bound for the obligations of the business; pro-
vided creditors have no reason to believe at the times their credits were extended
that such person was so bound.

Second: That persons in business should be able, while remaining themselves
liable without limit for the obligations contracted in its conduct, to associate with
themselves others who contribute to the capital and acquire rights of ownership,
provided that such contributors do not compete with creditors for the assets of the
partnership.2

* Professor of Law, University of Kansas. B.A. 1966, Oakland University; J.D. 1969, Wayne State

University; LL.M. 1970, Harvard University.

:L}NIPORM Livirep ParTNersHip Acr § 1, Comment (1916) [hereinafter cited as 1916 Acr].
Id.
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As of 1977, the 1916 Act had been adopted, subject to local modifications, in forty-

nine states, the District of Columbia and the Virgin Islands?
1978).
In 1976 the National Conference promulgated a revised Uniform Limited Partner-

ship Act (1976 Act) “to modernize the prior uniform law while retaining the spe-
cial character of limited partnerships as compared with corporations.” The basic
concept of a limited partnership as being a partnership with one or more general
partners having unlimited liability and one or more limited partners having limited
liability is retained.® According to the draftsmen, the 1976 Act “clarifies many
ambiguities and fills interstices in the prior uniform law by adding more detailed
language and mechanics. In addition, some important substantive changes and
additions have been made.”®

The 1976 Act contains sixty-four separate sections ranging from definitions to de-
rivative suits., Because of the extremely broad range of topics covered by these sixty-
four sections and because of their length and complexity, this Article will not attempt
an exhaustive treatment of all of them. Rather, its purpose is to examine those sections
that principally affect the relationship of the limited partnership and its members to
the public in general and to third parties dealing with the firm or its members in par-
ticular. The examination will consist primarily of a comparison of the 1976 Act
with the corresponding provisions of the 1916 Act.” It will focus both on the degrec
to which the 1976 Act clarifies ambiguities and fills interstices in the 1916 Act
and on the degree to which it makes substantive changes in the law of limited
partnerships.

I. ForMaL REQUIREMENTS

The 1976 Act continues the philosophy of the 1916 Act, treating limited partner-
ships as creatures of the state, more similar in this respect to corporations than to
general partnerships. It goes beyond the scope of the 1916 Act, however, and inte-
grates some of the basic formal requirements governing limited partnerships with
those applicable to corporations. Because many of the practical problems relating
to these matters are not dependent on the legal form of business organization, this
approach seems both realistic and sensible.

A. Partnership Name

One of the first problems facing an entrepreneur about to embark on a business
venture is selecting a name for his or her enterprise. Section 102 of the 1976 Act
contains five requirements concerning the name of a limited partnership, all of
which are designed to protect third parties from deception of one sort or another.

The first is that the name “shall contain without abbreviation the words ‘limited
partnership’. . . .”® This provision has no counterpart in the 1916 Act,? although some

® Louisiana is the only state that has failed to adopt the 1916 Act. 6 Unirorm Laws ANN. 94 (Supp.

‘UniForm LimiTep ParTnersmip Act, Prefatory Note (1976) [hereinafter cited as 1976 Acrt].

*1d. §§ 101(7), 303(a), 403.

®1d., Prefatory Note.

7This Article will discuss primarily arts. 1, 2, and 3 of the 1976 Act as they compare to analogous
provisions of the 1916 Act.

51976 Acr § 102(1).

® See 1916 Acr § 5.
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states have adopted such requirements in variations from the official text.'® The
requirement is designed to provide realistic creditor protection. The draftsmen
have chosen the easiest and most obvious method to impart actual notice to the
public that some of the partners’* have sought to limit their liability, a method
similar to provisions found in most jurisdictions governing corporate names.?
While modern credit investigation practices might cause some to question its sig-
nificance for all but the most unsophisticated creditor, the burden involved in
compliance is so minor that any doubts as to the requirement’s utility should be
resolved in its favor.?® The express denial of permission to use abbreviations such as
“Ltd.,” however, would seem to make section 102(1) somewhat more onerous than
1s necessary.

The four remaining provisions of section 102 are negative in operation. Section
102(2), which essentially is a carry-over of section 5(1) of the 1916 Act, states that
the firm name “may not contain the name of a limited partner unless (i) it is also
the name of a general partner or the corporate name of a corporate general partner,
or (ii) the business of the limited partnership had been carried on under that name
before the admission of that limited partner . . . .”* The rationale for this prohibi-
tion is that the appearance of the limited partner’s name in the firm name could
cause third parties to conclude mistakenly that the limited partner is a general partner
with unlimited personal liability and to extend credit to the partnership on that
basis. The exceptions are designed to avoid the necessity of sacrificing the good
will that may inhere in a particular firm name simply because a limited partner
has the same name as a present or former general partner. These exceptions clearly
are a compromise with the general purpose of the prohibition and in some instances
could be viewed as striking the balance too much in favor of the firm. For example,
section 102(2) (ii) could be construed to permit a general partner’s name to remain
in the firm name after his or her withdrawal as a general partner and subsequent
readmission as a limited partner.’® The possibility of confusion from a third person’s
point of view is clear in such an instance.

Section 303(d) provides the penalty for a violation of section 102(2), as follows:
“A limited partner who knowingly permits his name to be used in the name of the
limited partnership, except under circumstances permitted by Section 102(2) (i), is
liable to creditors who extend credit to the limited partnership without actual knowl-
edge that the limited partner is not a general partner.”™® This section is a recodifica-
tion of section 5(2) of the 1916 Act with the addition of an element of culpability
on the part of the limited partner sought to be charged. That is, the limited partner
must know that his or her name is being used in the partnership name in order for
liability to attach. Because of the drastic effect that imposition of personal liability

1 See, e.g., Aa, Cope tit. 10, § 10-9-23(c) (1975); Fra. Stat. AnNN. § 620.05(1) (West 1977).
Both states require that the name of every limited partnership contain the word “Limited” or its abbrevia-
tion “Ltd.”

U The 1976 Act uses the term *partner’” to describe both limited and general partners. 1976 Acr
§ 101(8).

1 See, e.g., DEL. CopE ANN, tit. 8, § 102(a)(1) (1974); N.Y. Bus. Core. Law § 301(a)(1) (Mc-
Kinney 1963); ALI-ABA MobeL Bus. Corp. Act ANN. 2d § 8(a) (West 1971).

3 See ALI-ABA MoneL Bus. Corp. AcT ANN. 2d § 8, Comment at 293 (West 1971).

41976 Acr § 102(2).

5 A, BROMBERG, CRANE AND BROMBERG ON PARTNERsHIP § 81, at 466 n.1 (1968).

191976 Acr § 303(d).
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may have, addition of the culpability requirement seems only fair and should not
preclude recovery in many cases.

Section 303(d) carries over the negative reliance element of section 5(2). The
creditor need not plead or prove actual reliance on the belief that the limited
partner was a general partner. Rather, the limited partner will be liable to all
creditors except those whom he or she can establish actually knew that he or she
was a limited partner.

Section 303(d) also contains an apparent clerical error. Section 102(2) contains
two exceptions to the prohibition of use of a limited partner’s name in the firm
name; such use is permitted if (i) the name is also the name of an individual or
corporate general partner, or (ii) the business had been carried on under such name
prior to admission of the limited partner. Section 303(d), in its cross-reference to
section 102(2), inexplicably mentions only the first of these exceptions. Unless this
apparent error is corrected, a limited partner who falls within the exception granted
by section 102(2) (ii) nevertheless may incur liability under section 303(d).

While subsections (1) and (2) of section 102 are intended to prevent creditors
from being misled concerning the status and liabilities of the partners, subsections
(3), (4), and (5) have a broader purpose—avoidance of deception of the public re-
garding the nature, purpose, or identity of the business,

Section 102(3) prohibits the name of a limited partnership from “contain[ing]
any word or phrase indicating or implying that it is organized other than for a
purpose stated in its certificate of limited partnership.”? Section 106 grants broad
authority to engage in any type of business that would be proper for a general partner-
ship except certain specified activities, such as banking or insurance, that are to be
designated individually by each adopting jurisdiction.!® Section 201(a)(2) requires
that the certificate of limited partnership, which must be filed with the Secretary
of State,' contain a description of the general character of the business.?* The pur-
pose of section 102(3), then, is not to inhibit the type of business to be carried on
by the limited partnership but simply to avoid misleading the public by a name that
is indicative of some other type of business.**

Section 102(4) states that the firm name “may not be the same as, or deceptively
similar to, the name of any corporation or limited partnership organized under the
laws of this State or licensed or registered as a foreign corporation or limited partner-
ship in this State.”?? This section is similar to, and obviously intended to be inte-
grated with, widespread legislation concerning corporate names.** Its purpose is
twofold. First, it is designed to protect the public from deception regarding the
identity of the enterprise with which it is doing business. Second, it is intended to
protect other businesses from potential injury resulting from such a confusion of
identities.** Integration of the registration of domestic and foreign limited partner-

14§ 102(3).

*14. § 106,

®1d. § 206.

®1d. § 201(a) (2).

% Section 102(3) apparently was derived from a substantially identical provision in the Model Business
Corporation Act. See ALI-ABA Mobkw Bus. Corp. Act Ann, 2d § 8(b) (West 1971).

1976 Acr § 102(4).

® See, e.g., Der. Cope ANN. tit. 8, § 102(a)(1) (1975); N.Y. Bus. Core. Law § 301(a)(2) (Mc-
Kinney 1963); ALI-ABA Mopkt. Bus. Corp. Act AnN. 2d § 8(c) (West 1971).

% See ALI-ABA Moper. Bus. Corp. Act ANN. 2d § 8, Comment at 294 (West 1971). The legal
problems attendant on such legislation are myriad, and a discussion of them is beyond the scope of this
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ship and corporation names is long overdue and should greatly enhance the value
of this type of legislation. Of course, the phraseology “deceptively similar” leaves
much to the judgment of the Secretary of State,?® but there really is no other prac-
tical solution to the problem. Presumably his or her action in accepting or rejecting
a name would be subject to judicial review, at least in cases involving an abuse
of discretion.?®

One potential constructional problem stems from the draftsmen’s failure to make
explicit the interaction between section 102(4) and section 103. The latter permits
persons intending to use a particular name to reserve exclusive use of that name for
periods of up to 120 days.®* Section 102(4)’s prohibition, however, speaks only in
terms of existing names of existing limited partnerships and corporations; it contains
no reference to names reserved but not yet in use.”® Clearly, a construction of sec-
tion 102(4) limiting its strictures to names currently in use would undercut severely
the viability of section 103, and, therefore, it should not be so construed. Unless in-
dividual action on this point is taken by the adopting jurisdictions, however, cer-
tainty may be achieved only at the expense of litigation.

The remaining provision of section 102 simply is a prohibition of use in the
firm name of specified words to be determined individually by the adopting juris-
dictions.?® Like section 102(3), this requirement seems intended to prevent decep-
tion as to the nature of the limited partnership’s business and is similar to the law
prevailing in some jurisdictions with respect to corporations.*

Finally, it should be noted that the five requirements of section 102 all apply to
the name of the firm “as set forth in its certificate of limited partnership.”* This
adjectival phrase modifying “name” must have been included for some reason®?
and raises the possibility that the limited partnership’s name appearing other than in
the certificate need not comply with section 102. This conclusion is reinforced by
section 208, which provides that a certificate on file with the Secretary of State
constitutes notice that the firm is a limited partnership and that the persons designated
in the certificate as limited partners are limited partners®® Such a construction of
section 102, however, would make many of its provisions almost meaningless in
terms of realistic protection for third parties. For example, the requirement that
the name contain the words “limited partnership” seems superfluous if it applies
only to the name appearing in the certificate, since it would be difficult to read the
certificate without being aware that the firm was a limited partnership. Moreover,

article. Some of the issues involved are (1) whether the statutory prohibition preempts or merely sup-
plements the common law of unfair competition, (2) whether the two firms must be in competition or
at least in the same line of business, (3} the effect upon other remedies of the Secretary of State’s ac-
ceptance or rejection of the certificate for filing, (4) the necessity of actual confusion on the part of the
public, and (5) the necessity of actual economic injury sustained by the other enterprise. For a discussion
of these and other problems, sce 6 W. FLETCHER, C¥CLOPEDIA OF THE Law oF PRIvVATE CORPORATIONS
§§ 2419-2441.2 (rev. perm. ed. 1968).

®The Secretary of State must conclude that each certificate conforms to law before accepting it for
filing. See 1976 Act § 206(a).

% 6 W. FLETCHER, supra note 24, § 2420.

#1976 Acr § 103.

* Compare id. § 102(4) with DeL. CopE ANN. tit. 8, § 102(a) (1) (1975); N.Y. Bus. Corp. Law
§ 301(a)(2) (McKinney 1963); and ALI-ABA Moot Bus. Core. Act Ann. 2d § 8(c) (West 1971).

21976 Acr § 102(5).

® See, e.g., N.Y. Bus. Corp. Law § 301(a)(5) (McKinney Supp. 1977).

%1976 Acr § 102,

= Compare 1916 Acr § 5.

#1976 Act § 208,
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even if it were possible to conclude under a strict reading of section 102 that its
strictures apply only to names appearing in the certificate,?* use of a different name
elsewhere would not be advisable. For example, if the name of a limited partner
appeared in the firm name as exhibited at its place of business, he or she could incur
personal liability under principles of partnership by estoppel.?® All of these problems
could have been avoided had the draftsmen followed the approach taken by Alabama
in its version of the 1916 Act—simply requiring the name of a limited partnership
to conform to certain standards “in every instance in which the partnership name
is used.™®

B. Specified Office and Agent

Furthering the corporate analogy, section 104 of the 1976 Act requires each
domestic limited partnership continuously to maintain in the state an office and an
agent for service of process.3” The address of the office and the name and address
of the agent must be included in the certificate of limited partnership.®® Any change
of office or agent will necessitate an amendment of the certificate, but the procedure
for such an amendment is relatively simple, requiring action by only a single gen-
eral partner.®®

The purpose of the agent is stated expressly in section 104 as being “for service
of process on the limited partnership . . . .™° Implicit in this statement is the notion
that, at least for purposes of pleading, a limited partnership is an entity.*! The agent
must be either an individual resident of the state, a domestic corporation, or a foreign
corporation authorized to do business in the state.*?

Although the 1976 Act states that each domestic limited partnership shall main-
tain such an agent continuously, it does not prescribe specifically the consequences
of failure to follow the mandate. The result is that at least two questions are left
open. First, how may the firm be served with process? In the absence of statutory
authority, substituted service on the Secretary of State probably would not be suf-
ficient.® On the other hand, the mere existence of section 104 should not be inter-
preted to mean that service on the agent is the exclusive method for serving the firm.
Rather, it should be interpreted to provide an additional method that leaves un-
touched those already recognized by law, such as service on any general partner.*

Second, what, if any, penalty will be imposed on the firm or the partners for
failure to maintain an agent? Certainly the offense is not of sufficient magnitude

M But cf. Anzalone v. Durchslag, 1 1l. App. 3d 125, 273 N.E.2d 752 (1971) (violation ef public
poligﬂy for a corporation to use a name other than the one under which it was organized).

UNIFoRM PaRTNERsHIP AcT § 16 (incorporated by reference by 1976 Acr § 1105); 1976 Acr §
208, Comment,

® Ara. Cope tit. 10, § 10-9-23(c) (1975).

71976 Acr § 104, For the requirements governing foreign limited partnerships, see id. § 902(4)-(6).

®1d. § 201(a) (3).

®1d. § 204(a)(2).

“OId. § 104(2).

‘' See Blum v, Kawaguchi, Ltd.,, 331 F. Supp. 216 (D. Neb. 1971) (by implication); Silliman v.
DuPont, 302 A.2d 327 (Del. Super. Ct. 1972), aff'd per ctiriam, 310 A.2d 128 (Del. 1973) (decision based
on common name statute); Ruzicka v. Rager, 305 N.Y. 191, 111 N.E.2d 878 (1953) (dictum).

21976 Act § 104(2).

“ Compare id. §§ 902(5), 907(d); ALI-ABA Mopss Bus, Corp, Act ANN. 2d § 14 (West 1971).

“ Hibou, Inc. v. Ramsing, 324 A2d 777, 782 (Del. Super. Ct. 1974); Rait v. Jacobs Bros., 49 Misc. 2d
903, 268 N.Y.5.2d 750 (Sup. Ct. 1966) (construing local statute).
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that it should impair the validity of firm contracts.*® Nor in the absence of specific
statutory authority should it result in involuntary dissolution of the partnership.*®
Failure to maintain an agent, however, could be construed as a change of circum-
stance making the designation of the agent in the certificate of limited partnership
inaccurate. The result would be that any general partner who knew or should have
known of the failure within sufficient time to have taken corrective action would
be potentially liable under section 207(2) to any person who suffered a loss by re-
liance on the designation in the certificate.*” Cases in which a third party actually
suffers loss by reliance on the designation of an agent in a certificate would be
fairly rare but theoretically are possible. For example, the statute of limitations on
a cause of action against the firm could run because of an inability to locate the
agent for service of process. In such a case it would seem that the third party would
have a new cause of action under section 207 against any culpable general partner.

Any discussion of the office required to be maintained by section 104(1) should
begin by noting that it need not be either the agent’s office*® or a place of the firm’s
business.*® The only requirements are that it be in the state and that certain basic
documents and records be kept there. These documents and records are specified
in section 105 and consist of (1) a current alphabetical list of the name and last
known business address of each partner (both general and limited), (2) a copy of
the certificate of limited partnership, any amendments thereto and any powers of
attorney pursuant to which any certificates have been executed, (3) copies of the
three most recent federal, state, and local income tax returns of the partnership,
(4) copies of any currently effective partnership agreements, and (5) copies of any
financial statements of the firm for the three most recent years.®® Thus, the principal
significance of the specified office is as a place where members of the firm, particu-
larly limited partners, can have sure and ready access to basic information regarding
the firm and its business.®!

The specified office also may have the effect of establishing the legal residence
of the firm.% This effect could be significant with respect to a number of diverse

“Cf. 1976 Acr § 907(b) (failure of foreign limited partnership to register as such does not impair
the validity of any contract or prevent partnership from defending any suit or action); House v. Bank
of Lewisport, 178 Ky. 281, 198 S.W. 760 (1917) (failure to appoint successor to corporate agent for
service of process does not void corporate contract under statute making transaction of business before
appointment of agent unlawful).

“The comment to § 201, which governs the contents and filing of the certificate of limited partner-
ship, states, “Subparagraph (b) . . . make[s] it clear that the existence of the limited partnership depends
only upon compliance with this section. Its continued existence is not dependent upon compliance with
other provisions of this Act.” 1976 Acr § 20!, Comment. A number of corporation codes provide that
failure to maintain a registered agent is a ground for involuntary dissolution in proceedings instituted by
the state. E.g., TLL. ANN. StaT. ch. 32, § 157.82(d) (Smith-Hurd Supp. 1978); Mo. AnN. StaT. §
351.525(4) (Vernon Supp. 1978); Tex. Bus. Core. AcT ANN. art. 7.01(B)(2)-(C) (Vernon Supp. 1978);
ALI-ABA MopzL Bus. Core. Act AnN. 2d § 94(d) (West 1971).

1976 Acr § 207(2). Liability arising from statements that become false through a change of circum-
stances is confined to general partners. Compare 1916 Acr § 6. For a detailed discussion of § 207, see
text at notes 136-53 infra.

8 See 1976 Act §§ 104, 201(a) (3). Compare ALI-ABA Mober Bus. Corp. Act AnN. 2d § 12(b)
(West 1971).

©1976 Act § 104(1).

®1d. § 105.

© Section 105 expressly provides that any partner may inspect and copy the designated records, at his
or her own expense, during ordinary business hours.

% Cf. Sweeny v. Keystone Dritler Co., 122 Ohio St. 16, 170 N.E. 436 (1930) (purpose of requiring
articles of incorporation to specify principal place of business is to avoid confusion by establishing definite
place of residence).
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matters. For example, if a limited partnership’s principal place of business is in a
different county than its specified office, venue in an action against the partnership
could be held to be proper in either county.®® Confusion also might be created re-
garding the proper place for filing financing statements by secured creditors of the
firm.* At least in the absence of any important countervailing concerns, such prob-
lems, especially when coupled with the record maintenance requirement of section
105, militate against locating the specified office at a place other than the principal
place of the partnership’s business.

Once again, the 1976 Act does not prescribe specifically the consequences of
failure to establish or maintain an office at the location specified in the certificate of
limited partnership.®® And, once again, such a failure might produce liability under
section 207, either as a statement in the certificate that initially was false, or one
that became false through a change in circumstances. Unlike the case of failure to
maintain an agent, however, most potential liability here would seem to be internal.
That is, since the primary function of the specified office is as an inspection point
for the partners with respect to basic partnership documents and records, the “one
who suffers loss by reliance on the statement”® most probably would be one of the
partners rather than an outsider. Potential liability in such instances would seem
to be even rarer than in the case of failure to maintain an agent.

II. TransacTioNs OF PARTNER wWITH PARTNERSHIP

One of the most important relationships between the members of a limited
partnership and third parties is that which occurs upon liquidation of the firm and
distribution of its assets. Inherent in the concept of ownership status is the notion
that creditors must be paid fully before any distributions of an equity nature may
be made. It is possible, however, that the owners of a business may have entered
into transactions with it that ordinarily would create a creditor status. With respect
to such claims, the owners may attempt to compete for the assets of the business
on an equal basis with third party (nonowner) creditors. In the case of a limited
partnership the problem is complicated by the existence of two types of owners—
general partners and limited partners. Because general partners are liable personally
for partnership obligations, individual creditors of a general partner as well as firm

¥ Cf. Ward v. Fairway Operating Co., 364 S W.2d 194 (Tex. 1963) (in action against corporation,
venue proper in either county of principal place of business or county where registered office located).
But see Rait v. Jacobs Bros., 49 Misc. 2d 903, 268 N.Y.S.2d 750 (Sup. Ct. 1966); Bulkley v. O'Donnell,
148 Misc. 186, 265 N.Y.S. 495 (Sup. Ct.), aff'd mem., 240 App. Div. 929, 267 N.Y.S. 983 (1933). Both
cases involved limited partnerships whose certificates of limited partnership specified the firms' principal
places of business. In both cases venue was held to be proper in any county in which a general partner
resided. Bulkley stressed the aggregate theory of partnership law, but Rait relied principally on a statute
providing that a partnership was a resident of any county in which a partner resided.

™ Cf. Sweeny v. Keystone Driller Co., 122 Ohio St. 16, 170 N.E. 436 (1930) (chattel mortgage
invalid as against other creditors under statute requiring filing in county of debtor’s residence when filed
in county where corporate debtor was transacting major business rather than in county designated in
articles of incorporation as principal place of business); accord, In re Norma Footwear Corp., 2 N.Y.2d
887, 141 N.E:2d 628, 161 N.Y.S.2d 143 (1957) (mem.). Confusion regarding the proper place of filing
should be alleviated by the central filing requirements that predominate under the Uniform Commercial
Code. U.C.C. § 9-401(1). Subsection (6}, added in 1972, provides that in instances for which local
filing remains necessary, “the residence of an organization is its place of business if it has one or its chief
executive office if it has more than one place of business.” I4. § 9-401(6) (1972 official text).

* Compare ILL. ANN. Stat. ch. 32, § 157.82(c) (Smith-Hurd Supp. 1978); ALI-ABA MopeL Bus.
Corp. AcT AnN. 2d § 94(c) (West 1971).

%1976 Acr § 207,
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1978] THE Revisep Unirorm Limitep ParTnersHIP Act 9

creditors may be affected. In addition, the rights of general and limited partners
inter se often will be involved.

Both the 1916 and 1976 Acts attempt to resolve the problems created by these
conflicting interests. The following discussion will begin with a brief comparison
of the general features of the two Acts and then will proceed to a more detailed
discussion of specific problem areas.

A. General Comparison
Section 13 of the 1916 Act provides,

(1) A limited partner also may loan money to and transact other business with
the partnership, and, unless he is also a general partner, receive on account of
resulting claims against the partnership, with general creditors, a pro rata share
of the assets. No limited partner shall in respect to any such claim

(a) Receive or hold as collateral security any partnership property, or

(b) Receive from a general partner or the partnership any payment, conveyance,
or release from liability, if at the time the assets of the partnership are not sufficient
to discharge partnership liabilities to persons not claiming as general or limited
partners.

(2) The receiving of collateral security, or a payment, conveyance, or release in
violation of the provisions of paragraph (1) is a fraud on the creditors of the
partnership.57

Section 13 has three effects. It permits limited partners to transact business with
the partnership and to stand on a relatively equal footing with nonpartner (outside)
creditors with respect thereto. The only limitation imposed is that if the partnership
assets are insufficient to discharge liabilities to outside creditors, a limited partner
may neither receive a payment, conveyance, or release from liability nor take a
security interest in partnership property.”® The equality of limited partners claiming
as creditors with outside creditors is reinforced by section 23 of the 1916 Act, which
provides that upon dissolution the firm liabilities of the highest rank are those
owing “to creditors, in the order of priority as provided by law, except those to
limited partners on account of their contributions, and to general partners.”?

Section 13 confines this equality of treatment to persons who are solely limited
partners. A person who is a general partner or both a general and a limited partner
may transact business with the partnership, but any claims arising from such busi-
ness always will be subordinate to the claims of outside creditors and limited
partners. This conclusion again is reinforced by section 23, which ranks liabilities
owing to general partners claiming as creditors fourth after liabilities owing (1) to

1916 Acr § 13.

* Most authorities agree that the last clause of § 13(1)(b) also was intended to modify § 13(1)(a).
Thus, § 13(1)(a) is not seen as an absolute bar to a limited partner’s holding a security interest in firm
property. Hughes v. Dash, 309 F.2d 1 (5th Cir. 1962); Grainger v. Antoyan, 48 Cal. 2d 805, 313 P.2d
848 (1957) (by implication); A.T.E. Fin. Serv., Inc. v. Corson, 111 N.]. Super. 254, 268 A.2d 73 (1970);
Kratovil & Werner, Fixing Up the Old Jalopy—the Modern Limited Partnership under the ULPA, 50
St. Joun's L. Rev. 51, 62-66 (1975); see 1916 Act § 1, Comment at 565. A contrary argument could
be made on the basis that § 13(1) speaks of sharing “pro rata” with “general creditors.” If a
security interest given to a limited partner is recognized as valid, the limited partner will not share with
general creditors but will have priority over them.

® 1916 Acr § 23(1) (a) (emphasis added).
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outside creditors and limited partners claiming as creditors, (2) to limited partners
in respect to profits, and (3) to limited partners in respect to capital.®

Finally, section 13(2), in effect, creates a special fraudulent conveyance provision
applying to receipt by a limited partner of a security interest, payment, conveyance,
or release from liability at a time when the assets of the partnership are not sufficient
to satisfy the claims of outside creditors.

In contrast, section 107 of the 1976 Act provides, “Except as provided in the
partnership agreement, a partner may lend money to and transact other business
with the limited partnership and, subject to other applicable law, has the same rights
and obligations with respect thereto as a person who is not a partner.”®* This single
sentence encompasses four important points, all of which must be kept in mind in
assessing the effect of section 107 on the law of limited partnerships. First, it con-
tains no express limitation on preferential transfers or fraudulent conveyances from
the partnership to the partners. Second, by being phrased in terms of “partner” it
applies to both limited and general partners.®? Third, its provisions are “subject to
other applicable law.” Fourth, its provisions are subject to change by a partnership
agreement.

B. Fraudulent Conveyances

'The absence of a specific prohibition in the 1976 Act regarding the creation of
a security interest, payment, conveyance, or release from liability at a time when
partnership assets are insufficient to satisfy the claims of outside creditors at first
glance would appear to make significant and undesirable changes in the law. It
must be remembered, however, that section 107’s provisions are “subject to other
applicable law,” including a state’s fraudulent conveyance statute and the Federal
Bankruptcy Act.

Section 8 of the Uniform Fraudulent Conveyance Act states,

Every conveyance of partnership property and every partnership obligation incurred
when the partnership is or will be thereby rendered insolvent, is fraudulent as to
partnership creditors, if the conveyance is made or obligation is incurred,

(a) To a partner, whether with or without a promise by him to pay partnership
debts . .. .58

“Conveyance” is defined by that Act as including “every payment of money, as-
signment, release, transfer, lease, mortgage or pledge of tangible or intangible prop-
erty, and also the creation of any lien or incumbrance.”® Insolvency of a partnership
occurs when the amount that probably will be required to meet existing debts as

®1d. § 23(1) (a)-(d).
1976 Acr § 107.
< ‘Partner’ means a limited or general partner.” I4. § 101(8).
® UnrrorM FRAUDULENT ConvEYaNce Acr § 8(a). Section 67d(4) of the Bankruptcy Act is similar
in its effect. Bankruptey Act § 67d(4), 11 U.S.C. § 107(d)(4) (1976). With respect to voidable preferences,
§ 60a(1) of the Bankruptcy Act further provides,
A preference is a transfer, as defined in this title, of any of the property of a debtor to or for the
benefit of a creditor for or on account of an antecedent debt, made or suffered by such debtor while
insolvent and within four months before the filing by or against him of the petition initiating a
proceeding under this title, the effect of which transfer will be to enable such creditor to obtain a
greater percentage of his debt than some other creditor of the same class.
Id. § 60a(1), 11 US.C. § 96(a)(1) (1976).
® UntrorM FRAUDULENT CONVEYANCE Act § 1.
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they become due exceeds the present fair salable value of its assets.®® For this puz-
pose the firm’s assets include the individual assets of each general partner to the
extent they exceed the amount probably necessary to meet individual creditors’
claims and also the amount of any unpaid subscription of each limited partner, pro-
vided his or her individual assets are probably sufficient to satisfy his or her indi-
vidual debts, including the unpaid subscription.®

It would seem, then, that unless “assets of the partnership,” as used in section 13
of the 1916 Act, includes these additional amounts, it provides a more stringent test
for the validity of these sorts of conveyances than does section 8 of the Uniform
Fraudulent Conveyance Act. There may be cases in which the firm’s assets, when
viewed narrowly, would not exceed its liabilities to outsiders, which would make
any conveyance to a limited partner fraudulent under section 13. When supple-
mented by the partners’ contributions the same firm's assets could exceed its lia-
bilities, which would make the same conveyance not fraudulent under section 8.4
Thus, under the 1916 Act a limited partner might be prevented from obtaining
payment of a debt owed him or her by the partnership or conveyance of collateral
security even though at the time, under the Uniform Fraudulent Conveyance Act,
the partnership’s assets were sufficient to satisfy the partnership debts. By deleting
section 13s special fraudulent conveyance provision, section 107 of the 1976 Act
makes clear that a payment of a debt or conveyance of collateral security to a limited
partner is permissible as long as the partnership retains sufficient assets, as defined
by the Uniform Fraudulent Conveyance Act, to meet its current liabilities. Section
107 of the 1976 Act, therefore, may make some change in present law, although
the magnitude of the change is uncertain.®

®1d. § 2(1).

B1d. § 2(2).

% The somewhat different definitions of “insolvency” also could give rise to disparate results, Compare
id. § 2(1) with 1916 Act § 13(1).

%1t is possible to argue that “assets of the partnership,” as used in § 13 of the 1916 Act does include
limited partners’ unpaid subscriptions and general partners’ individual assets to the extent they are
available to satisfy claims of partnership creditors. Section 17 of the 1916 Act states that a limited partner
is liable to the partnership for (1) the difference between his or her contribution as reflected in the
certificate of limited partnership and the contribution actually made, and (2) any unpaid contribution
that the limited partner agreed in the certificate to make in the future. It also provides that a limited
partner holds as trustee for the partnership specific property stated in the certificate as having been con-
tributed but which actually was not contributed. Under certain circumstances these liabilities may be
enforced by a creditor of the firm. 1916 Acr § 17(1)(a)-(b), (2)(a), (3). As the first two items arc
amounts owed to the firm and the third is property of which the firm is equitable owner, arguably all
are firm “assets” within the meaning of § 13.

"The argument regarding general partners’ individual assets requires resort to §§ 15 and 40 of the
Uniform Partnership Act, incorporated by § 29 of the 1916 Act. Section 15 imposes joint and several
liability on general partners for torts and breaches of trust chargeable to the partnership and joint liability
for other partnership debts and obligations. UniForM Partnersuip Act § 15, Section 40 provides that,
in settling accounts after dissolution, the “assets' of the partnership” include not only partnership property
but also contributions from the individual asscts of partners to the extent necessary to satisfy all partner-
ship liabilities. Id. § 40(a); see 7d. § 40(d). Reading these sections together, and keeping in mind the
purpose of the limitation in § 13 of the 1916 Act, one could conclude that general partners’ individual
assets also are firm assets to the extent that they can be reached by firm creditors. See id. § 40, Comment.
To ignore the excess of a general partner’s individual assets over his or her individual liabilities in con-
struing a provision designed to protect partnership creditors would be to ignore the most significant feature
of a general partner's status—personal liability to such creditors. The result would be a provision more
restrictive than necessary to achieve the desired protection and needlessly intrusive on the limited partner's
status as a creditor of the firm (since it would preclude him or her from receiving payment or holding col-
lateral security even though the firm is solvent under the definition in the Uniform Fraudulent Conveyance
Act).
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C. Transactions by General Partners—Effect on Creditors

Also significant is section 107's extension to general partners of the right to
transact business with the partnership and stand on an equal footing with other
creditors. The extension of this right to general partners has a potential impact on
third party creditors of the partnership, on individual creditors of a general partner,
and on limited partners. For purposes of simplicity, the following discussion will
focus first on the rights of creditors under the 1976 Act. Thereafter, the rights of
general partners vis-3-vis limited partners will be considered.®

Any discussion of the rights and obligations of these various parties necessarily
must consider the relative priority of their claims to partnership assets upon liquida-
tion. Section 23 of the 1916 Act requires that the partnership assets be applied to
its liabilities in the following order: (1) to creditors, including limited partners
claiming as creditors; (2) to limited partners with respect to profits; (3) to limited
partners with respect to capital; (4) to general partners claiming as creditors; (5) to
general partners with respect to profits; and (6) to general partners with respect to
capital.™® In contrast, section 804 of the 1976 Act prescribes the following order:
(1) to creditors, including partners claiming as creditors; (2) unless otherwise
provided in a partnership agreement, to partners with respect to accrued but unpaid
interim distributions; and (3) unless otherwise provided in a partnership agreement,
to partners first for the return of capital contributions and secondly with respect to
their partnership interests.™

The effect of sections 107 and 804 on outside partnership creditors and on indi-
vidual creditors of a general partner can best be examined by a series of greatly
simplified examples. Each of the following examples concerns a limited partnership
with a single general partner, G, and a single limited partner, L. X is a nonpartner
creditor of the partnership, and Y is an individual creditor of G. In each example
it is assumed that there are no current partnership profits and that there are no
accrued but unpaid interim distributions.

EXAMPLE 1
General Partner Solvent, Partnership Solvent
Partnership Balance Sheet

ASSES oo, $4,000 Liabilities to X ... oo $1,000
Liabilities to G ..oeveeee e 1,000

Capital, L oo 1,000

Capital, G .o 1,000

Retained earnings ... 0

$4,000 $4,000

G owes Y, his individual creditor, $1,000. In addition to his interest in the partnership and
the $1,000 owed him by the partnership, G has other individual assets totalling $500.

Under sections 13 and 23 of the 1916 Act, if the partnership were liquidated at
this point X would receive $1,000 as a creditor, L. would receive $1,000 with respect
to capital, and G would receive $1,000 as a creditor and $1,000 with respect to capital.

® Although examination of the relationships between partners inter se generally is beyond the scope of
this Article, a consideration of § 107 that ignored such relationships would be unrealistic.

1916 Acr § 23(1).
™ 1976 Acr § 804.
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G’s individual assets would total $2,500. This amount would be more than sufficient
to satisfy his liability to Y.

Under sections 107 and 804 of the 1976 Act, if the partnership were liquidated
at this point X and G each would receive $1,000 as creditors, and L and G each
would receive $1,000 with respect to capital. G’s individual assets would total $2,500.
This amount would be more than sufficient to satisfy his liability to Y.

Thus, when both the partnership and the general partner are solvent, sections
107 and 804, although they alter the order of distribution of partnership assets, effect
no real change of practical significance to the parties.

EXAMPLE 2
General Partner Insolvent, Partnership Solvent
Partnership Balance Sheet

ASSES oo $4,000 Liabilities to X ..o $1,000
Liabilities to G ..oooviiccccee 1,000

Capital, L . 1,000

Capital, G ..o 1,000

Retained earnings ... 0

$4,000 $4,000

G owes Y, his individual creditor, $3,000. In addition to his interest in the partnership and
the $1,000 owed him by the partnership, G has other individual assets totalling $500.

Under sections 13 and 23 of the 1916 Act, if the partnership were liquidated at
this point, X would receive $1,000 as a creditor, L would receive $1,000 with respect
to capital, and G would receive $1,000 as a creditor and $1,000 with respect to capital.
G’s individual assets would total $2,500. This amount would be insufficient to satisfy
his liability to Y, with the result that Y would absorb a $500 loss.

Under sections 107 and 804 of the 1976 Act, if the partnership were liquidated
at this point, X and G each would receive $1,000 as creditors, and L and G each
would receive $1,000 with respect to capital. G’s individual assets would total $2,500.
This amount would be insufficient to satisfy his liability to Y, with the result that Y
would absorb a $500 loss.

Once again, if the partnership is solvent, the difference in order of distribution
of the partnership assets has no practical significance. Y, G’s individual creditor,

bore the risk of G’s personal insolvency and must absorb a loss of $500 under either
the 1916 Act or the 1976 Act.

EXAMPLE 3
General Partner Solvent, Partnership Insolvent
Partnership Balance Sheet

ASSEYS oo $1,000 Liabilities to X ... $1,000
Liabilities to G ...c.ooovrvreer e 1,000

Capital, L o 1,000

Capital, G .o 1,000

Retained earnings .............. ceemerneen (3,000)

$1,000 $1,000

G owes Y, his individual creditor, $1,000. In addition to his interest in the partnership and
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the $1,000 owed him by the partnership, G has other individual assets totalling $1,000.

Under sections 13 and 23 of the 1916 Act, if the partnership were liquidated at
this point X would receive $1,000 as a creditor. Because payment to X would en-
tirely deplete the partnership assets, neither G nor L would receive any distribution
from the partnership. G’s individual assets would total $1,000. This amount would
be sufficient to satisfy his liability to Y.

Under sections 107 and 804 of the 1976 Act, if the partnership were liquidated
at this point X and G each would receive $500 as creditors. Because these payments
would entirely deplete the partnership assets, G would receive no further distribu-
tions and L would receive no distributions whatsoever from the partnership. G’s in-
dividual assets after the distribution would total $1,500. This amount would be
sufficient to satisfy his liability of $1,000 to Y and also his personal liability for partner-
ship obligations of $500 to X.

Thus, X theoretically is not harmed by G’s sharing in partnership assets as a
creditor. X, however, will face the practical problem of recovering the $500 from G.
This may necessitate incurring the expenses of litigation and leaves open the possi-
bility that the funds may be dissipated or otherwise lost during the interim.” In
such a situation, X would receive greater protection by petitioning to have the
partnership adjudicated an involuntary bankrupt prior to any distribution of its
assets.™ If this is done X can be fully protected in either of two ways. First, if the
partnership is adjudged bankrupt, the court may administer the estates of general
partners even though they have not been adjudged individually bankrupt. This
procedure is justified on the basis of the liability of a general partner’s estate for
partnership obligations.” To the extent that it exceeds individual obligations the
general partner’s estate may be considered a partnership asset subject to the juris-
diction of the bankruptcy court.

A second, more direct and less disruptive solution would be to subordinate G’s
claim against the partnership to X’s claim. This procedure would allow payment
of X’s claim in full from the partnership assets and seems to be done almost as a
matter of course by the bankruptey courts.™ Moreover, there is nothing in the
1976 Act to prevent subordination. In fact, this solution seems to be contemplated
by the language of sections 107 and 804.7

™ Where available, prejudgment attachment would reduce the danger of loss or dissipation.

™ This course of action is open only if the partnership has committed an act of bankruptcy, as defined
in § 3a of the Bankruptcy Act. Bankruptcy Act § 32, 11 US.C. § 21(a) (1976).

™1 W. Lausg, W. HiL & L. King, CoLLiEr Bavkruptcy ManuaL € 5.08, at 5-12 to -13 (rev. 1976);
2 R. Rowrey & D. S1vE, RowLEY on ParTnversaip § 46.12, at 101-02 (2d ed. 1960).

™ Wallerstein v. Ervin, 112 F. 124 (3d Cir. 1901); In re Hess, 1 F.2d 342 (W.D. Pa. 1923); In re
Effinger, 184 F. 728 (D. Md. 1911); In re Rice, 164 F. 509 (E.D. Pa. 1908). In Effinger the firm and
all general partners had been adjudged bankrupt. In arguing that a general partner’s claim against the
partnership estate for money advanced should not be subordinated to claims of other partnership creditors,
an individual creditor of the general partner admitted that if the general partner were solvent subordination
would be proper. In such a situation, any partnership assets distributable to the general partner would
remain subject to the court's jurisdiction and to the claims of partnership creditors, which would make
distribution a superfluous step. 184 F. at 733-34.

™ Section 107 states that “subject to other applicable law,” a partner who transacts business with the
partnership has the same rights and obligations as a nonpartner. 1976 Acr § 107. Section 804(1) provides
that partnership assets shall be distributed first to creditors, including partners claiming as creditors, “to the
extent permitted by law.” Id. § 804(1). The draftsmen state, “Of course, other doctrines developed under
bankruptcy and insolvency laws may require the subordination of loans by partners under appropriate
circumstances.” Id. § 107, Comment.

Even absent such an indication in the 1976 Act, it seems clear that in case of conflict, doctrines de-
veloped under federal bankruptcy law would control. See cases cited note 75 supra. Wallerstein v. Irvin,
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EXAMPLE 4
General Partner Insolvent, Partnership Insolvent

Partnership Balance Sheet

ASSCES oo $1,000 Liabilities t0 X oo $2,000
Liabilities to G oo 1,000

Capital, L oo 1,000

Capital, G oo 1,000

Retained earnings ..........cocoe.e. (4,000)

$1,000 $1,000

G owes Y, his individual creditor, $1,000. In addition to his interest in the partnership and
the $1,000 owed him by the partnership, G has other individual assets totalling $1,000.77

Under sections 13 and 23 of the 1916 Act, if the partnership were liquidated at
this point X would receive $1,000 as a creditor. Because payment to X would en-
tirely deplete the partnership assets, neither G nor L would receive any distribution
from the partnership. X would have a claim of $1,000 against G’s individual assets,
which, in turn, would consist of $1,000 since G’s claim against the partnership would
be uncollectable. In this situation section 40 of the Uniform Partnership Act, which
prescribes what is known as the dual priorities rule, becomes relevant. This rule
states that partnership creditors have priority over individual creditors of a general
partner with respect to partnership assets but that individual creditors have priority
over partnership creditors with respect to the general partner’s individual assets.”®
The effect of this rule is that G’s $1,000 of individual assets would be applied to
satisfy Y’s $1,000 claim in full, with the result that X would absorb a $1,000 loss.

Under sections 107 and 804 of the 1976 Act, if the partnership were liquidated
at this point, X would receive $666 as a creditor and G would receive $333 as a
creditor. Because these payments would entirely deplete the partnership assets, G
would receive no further distributions and L would receive no distributions whatso-
ever from the partnership. G’s individual assets after the distribution would total
$1,333. Under section 40(i) of the Uniform Partnership Act these assets would be
applied first to satisfy Y’s $1,000 claim in full. The remaining $333 would be applied
to X’s claim of $1,333, with the result that X would absorb a $1,000 loss.

Again, X theoretically is not harmed by the change in the law effected by the
1976 Act. X bore the risk of partnership insolvency and consequently will suffer
a loss of $1,000 under either the 1916 Act or the 1976 Act. As long as G’s “other
individual assets” are at least equal to his liabilities to individual creditors, X’s rights
are no less under the latter statute than under the former. X will, however, face the

112 F. 124 (3d Cir. 1901), expressly recognized the supremacy of federal bankruptey law over state
partnership law with regard to this issue.
The moneys advanced in excess of the amount agreed to be contributed were, it is true, in many,
if not in all, instances, called “loans,” and the merchandise supplied was no doubt regarded by the
parties themselves as having been “sold,” and it may well be conceded that upon any accounting
between the partners the appellant would, after satisfaction of the firm debts, be entitled to priority
of credit for its surplus advances of either kind; yet as the proof proposed would, if allowed, have
reduced the fund to which the general creditors of the firm were constrained to look for the partial
payment of their claims, the law imperatively required its rejection.
Id. at 125,
G is designated as insolvent because he does not have sufficient assets to satisfy both his individual
creditors and partnership creditors to the extent that their claims are not satisfied from partnership assets.
" UnirorM ParTNERsHIP AcT § 40(b), (h), (i).
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same practical problems regarding collection as were discussed in Example 3, and
the same solutions are applicable.™
EXAMPLE 5
General Partner Insolvent, Partnership Insolvent
Partnership Balance Sheet

ASSELS oo eene s $1,000 Liabilities to X .oveieireeeieeeeeeeee, $1,000
Liabilities to G ....ooovvieeeeeeae 1,000

Capital, L e 1,000

(071411 I €U 1,000

Retained earnings ..., (3,000)

$1,000 $1,000

G owes Y, his individual creditor, $1,000. In addition to his interest in the partnership and
the $1,000 owed him by the partnership, G has other individual assets totalling $500.

Under sections 13 and 23 of the 1916 Act, if the partnership were liquidated at
this point X would receive $1,000 as a creditor. Because payment to X would entirely
deplete the partnership assets, neither G nor L would receive any distribution from
the partnership. G’s individual assets would consist of $500 since G’s claim against
the partnership would be uncollectable. This amount would be insufficient to satisfy
Y’s claim of $1,000, with the result that Y would absorb a $500 loss.

Under sections 107 and 804 of the 1976 Act, if the partnership were liquidated
at this point X and G each would receive $500 as creditors. Because these payments
would entirely deplete the partnership assets, G would receive no further distribu-
tions and L would receive no distributions whatsoever from the partnership. G's
individual assets after the distribution would total $1,000. Against this amount Y
would have a claim of $1,000 and X would have a claim of §500. The dual priorities
rule would require that G’s individual assets be applied first to Y’s claim, with the
result that X would absorb a $500 loss.

It is apparent that when a general partner’s “other individual assets” are insuf-
ficient to satisfy liabilities owing to his or her individual creditors and the partner-
ship is insolvent, the combination of sections 107 and 804 and the dual priorities rule
results in shifting the risk of his or her personal insolvency from individual creditors
to the partnership creditors. This occurs because, to the extent that a general partner
is permitted to share in a distribution of partnership assets on a pro rata basis with
other partnership creditors, the partnership assets are converted into individual
assets of the general partner over which his or her individual creditors have a
prior claim.

The solution to this problem again may be found in bankruptey law. Although
section 5g of the Bankruptcy Act codifies the dual priorities rule,® section 5h pro-
vides for marshalling the assets of the bankrupt partnership and bankrupt general
partner “to prevent preferences and secure the equitable distribution of the property
of the several estates.” In this case, subordination of G’s claim against the partner-

™ If both G and the partnership are adjudged bankrupt, the Bankruptcy Act specifically provides that
any surplus of G's individual assets, after payment of individual creditors, will be applied to partnership
debts. It further provides for marshalling of the respective estates to prevent preferences and to secure
cquitable distributions. Bankruptcy Act § 5g-h, 11 US.C. § 23(g)-(h) (1976).

®1d. § 5g, 11 US.C. § 23(g) (1976).
f1d. § 5h, 11 US.C. § 23(h) (1976).
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ship to X's claim would be not only appropriate but also imperative if an equitable
distribution of the respective estates is to be achieved. Fortunately, the case law
seems to have adopted this approach.®?

In favor of the rule adopted by sections 107 and 804 of the 1976 Act, vis-3-vis
other partnership creditors, is the fact that members of the partnership often may
be the most readily available source of additional working capital. On the other
hand, there is much to be said for the principle that one should not be able to compete
for assets with his or her own creditors (and partnership creditors are creditors of
a general partner in a very real sense). The foregoing examples should demonstrate,
however, that this competition exists only if the partnership is insolvent. In such
cases sections 107 and 804 may well operate to prejudice partnership creditors unless
the doctrine of equitable subordination is invoked.

D. Transactions by General Partners—Effect on Limited Partners

There remains to be considered the effect of sections 107 and 804 on the status
of general and limited partners among themselves. As previously noted, the major
change made by section 804 is in the priority of claims to partnership assets upon
dissolution and liquidation of the firm# The following examples will attempt to
illustrate the effect of this change. Each example concerns a limited partnership
with a single general partner, G, and a single limited partner, L. Each partner has
contributed $1,000 to the partnership capital, and each has made an advance to the
partnership of $1,000 beyond the amount of his agreed capital contribution. There
are no nonpartner creditors of the limited partnership. In each example it is assumed
that there are no current partnership profits and that there are no accrued but unpaid
interim distributions.

EXAMPLE 6
Partnership Solvent
Partnership Balance Sheet

P R $4,000 Liabilities to L .ocooeeeeeeeeeee $1,000
Liabilities t0 G ..o 1,000

Capital, L ... 1,000

Capital, G ..o 1,000

Retained earnings ... 0

$4,000 $4,000

® See cases cited note 75 supra. In re Effinger, 184 F. 728 (D. Md. 1911), exemplifies the traditional
judicial attitude. “Partnership creditors have a right to insist that assets which have been put by a partner
into a firm and which are found in the firm at the time of its bankruptcy shall as against him and ks
individual creditors be held to be partnership property.” Id. at 734 (emphasis added). Also instructive is
In re Rice, 164 F. 509 (E.D. Pa, 1908):
The referee’s decision is attacked on the ground that the claim of Joseph A. Rice against the firm
is an asset of his individual estate, which belongs to his individual creditors, and should not be
withheld from them, and thus applied in effect to the claims of other partnership creditors than
himself. But this argument fails to state the situation precisely. No doubt the claim of Joseph A.
Rice against the firm of which he was a member is an asset of his individual estate; but it is an
asset with 2 particular disability, and in this respect it differs from the claims of other partnership
creditors, Its disability consists in the fact that, according to the well-settled rule governing the
marshaling of partnership and of individual assets, it cannot participate in the distribution of the
partnership assets until other partnership creditors have been satisfied in full. For this reason the
individual creditors of the claimant cannot profit by it as completely as if he were an ordinary
creditor of the firm, and not a member also.
Id. at 513.
8 See text at notes 70-71 supra.
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Under sections 13 and 23 of the 1916 Act, if the partnership were liquidated at
this point L would receive $1,000 as a creditor and $1,000 with respect to capital.
Similarly, G would receive $1,000 as a creditor and $1,000 with respect to capital.
In contrast under sections 107 and 804 of the 1976 Act, if the partnership were
liquidated at this point L and G each would receive $1,000 as creditors and $1,000
with respect to capital. As was the case in Examples 1 and 2, the 1976 Act has
changed the order of distribution of partnership assets, but the change has no prac-
tical significance if the partnership is solvent and its capital is unimpaired.

EXAMPLE 7
Partnership Capital Impaired
Partnership Balance Sheet

ASSELS ot s $3,000 Liabilities to L oo $1,000
Liabilities t0 G wooveereeceeeeeeecniemnenne 1,000

Capital, L oo 1,000

Capital, G e 1,000

Retained earnings ......ceecooeceee (1,000)

$3,000 $3,000

Under sections 13 and 23 of the 1916 Act, if the partnership were liquidated at
this point L would receive $1,000 as a creditor and $1,000 with respect to capital.
G would receive the remaining $1,000 as a creditor and would absorb the full capital
loss of $1,000.

Under sections 107 and 804 of the 1976 Act, if the partnership were liquidated at
this point L and G each would receive $1,000 as creditors and $500 with respect to
capital. Each would absorb a capital loss of $500.

The difference in result reflects an underlying difference in philosophy between
the two Acts. Under the 1916 Act a limited partner enjoys not only limited liability
but also a status roughly analogous to a preferred shareholder in a corporation.
Upon liquidation he or she is entitled to a return of his or her capital intact before
a general partner, the supplier of the primary risk capital, can share in the partner-
ship assets in any way. The 1976 Act, in contrast, envisions a sharing of risk among
general and limited partners. However, the operative provision, section 804(3),
clearly states that its rule applies only if the partnership agreement does not provide
otherwise.® Thus, there is sufficient flexibility to restore limited partners to a pre-
ferred status with respect to capital should the parties wish to do so. Section 804(2)
includes a similar exception for accrued but unpaid interim distributions.®

EXAMPLE 8§
Partnership Insolvent
Partnership Balance Sheet

ASSCUS oo ee e sesasasonne $1,000 Liabilities to L oooveeveieerveecerecenne $1,000
Liabilities t0 G ooecveeciemeeerseecnas 1,000

Capital, L oo 1,000

Capital, G .o . 1,000

Retained earnings .....ccoccoreeees (3,000)

$1,000 $1,000

81976 Act § 804(3); see id. § 804, Comment.
%14, § 804(2).

HeinOnline -- 27 U Kan. L. Rev. 18 1978-1979



1978 Tue Revisep Untrorm LiMITED PARTNERSHIP AcT 19

Under sections 13 and 23 of the 1916 Act, if the partnership were liquidated at
this point L would receive $1,000 as a creditor and would absorb a $1,000 capital loss.
G would receive no distribution whatsoever from the partnership and would absorb
losses of $2,000.

Under sections 107 and 804 of the 1976 Act, if the partnership were liquidated at
this point L and G each would receive $500 as creditors. Each would absorb losses
of $1,500.

Once again the preferred status of the limited partner has been replaced by
equality. The question remains whether, with respect to loans or advances, a limited
partner can regain a preference over general partners by an appropriate provision
in the partnership agreement. Unlike sections 804(2) and 804(3), section 804(1),
the operative provision here, contains no express exception for a contrary ordering
of priorities by means of a partnership agreement. Section 107, however, does con-
tain such an exception.®® This apparent conflict between sections 107 and 804(1)
should be resolved in favor of section 107 for two reasons. First, there appears to be
no rational basis for making a distinction, regarding the partners’ relations on this
issue #nter se, among advances or loans, accrued but unpaid interim distributions,
and capital contributions. In addition, the absence of an express exception in section
804(1) is explainable on the basis that it states a general rule applicable to all creditors,
partners and nonpartners alike. It seems clear that the status of outside creditors
should not be subject to being altered by a private agreement among partners. The
absence of an express exception in section 804(1), therefore, should not be construed
to preclude the possibility of giving a limited partner claiming as a creditor priority
over a general partner with a similar claim.

In conclusion, it may be stated that the 1976 Act makes a fairly radical change in
the priorities of limited partners vis-d-vis general partners. This change may be
negated by private agreement, with the result that section 804 may operate essen-
tially as a “default” provision, i.e., it operates only if the partners fail to provide
otherwise. At least by expressly validating provisions in partnership agreements that
vary the statutory scheme of distribution, the 1976 Act introduces a flexibility that is
lacking in the 1916 Act. On the other hand, one may question whether this desirable
flexibility is outweighed by the change in the underlying statutory scheme. The
new scheme clearly reflects a basic change in the philosophy of limited partnership
law in the area of venture capital. No longer will general partners be the sole sup-
pliers of the primary risk capital. Rather, risk will be apportioned among both
general and limited partners.®” Although the 1976 Act grants limited partners addi-
tional rights in the partnership affairs® such investors will continue to remain
relatively passive.® Moreover, in many limited partnerships, particularly large, com-
mercial ones, the limited partners may not have sufficient leverage to obtain an

4. § 107.

¥ The risk is not truly equal, of course, because a limited partner enjoys limited liability while a
general partner does not. It also should be recognized that the rough equality imposed by § 804 may be
achieved under the 1916 Act by having the general partner occupy a dual status as both a general and 2
limited partner. 1916 Acr § 12(2).

 See, e.g., 1976 Act §§ 105, 305, 1001,

® The draftsmen of the 1976 Act clearly recognize the inactive nature of the limited partner’s role.
For example, they state, “In view of the passive nature of the limited partner’s position, it has been widely
felt that limited partners are entitled to access to certain basic documents, including the certificate of
limited partnership and any partnership agreement.” I4. § 105, Comment.
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agreement altering section 804’s scheme of distribution. In light of these considera-
tions the wisdom of this change in the law appears at least questionable.

II1. CertiFicate oF LiMITED PARTNERSHIP

Article 2 of the 1976 Act contains requirements relating to the execution, contents,
and filing of the original certificate of limited partnership, amendments to the cer-
tificate, and cancellation of the certificate. It also contains a provision imposing
liability for false statements appearing in any of these documents. Article 2 is of
critical importance with respect to the relationship of the firm and its members to
third parties. The certificate is significant not only in creating the limited partner-
ship and establishing the basic rights and duties among the partners inzer se but also
in providing a source of information regarding these rights and duties to interested
members of the public.

The following discussion will begin with a brief survey of the requirements
governing formation of the partnership and contents of the original certificate. It
then will proceed to a detailed examination of the duty to amend the certificate and
liability for false statements appearing in the certificate.

A. Certificate of Limited Partnership

Formation of a limited partnership is accomplished by filing two copies of a
certificate of limited partnership with the Secretary of State.®® The certificate must
be signed by all partners, both general and limited.®* Unlike the 1916 Act, section
201(b) of the 1976 Act specifically provides that the partnership is formed at the
time of filing®? Since the Secretary of State must note the filing date on both copies
of the certificate, evidence of the time of formation should be readily available.®®
Section 201(b) also permits delayed effectiveness of the certificate, if for any reason
that is desirable.®

Section 201(a) lists twelve specific items that the certificate must contain.®®
These items are substantially similar to those required by the 1916 Act,®® with a
few deletions and some revisions in wording to make section 201 consistent with the
terminology and concepts employed in the remainder of the 1976 Act®® The pur-
pose, of course, is to provide creditors an opportunity to learn certain basic facts
relating to the business, membership, and financial structure of the partnership.®®
The certificate constitutes constructive notice, however, only of the fact that the
firm is a limited partnership and that the persons designated as limited partners
are limited partners.®®

The items required to be included in the certificate may be divided into two

®1d. §§ 201(a), 206(a). After endorsement the Secretary of State is to return one copy to the partner-
ship, Id. § 206(a) (3).

$1d. § 204(a)(1). The 1976 Act further provides that “[t]he execution of a certificate by a general
partner constitutes an affirmation under the penalties of perjury that the facts stated therein are true.”
Id. § 204(c). For a discussion of this provision, see text at notes 154-70 infra.

% Compare 1916 Act § 2 with 1976 Acr § 201(b).

%1976 Acr § 206(a) (1).

*1d. § 201 (b).

% The certificate also may include “any other matters the partners determine.” Id. § 201(a) (13).

% Compare id. § 201 (a) with 1916 Act § 2(1) (a).

71976 Acr § 201, Comment.

B1d.

®1d. § 208.
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rough categories—those providing general information about the partnership, and
those relating more specifically to its financial structure. Items in the first category are
(1) the name of the partnership, (2) the general character of its business, (3) the
address of its specified office and the name and address of its agent for service of
process, (4) the name and business address of each partner, with the general partners
and limited partners designated separately as such,'® (5) any power of a limited
partner, and the terms and conditions relating thereto, to grant an assignee of his
or her partnership interest the right to become a limited partner, (6) any time at
which or events upon the occurrence of which the partnership will be dissolved and
its affairs wound up, and (7) any right of the remaining general partners to con-
tinue the business after withdrawal of a general partner.

The items relating to the financial structure of the partnership are (1) with re-
spect to each partner, the amount of cash and a description and statement of the
agreed value of any property or services contributed or to be contributed in the
future,’®* (2) with respect to each partner, the times at which or events upon the
occurrence of which additional contributions are agreed to be made, (3) any agreed
upon time at which or events upon the occurrence of which a partner may terminate
his or her membership, the amount or method of determining the distribution re-
specting his or her partnership interest, and the terms and conditions of the termina-
tion and distribution, (4) the rights of the partners to receive distributions from the
partnership, and (5) any right of a general partner to make, or of any partner to
receive, distributions that include part or all of the partner’s contribution.'®?

It should be noted that many of the items relating to financial structure that in
the 1916 Act applied only to limited partners, have been extended to all partners by
the 1976 Act. The new approach seems preferable since the certificate will convey
a more complete picture of the financial arrangement of the business as a whole.
It also should be noted that neither Act contemplates that the certificate explicate
all rights and duties of the partners inter se. The details of the partners’ relationship
are left to the partnership agreement, which, unlike the certificate, is a private docu-
ment. In case of conflict between provisions of the certificate and those of an agree-
ment, the former, being a public and statutory document, should control.

A limited partnership achieves de jure existence by substantial compliance with
the requirements of section 201.2% The doctrine of substantial compliance is a
carry-over of the rule of the 1916 Act,’® which itself was a significant liberalization
of the law in effect prior to that time.

1 A second function of the certificate and any amendments thereto is to fix the time a person becomes
a partner. Id. §§ 101(5)-(6), 201, Comment, 301 (b).

1% Although § 201(a)(5) of the 1976 Act, like 1916 Acr § 2(1)(2) VI, speaks in terms of “agreed
value,” not “actual value,” the two have been construed as synonymous with respect to third parties who
rely on the statement in the certificate. Walraven v. Ramsay, 335 Mich. 331, 55 N.W.2d 853 (1952).
To the extent that the partners agree upeon a value of property or services that differs from actual value,
there is potential liability for a false statement in the certificate. See 1976 Act § 207. The practical
problems involved in valuing property and services, and thus the potential for falsity, may be great. Liability
under § 207, however, is predicated on knowing falsity with respect to limited partners and either knowing
or negligent falsity with respect to general partners, While these elements of culpability may alleviate the
valuation problem to some extent, clearly § 207 does not go as far as analogous provisions in some cor-
poration codes. E.g., DEL. CobE ANN. tit, 8, § 152 (Supp. 1977) (judgment of directors concerning value
of consideration for issuance of stock is conclusive absent actual fraud).

11976 Acr § 201(a)(13) permits the certificate also to contain “any other matters the partners de-
termine to include therein.”

914, § 201(b).

11916 Acr §§ 1, Comment, 2(2).
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Section 2(2) of the 1916 Act contains two independent elements—substantial
compliance with the filing requirements and a good faith belief in compliance.
Section 201(b) of the 1976 Act eliminates the element of good faith and retains only
substantial compliance. This change seems desirable. Substantial compliance is an
objective standard but good faith connotes a difficult subjective inquiry into the
honesty of the partners in their attempt to comply with the filing requirements.
If the purpose of these requirements is to impart notice of certain essential informa-
tion to creditors, that purpose is fulfilled by substantial compliance regardless of
the honesty of the partners. If the certificate is knowingly false or incomplete those
who suffer loss have a remedy under section 2071% Unlike the possibly drastic
consequences of nonformation of the limited partnership, the section 207 remedy is
tailored to the magnitude of the wrong and operates only in favor of those whose
loss is caused by it.'® On the other hand, if the partners’ actions do not even amount
to substantial compliance with the filing requirements, there are significant policy
reasons for imposing the more drastic consequence of unlimited liability to all third
parties who deal with the firm. First, a limited partnership is a statutory creation
and its existence depends upon the grant of a privilege by the state. Failure to
comply with the statutory requirements precludes a claim of the privileged status
accorded a limited partner. Second, if lack of substantial compliance constitutes a
complete failure to file a certificate of limited partnership, the most common defect,
no third party can be on notice that the business entity purports to be a limited
partnership. In such a case there is no reason to require a third party to show his
or her reliance on the belief that the defendant was a general partner; the reliance
should be presumed.’” If, however, there is substantial compliance with the filing re-
quirements, third parties at least have notice that the business is a limited partner-
ship and therefore have no cause to complain unless they have relied to their
detriment on false statements appearing in the certificate. What constitutes sub-
stantial compliance, of course, will continue to be determined on a case by case basis.**®

15 See text at notes 136-53 infra. It should be noted that § 207 specifically proscribes only false state-
ments. It scems clear, however, that even if the statements contained in a certificate are technically true,
the omission of information that might qualify the statements made can render them inaccurate and mis-
leading. For this reason § 207 should and probably will be construed to apply to certificates of limited
partnership that are incomplete in this sense. Cf. SEC Rule 10b-5(b), 17 C.F.R. § 240.10b-5(b) (1977)
(making unlawful the omission of material facts necessary to make statements made not misleading).

1% 1f there is no good faith substantial compliance with the filing requirements of § 2 of the 1916 Act,
the limited partnership is not recognized vis-d-vis third parties. The result is that unless the limited
partner promptly renounces his or her interest in the income of the business, under § 11 of the 1916 Act,
he or she will be liable to third parties as a general partner. Bisno v. Hyde, 290 F.2d 560 (9th Cir. 1961)
(dictum), cerzr. denied, 368 U.S. 959, rehearing denied, 369 U.S. 808 (1962); Tiburon Nat'l Bank v.
Wagner, 265 Cal. App. 2d 991, 71 Cal. Rptr. 832 (1968); Arrow Petroleum Co. v. Ames, 128 Ind. App.
10, 142 N.E.2d 479 (1957); Atlanta Stove Works, Inc, v. Keel, 255 N.C. 421, 121 S.E.2d 607 (1961)
(per curiam). It is unnecessary for the third party to plead or prove reliance. Tiburon Nat'l Bank v.
Wagner, 265 Cal. App. 2d 991, 71 Cal. Rptr. 832 (1968).

107 See text at notes 204-09 infra.

1% The case law under the 1916 Act with respect to the substantial compliance issuc is fairly meager.
Many cases involve a complete failure to file, which clearly does not constitute substantial compliance.
See cases cited note 106 supra. Between this extreme and absolute, literal compliance, the question should
be decided with reference to the purpose of the filing requirement—notice to third parties. Thus, a
slight misspelling of a name, ¢f, Bowen v. Argall, 24 Wend. 495 (N.Y. Sup. Ct. 1840) (decided under
pre-1916 Act law), or a contribution by check rather than cash as stated in the certificate, Henningsen v,
Barnard, 117 Cal. App. 2d 352, 255 P.2d 837 (1953), should not vitiate compliance. Butz see Bergeson
v. Life Ins. Corp. of America, 170 F. Supp. 150 (D. Utah 1958), aff'd in part and rev’d in part on other
grounds, 265 F.2d 277 (10th Cir.), cert. densed, 360 U.S. 932 (1959) (holding that signing but failing
to swear to the certificate was not substantial compliance). On the other hand, major defects that impair
notice, such as filing in the wrong place, should be held to preclude substantial compliance. Cf. O’Connor
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B. Amendments and Civil Liability for False Statements

Section 202(a) of the 1976 Act provides that amendments of the certificate are
to be effected by filing with the Secretary of State a certificate of amendment setting
forth the name of the limited partnership, the date of filing of the certificate, and
the amendment.® Unlike the original certificate, which must be signed by all
partners,''® an amendment need be signed only by a single general partner and any
other partner designated in the amendment as a new partner or as one whose con-
tribution is stated as having been increased.!!!

It is obvious that the partners may amend the certificate any time they wish to
make a change in their relationship with respect to a matter governed by the cer-
tificate.*® The more difficult issues relate to the circumstances under which the
partners are obligated by law to amend the certificate and the consequences attendant
upon their failure to do so. The following discussion first will describe the situation
that exists under the 1916 Act and then will explore the changes introduced by
the 1976 Act.

Section 24(2) of the 1916 Act states that the certificate shall be amended when
(1) there is a change in the partnership’s name, or in the amount or character of
any limited partner’s contribution, (2) a person is admitted as a substituted or addi-
tional limited partner, (3) a person is admitted as a general partner, (4) the business
is continued after the death, retirement, or insanity of a general partner, (5) there is
a change in the character of the partnership’s business, (6) there is a false or er-
roneous statement in the certificate, (7) there is a change in the time for dissolution
of the partnership or for return of a contribution, (8) if the original certificate does
not fix a time for dissolution or return of a contribution, such a time is fixed, and
(9) the partners desire to change any other statement in the certificate so that it
accurately reflects the agreement among them®

It should be noted that section 24(2) imposes a duty to amend when changes
occur regarding certain items in the certificate but that the itemization in section 24
is not coextensive with the contents of the certificate as prescribed by section 2.4
Thus, section 24(2) does not require specifically that the certificate be amended
when changes occur with respect to any of the following: (1) the location of the
firm’s principal place of business; (2) the residence of any of the partners; (3) the
agreement, if any, of a limited partner to make additional contributions; (4) the
share of profits to be received by each limited partner; (5) the right, if any, of a
limited partner to designate his or her assignee as a substituted limited partner;
(6) the right, if any, of the partners to admit additional limited partners; (7) the
right, if any, of certain limited partners to priority over other limited partners;
(8) the right, if any, of the remaining general partner to continue the business on

v. Graff, 186 App. Div. 116, 173 N.Y.S. 730 (1919), affd mem., 230 N.Y. 552, 130 N.E. 890 (1920)
(decided under pre-1916 Act law). In this regard, it might be noted that the 1976 Act's system of central,
rather than local, filing should make compliance easier for the partners, but at the same time it probably
will undercut the value of the certificate as a device for imparting actual notice to creditors.

%1976 Acr § 202(a).

HOrd. § 204(a)(1).

M 1d. § 204(a)(2). The 1916 Act requires execution by all partners. If the amendment substitutes a
limited partner it must be executed by both the incoming and outgoing limited partner. If it merely adds
a limited or general partner it must be executed by the incoming partner. 1916 Acr § 25(1) (b).

M See 1976 Act § 202(d); 1916 Acr § 24(2) (j).

431916 Act § 24(2).

M Compare id. with id. § 2(1) (a).
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the death, retirement, or insanity of a general partner; and (9) the right, if any, of a
limited partner to receive property other than cash in return for his or her con-
tribution.

The reason for this lack of specific correlation between the two sections is not
clear. As many of the items omitted from section 24(2) concern only the relations
of the partners inzer se, the draftsmen may have felt that there was no need to impose
a specific duty to amend. Not all of the omitted items are of this sort, however. For
example, a change in the obligation of a limited partner to make future contribu-
tions could be very important to a potential creditor. Other similarly important
examples include changes in the right of a remaining general partner to continue
the business and the right of a limited partner to receive property other than cash
in return for his or her contribution.}®

It could be argued that a duty to keep the certificate currently accurate in all
respects is imposed by section 24(2) (g)’s mandate to amend the certificate if it con-
tains a false or erroneous statement.1*® The difficulty with this construction is that
it makes the remainder of section 24(2) superfluous.*? For this reason, it would
scem that section 24(2)(g) relates only to statements in the certificate that were
false at the time of filing rather than also to those that became false by reason of
subsequent changes in circumstances.}® Tt would follow that, apart from the items
mentioned specifically, section 24(2) imposes no general duty to keep the cer-
tificate current.1?

However the duty to amend is construed, there remain to be considered the conse-
quences flowing from breach of that duty. Section 24 itself imposes only the duty;
it is silent regarding the consequences of breach. Section 6, imposing liability for
false statements in the certificate, would appear to be the next logical point of focus.
Section 6 provides,

If the certificate contains a false statement, one who suffers loss by reliance on
such statement may hold liable any party to the certificate who knew the statement
to be false.

(a) At the time he signed the certificate, or

(b) Subsequently, but within a sufficient time before the statement was relied
upon to enable him to cancel or amend the certificate, or to file a petition for its
cancellation or amendment as provided in Section 25(3).120

Section 6 potentially is applicable to all partners because they all are parties to
the certificate. As a practical matter, because a general partner is personally liable
for partnership obligations regardless of the accuracy of the certificate, section 6
liability has been asserted primarily against limited partners.?! Unlike the situation
prevailing prior to the 1916 Act,'?? the plaintiff in a section 6 action must establish

Y% Since the certificate should control over a contrary provision in a private agreement, it may be
that legally effective changes in these items can be made only by an amendment to the certificate.

01916 Acr § 24(2)(g). 1d. § 24(2)(j) also may lend support to this view.

::: IZdR. RowLEY & D. SvE, supra note 74, § 53.24, at 592.

® This reading is supported by 1976 Act § 202, Comment, stating,

Paragraph (c) makes it clear, as it was not clear under subdivision (2)(g) of former Section 24,

that the certificate of limited partnership is intended to be an accurate description of the facts to

which it relates at all times and does not speak merely as of the date it is executed.

1916 Acr § 6.

L2 R. RowLEY & D. SIVE, supra note 74, § 53.6, at 566.

1% See Abendroth v. Van Dolsen, 131 U,S. 66 (1889).
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more than a mere false statement appearing in the certificate. He or she also must
prove actual reliance on the statement.’*® In addition, the damage for which plain-
tiff is secking recovery must have been caused by such reliance.!®* Although there
is no requirement of materiality with respect to the false statement, the elements of
reliance and causation serve much the same purpose.®® Finally, it must be estab-
lished that the defendant knew the statement was false either at the time he or she
executed the certificate or thereafter but within a sufficient time before the plaintiff's
reliance to have enabled the defendant to take corrective action.!?®

Liability under section 6 for false statements does not appear to be correlated
directly to the duty to amend the certificate imposed by section 24(2). Section 6
speaks in terms of the certificate containing a false statement and then refers to two
time periods—(a) the time at which the certificate was executed, and (b) subsequently.
These periods, however, expressly relate to the defendant’s knowledge of the falsity
and not necessarily to the time at which the statement was or became false. Thus,
section 6 could be read to apply only to statements false when the certificate was
executed and not also to those becoming false due to a change in circumstances.’?”
The objection to this construction is that it necessitates the conclusion that the 1916
Act provides no consequences for breach of the duty to amend, even as to the items
specifically enumerated in section 24(2) (the only exceptions being sections 24(2) (g)
and (h)).1%

Alternatively, it can be argued that statements originally true but becoming false
by reason of a change in circumstances literally fall within the language of section 6.
By hypothesis, at the time the plaintiff relied on the certificate, it must have con-
tained a false statement. Although it would have been impossible for the defendant
to have known of the falsity at the time he or she signed the certificate (because the
statement was not false at that time), he or she may have acquired such knowledge
“subsequently,” at or after the change in circumstances. The objection to this read-
ing, of course, is that unless section 24(2)(g) is construed similarly (i.e., to impose
a duty to amend the certificate for statements that become false because of a subse-
quent change in circumstances), the scope of liability under section 6 will be broader
than the scope of the duty imposed by section 24(2).

The 1976 Act resolves some of the uncertainty inherent in the 1916 Act, but in so

B Giles v. Vette, 263 U.S. 553 (1924) (dictum); Henningsen v. Barnard, 117 Cal. App. 2d 352, 255
P.2d 837 (1953); Gilman Paint & Varnish Co. v. Legum, 197 Md. 665, 80 A.2d 906 (Ct. App. 1951)
(dictum); Walraven v. Ramsay, 335 Mich. 331, 55 N.W.2d 853 (1952).

1% See cases cited note 123 supra.

%2 R. Rowrey & D. SIvE, supra note 74, § 53.6, at 566.

8 Walraven v. Ramsay, 335 Mich. 331, 55 N.W.2d 853 (1952).

7 See Gilman Paint & Varnish Co. v. Legum, 197 Md. 665, ..., 80 A.2d 906, 911 (Ct. App. 1951);
2 R. Rowrey & D. SivE, supra note 74, § 53.6, at 566. But see Lewis, The Uniform Limited Partnership
Act, 65 U. Pa. L. Rev. 715, 729 (1917).

% Section 24(2)(g) imposes a duty to amend if the certificate contains a false statement. A breach
of this duty would result in § 6 liability, provided the plaintiff could establish the other elements of a
cause of action under § 6. Section 24(2) (h) requires the partners to amend the certificate if there is a
change in the time fixed for dissolution or for return of a contribution. 1916 Acr § 24(2)(h). If the
term of the partnership as originally set in the certificate expires, it would seem that the partnership is
dissolved unless the partners have amended the original certificate or have filed a new one. UNI1ForMm
ParTNERSHIP AcT § 31(1)(a). If the partners continue the business without taking formal action to
extend the term of the partnership, the limited partners run the risk of incurring personal liability as
general partners unless, upon ascertaining the error, they promptly renounce their interests in the income
of the business. 1916 Acr § 11; Gilman Paint & Varnish Co. v. Legum, 197 Md. 665, 80 A.2d 906
(Ct. App. 1951); 2 R. RowLey & D. Swve, supra note 74, § 53.24, at 591, But see Vulcan Furniture
Mfg. Corp. v. Vaughn, 168 So. 2d 760, 764 (Fla. Dist, Ct. App. 1964),
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doing it creates new problems, equally if not more difficult. Sections 202(b) and
202(c) of the 1976 Act impose affirmative duties with respect to amending the
original certificate. Section 202(b) requires an amendment reflecting any of the
four following events to be filed within thirty days after the occurrence of the event:
(1) a change in the quantity or quality of a partner’s contribution or a change in a
partner’s obligation to make a contribution; (2) the admission of a new partner;
(3) the withdrawal of a partner; and (4) the continuation of the business after
withdrawal of a general partner®® Section 202(e) provides that if the amendment
is filed within thirty days of the occurrence of any of these four events, no person
will incur liability with respect to the interim period between the occurrence of the
event and the filing of the amendment.?*® In effect, if filed within thirty days of the
event, the amendment will relate back to the time at which the event occurred.

Section 202(c) imposes on general partners a broad duty to amend, in the fol-
lowing terms:

(c) A general partner who becomes aware that any statement in a certificate of
limited partnership was false when made or that any arrangements or other facts
described have changed, making the certificate inaccurate in any respect, shall
promptly amend the certificate, but an amendment to show a change of address of
a limited partner need be filed only once every 12 months.1%!

These two sections make it clear that there is a continuing duty to keep the
certificate current in light of changing circumstances.’®® The exact scope of the
duties imposed and the relationship between the two sections themselves, however,
are less clear.

It appears that the draftsmen have segregated the four events listed in section
202(b) from all other events requiring amendment and have imposed special rules
regarding them. The comment to section 202 states that these four events are “so
central to the function of the certificate of limited partnership that they require
prompt amendment.”3 This comment indicates that amendments reflecting the
four events referred to in section 202(b), if filed within thirty days of the event’s
occurrence, will comply with the broader, overlapping promptness requirement of
section 202(c). ‘This conclusion also is supported by section 202(e)’s “safe harbor”
and by the constructional maxim that specific language controls general.

It is significant that the thirty day time period of section 202(b) begins to run
upon occurrence of one of the four specified events, whereas the promptness require-
ment of section 202(c) relates to the speed of a general partner’s action after he or
she first becomes aware of an inaccuracy in the certificate. While these two points
in time often may coincide, that will not always necessarily be the case. If they do
not coincide, the provisions of section 202(b), imposing an absolute duty with respect
to the matters covered thereby, should control. For example, if the power is granted
in the certificate of limited partnership, it is possible that through an assignment of
his or her interest a limited partner could grant the assignee the right to become a
limited partner, without the knowledge of any general partner!?* If a general

#1976 Acr § 202(b).

117§ 202(c).

14§ 202(c).

14, § 202, Comment.

g
1 See id. §§ 301(a) (2), 704(a)(1).
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partner became aware of this event twenty days after it occurred it would seem that
he or she would have only ten additional days to cause an amendment to be filed.’*®
If the amendment is not filed until the eleventh day after the general partner learned
of the assignment, he or she will have breached his or her duty under section 202(b),
notwithstanding that such action could be viewed as prompt within the meaning
of section 202(c). If the general partner did not become aware of the assignment
until thirty-one days after it occurred, a literal reading of section 202(b) requires the
conclusion that its duty has been breached regardless of the speed with which the
general partner acts thereafter.

Thus, in theory section 202(b) imposes a stricter duty to amend than does section
202(c). By making the event’s occurrence, rather than a general partner’s aware-
ness, the operative feature, it also may be viewed as imposing a duty to keep informed
concerning fundamental events affecting the partnership. The major consequence
of breaches of these duties is an inability to rely on the “safe harbor” provision of
section 202(e).

The nature of the duty to amend imposed by section 202(c), with regard to
changes in circumstances other than those governed by section 202(b), is somewhat
more nebulous. Corresponding with the view that these events are relatively less
important to interested third parties, the duty theoretically is more lenient in two
respects than that imposed by section 202(b). First, as already discussed, the duty
to amend is triggered not by the occurrence of the event but by a general partner’s
awareness of such occurrence. Second, compliance with the duty is measured not by
a strict thirty day time limit but by the promptness of the general partner’s action.

Whether an amendment has been filed promptly will be a question of fact to be
determined on a case by case basis. For this reason section 202(c), in some cases,
could result in imposition of a stricter standard of conduct than section 202(b). For
example, if the partners appointed a new agent for service of process and all general
partners were aware of the appointment at the time it occurred, it might be deter-
mined that a deliberate twenty-nine day delay in filing an amendment did not con-
stitute prompt action. On the other hand, it could be argued that action within
thirty days of the event’s occurrence satisfies the duty imposed by section 202(c) as
a matter of law. The basis for this argument is the draftsmen’s perception of events
covered by section 202(c) as being less crucial than those covered by section 202(b).
If a thirty day period, described in the comment as “prompt,” is permitted under
section 202(b), the leeway under section 202(c) should be at least as great.

An outer limit on the definition of “promptly” is suggested by the last clause of
section 202(c), which requires amendments reflecting changes in addresses of limited
partners to be filed only once every twelve months. This clause is drafted as an
exception to the promptness requirement, possibly because the draftsmen believed
the address of a limited partner to be the least important item of information to a
third party. If this explanation is correct it would follow that as a matter of law,
regardless of awareness, any other amendment filed twelve months or more after
the occurrence of the event it reflects is not filed “promptly.” Section 202(c), con-
strued in this manner, may not be strictly logical, but it does make practical sense.
That is, although awareness ordinarily is a subjective element, there is a point in

% The new limited partner also is required to execute the amendment. Id. § 204(a)(2).
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time when it strains credulity for a general partner to plead ignorance, At this point
it seems proper to remove the question from the realm of factual issues. Moreover,
the question is purely academic unless specific consequences flow from breach of the
duty imposed by section 202(c).

Unfortunately, the lack of correlation between duty and consequences that is
present in the 1916 Act has been carried over into the 1976 Act. Like section 24(2)
of the 1916 Act, section 202 fails to specify any consequences for failure to follow
its mandate; and, like section 6 of the 1916 Act, section 207 of the 1976 Act imposes
liability for false statements appearing in the certificate independent of the duties
imposed by section 202. Section 207 provides,

If any certificate of limited partnership or certificate of amendment or cancellation
contains a false statement, one who suffers loss by reliance on the statement may
recover damages for the loss from:

(1) any person who executes the certificate, or causes another to execute it on
his behalf, and knew, and any general partner who knew or should have known,
the statement to be false at the time the certificate was executed; and

(2) any general partner who thereafter knows or should have known that any
arrangement or other fact described in the certificate has changed, making the
statement inaccurate in any respect within a sufficient time before the statement
was relied upon reasonably to have enabled that general partner to cancel or
amend the certificate, or to file a petition for its cancellation or amendment under
Section 205,136

Section 207 is similar to section 6 of the 1916 Act in that it retains the basic ele-
ments of falsity, culpability, reliance, and causation. Beyond this, section 207 clarifies
and changes the law prevailing under the 1916 Act, but in doing so it creates some
new problems. Sections 6 and 207 best can be compared by focusing on three points
—the documents covered, liability for statements originally false, and liability for
statements becoming false due to a change in circumstances.

Section 207 expressly applies to a false statement appearing in the certificate of
limited partnership, a certificate of amendment, or a certificate of cancellation.
Section 6 applies to false statements appearing in “the certificate,” a term used in
the 1916 Act to designate the certificate of limited partnership. Section 6 also indi-
rectly covers false statements appearing in a certificate of amendment since the
certificate, as amended, is deemed to be “the certificate.”®3? Thus, the only extension
of coverage made by section 207 in the area of documents affected is the addition
of the certificate of cancellation. Because of the narrow scope of a certificate of can-
cellation, this extension probably will not be significant in many cases.**®

With respect to statements false at the time a certificate is executed, section 207
continues the rule of section 6 that all parties executing the certificate are potentially
liable. In this connection it is important to note that while section 204 requires all
partners to execute the original certificate of limited partnership,’®® it does not con-

2 1d. § 207,

1916 Acr § 25(6).

"3 The certificate of cancellation contains (1) the name of the limited partnership, (2) the filing date
of the certificate of limited partnership, (3) the reason for filing the certificate of cancellation, (4) the
effective date of cancellation, and (5) any other information the general partners wish to include. 1976
Acr § 203.

¥ Id, § 204(a) (1).
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tain similar requirements for the other two types of certificates. A certificate of
amendment need be executed by only a single general partner and any other partner
designated as a new partner or whose contribution is described as having been in-
creased, and a certificate of cancellation need be executed by only the general
partners.® This is a major change from the 1916 Act, which required all partners
to execute all certificates.*! Since limited partners are required to execute fewer
certificates under the 1976 Act, the mathematical probability of their incurring
liability under section 207 should be reduced. The extent of this reduction should
not be overestimated, however, because they still must be parties to the statements
that are the most likely source of liability—those relating to their contributions.

An ambiguity in drafting leaves the situation of general partners less clear. The
issue, more specifically, is whether a general partner who does not join in execution
of an amendment potentially is liable for a false statement appearing in the cer-
tificate of amendment.

Section 207(1) describes the class of potential defendants as “any person who
executes the certificate . . . and knew, and any general partner who knew or should
have known, the statement to be false at the time the certificate was executed.”'42
The problem stems from use of the broad phrase, “any person who executes the
certificate,” followed by the more specific reference to general partners. The specific
reference could be construed merely as modifying the broader initial description.
Under this construction section 207(1) would confine liability to those who execute
the certificate of amendment, the specific reference being simply the imposition of
a broader standard of culpability with respect to general partners—knowledge of
the false statement or negligent failure to discover it.*** If this is what was intended
it would have been more logical to draft section 207(1) as follows: “any limited
partner who executes the certificate and who knew, and any general partner who
executes the certificate and who knew or should have known the statement to be false
at the time the certificate was executed.”

Thus, it may be that the specific reference to general partners was intended not
only to impose a broader standard of culpability but also to impose liability on all
general partners who possess the requisite mental state regardless of whether they
were parties to the certificate of amendment. The specific reference is to any gen-
eral partner. Moreover, the initial reference to “any person” clearly includes both
limited partners and general partners who executed the certificate of amendment
and who %new of the false statement. If the subsequent reference specifically to
general partners was intended merely to impose a broader standard of culpability
than that applicable to limited partners, it would have been unnecessary to repeat
the word “knew.” If, however, in addition to establishing an alternative standard
of culpability, the reference was intended to impose liability on nonexecuting general
partners, the use of “knew” is both logical and necessary since such general partners

14, § 204(a) (2)-(3).

411916 Act §§ 2(1) (1), 25(1) (b), (2).

M31976 Act § 207(1).

143 geveral states, in their versions of § 6 of the 1916 Act, already have broadened the standard of
culpability to include negligence. Drn. Cope ANN. tit. 6, § 1706 (1974) (“any party to the certificate
who knew or should have known the statement to be false); Kan. Star. Ann. § 56-127 (1976) (“any
party to the certificate who knew or, by the exercise of ordinary diligence, should have known the state-
ment to be false™); Mo. ANN. Star. § 359.060 (Vernon 1968) (“‘any party to the certificate who knew,
or by the exercise of ordinary diligence should have known, the statement to be false™).
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are not included within the phrase “any person who executes the certificate.” This
reading also is supported by the duty of all general partners under section 202(c) to
correct statements that were false when made.

Once again, however, the construction is not wholly satisfactory because it too
involves some unnecessary overlap between the two phrases. If this latter construc-
tion is the intended one it would have been more logical to draft section 207(1) as
follows: “any limited partner who executes the certificate and who knew, and any
general partner, whether or not he or she executes the certificate, who knew or should
have known the statement to be false at the time the certificate was executed.”*¢

A final constructional problem raised by section 207(1) relates to execution of a
certificate by an attorney-in-fact, a method of execution expressly permitted by the
1976 Act™*® Section 207(1) provides that a person who suffers loss by reliance on
a false statement in a certificate may recover damages from “any person who executes
the certificate, or causes another to exccute it on his behalf,” and who possesses the
requisite mental state.™® It seems clear from this language that a limited partner
who knows of a false statement cannot avoid liability by appointing an agent to exe-
cute the certificate for him or her. Such a result is in accord with general agency law.

The question of the agent’s liability remains. Although in many cases the agent
will be a general partner who is potentially liable on a personal basis, this need not
necessarily be the case. Does section 207(1) impose liability on a nonpartner agent
who executes a certificate on behalf of a partner if the certificate contains a false
statement? At first glance, section 207(1) would seem to indicate a negative answer,
but the comment to that section states, “Section 207 changes Section 6 of the prior
uniform law by providing explicitly for the liability of persons who sign a certificate
as agent under a power of attorney . . . ."*" This conclusion can be reached by a
literal reading of the statutory language. The agent is a “person who executes the
certificate” (even though not on his or her own behalf), and if the agent “knew”
of the false statement he or she will be liable to one who suffers loss by reliance on
the certificate.

It should be noted that this liability is not based on the concept of an agent who
aids or abets a partner’s fraud. Rather, it is wholly independent and will attach
regardless of whether the principal knew of the falsehood.

Section 207(2) makes it clear, as it is not clear under the 1916 Act, that liability
also may arise by reason of statements originally true but that become false through
a change in circumstances. It confines the class of potential defendants to general
partners and thus is roughly correlative to section 202(c). The language regarding
changes of circumstances that create the duty to amend or cancel the certificate also
is substantially identical to that contained in section 202(c).**® The major differences
between these two sections relate to the state of mind of the general partner and the
degree of speed with which he or she must take corrective action.

As previously discussed, section 202(c) states that a general partner has a duty

"4 In many cases, in light of a general partner’s personal liability for partnership obligations, the point
may be academic. See text at notes 152-53 infra.

1976 Acr § 204(b).

M4, §207(1).

4714, § 207, Comment.

"8 Compare td. § 202(c) (“any arrangements or other facts described have changed, making the cer-

tificate inaccurate in any respect”) with id. § 207(2) (“any arrangement or other fact described in the
certificate has changed, making the statement inaccurate in any respect”).

HeinOnline -- 27 U Kan. L. Rev. 30 1978-1979



1978] THe Revisep Unrrorm Limitep ParrNersHip Acr 3

to amend the certificate of limited partnership promptly after becoming aware of a
change of circumstances making a statement in the certificate inaccurate. Awareness
would seem to be a subjective test substantially the same as actual knowledge. Section
207(2) imposes liability on a general partner who knew or should have known of
the change within a reasonably sufficient time before the plaintiff relied on the
statement to have enabled the general partner to have taken corrective action. While
this time period may be roughly equivalent to acting “promptly,” the requisite state
of mind under section 207(2) is very different from that under section 202(c).
“Should have known” means that negligent failure to know is sufficient to sustain
a cause of action under section 207(2) and makes liability possible even though the
general partner was not “aware” of the change in circumstances. Section 207(2)
thus imposes an independent duty to keep informed concerning partnership affairs
that is not imposed by section 202(c) and that easily could result in liability even
though the general partner may not have breached his or her duty to amend under
section 202(c). The result is that section 207(2) in large part supersedes and renders
superfluous section 202(c).

If a general partner is not negligent and takes prompt corrective action upon
learning of the change of circumstances he or she should incur no liability even
though a third party may have relied on the inaccurate statement in the interim,
Section 207(2) defines a class of defendants. The class consists of those general
partners who knew or should have known of the change within a reasonably sufh-
cient time before reliance to have enabled them to have taken corrective action. If a
general partner is not negligent and acts promptly after gaining knowledge of the
change of circumstances, he or she does not fall within the class defined because he
or she did not have sufficient time to take action that would have prevented the third
party’s reliance. In this regard section 202(c) coincides with and supports section
207(2).

Sections 202 and 207 are related in another respect. As previously discussed,
section 202(b) requires that an amendment reflecting a change in a partner’s contri-
bution or obligation to make a contribution, the admission of a new partner, the
withdrawal of a partner, or the continuation of the business after withdrawal of a
general partner be filed within thirty days of the occurrence of the event.*® Section
202(e) provides that “[n]o person has any liability because an amendment to a
certificate of limited partnership has not been filed to reflect the occurrence of any
event referred to in subsection (b) of this Section if the amendment is filed within
the 30-day period specified in subsection (b).”*%¢

Although section 202(e) speaks in terms of relief from liability, the remainder
of section 202 does not purport to impose liability. Therefore, to have any meaning,
section 202(e) must relate to the liability imposed by section 207(2). In effect, section
202(e) creates a statutory conclusive presumption that, with respect to the four
enumerated events, any period less than thirty days after the event’s occurrence is
not a sufficient time to learn of the event and to take corrective action. If an amend-
ment is not filed within the thirty day period section 202(e) will not apply, but the
defendant still should be given the opportunity to prove nonnegligent conduct and
lack of sufficient time to correct before reliance. The burden probably will be heavy,

917§ 202(b).
@ 14§ 202(e).
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however, because of the fundamental nature of the events involved and because the
specific duty imposed by section 202(b) will have been breached.

Two more points concerning the relationship between sections 202(e) and 207(2)
are worthy of mention. First, the very existence of section 202(e) supports the con-
clusion that, with respect to changes in circumstances other than the four events
specifically covered, a general partner should not incur liability for interim reliance if
he or she acts reasonably and takes prompt corrective action. That is, since there is a
specific statutory grace period for the four most fundamental and important events,!°!
a general partner at least should be given an opportunity to avoid liability premised
on less important events by showing reasonable and prompt action. Second, since
section 202(e) provides a statutory “safe harbor” regarding the four types of events
most likely to form the basis of a cause of action under section 207(2), it may alleviate
the effect of that section’s imposition of liability for negligent conduct—provided
that the negligence does not extend for a period greater than thirty days.

Finally, it seems at least questionable whether section 207, as a practical matter,
significantly extends the law prevailing under section 6 of the 1916 Act. The liability
of limited partners is confined to statements that are false when made and is premised
upon knowing conduct. The only real extension with respect to limited partners is the
expansion of documents covered to include certificates of cancellation.

Liability based on negligent conduct and liability for failure to amend or cancel
in light of changed circumstances both are confined to general partners. In any
action under section 207 the plaintiff must have suffered loss by reliance on the false
or inaccurate statement. This usually will occur when the partnership has become
insolvent. But in such cases, general partners will be personally liable for partnership
obligations in any event regardless of the presence or absence of falsehoods in a
certificate. Thus, although in rare cases section 207 could provide an additional
source for satisfaction of third party claims that is not available under the 1916 Act,'%2
in most cases it will not. It may, however, have an effect on the sharing of losses
between or among general partners if there are more than one.!®®

C. Criminal Liability for False Statements
In addition to civil liability, both the 1916 and 1976 Acts raise the spectre of po-

% 14. § 202, Comment.

*2See, e.g., text following note 47 supra. Liability under § 207 for failure to amend the certificate
apparently also could accrue after a general partner had withdrawn from the partnership and had given
notice of his or her withdrawal pursuant to § 35 of the UNiForm ParTNERsHIP Act. Since a general
partner’s duty under § 207 is to amend the certificate when he or she knew or should have known that
the certificate was inaccurate in any respect, it seems reasonable to conclude that this duty continues with
respect to any statements in the certificate that were false prior to the general partner’s withdrawal from
the partnership. The general partner should not be able to relieve himself or herself of the duty to amend
(and thereby escape liability to third parties who suffer loss by reliance on the false statements) merely by
withdrawing from the partnership and giving notice of that withdrawal. Thus, a general partner who
breaches the duty to amend prior to his or her withdrawal from the partnership should be liable to any
third party who thereafter suffers loss by reliance upon the false statement in the certificate,

*® General partners must share partnership losses and, absent an agrcement to the contrary, they must
share them equally. Unirorm ParTnerstip Act §§ 18(a), 40(a)ll, (d). If one is forced to pay more
than his or her share of a third party’s claim, because partnership assets arc insufficient, he or she has a
right to contribution from the others. I4. A third party may have a claim against the partnership and
also a cause of action under § 207 based upon the same transaction. If some general partners are innocent
with respect to the false statement and some are culpable, the loss should fall on the latter. To the extent
the innocent general partners must pay the claim as a partnership obligation they should be able to recover
from the culpable general partners on the theory that § 207 indicates the latter should bear the loss. Cf. 1
R. RowLEY & D. SivE, supra note 74, § 18(a), at 463 (partner who causes loss by his or her bad faith,
wrongdoing, or gross negligence must, as between partners, bear entire loss).
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tential criminal liability with respect to false statements appearing in the various
certificates. Section 2(1)(a) of the 1916 Act requires that all partners “[s]ign and
swear to” the original certificate of limited partnership.’* Section 25(1) (b) imposes
a similar requirement for amendments.’® Certificates of cancellation, however, need
only be “signed” by the partners.’*®

The swearing requirement contemplates an actual affidavit which, unlike an
acknowledgment, guarantees the truth of the matters recited.’® Thus, under the
1916 Act, false statements appearing in the original certificate of limited partnership
or an amendment thereto carry with them potential criminal lability for perjury.'®
The rationale presumably is to insure further the accuracy of the contents of the
certificates for the protection of third parties. It is impossible to determine whether
the imposition of criminal sanctions has a significant impact on the achievement of
this goal, and, therefore, reasonable people will differ regarding the necessity for
their imposition. The legislatures of a number of states have altered the 1916 Act’s
swearing requirement,'®® and corporate law on the analogous question of execution
of articles of incorporation varies widely.!%

Section 204(c) of the 1976 Act provides that “[t]he execution of a certificate by
a general partner constitutes an affirmation under the penalties of perjury that the
facts stated therein are true.”'%! 'This provision applies to certificates of cancellation
as well as the original certificate of limited partnership and any certificates of amend-
ment. Unlike the 1916 Act, section 204(c) does not contemplate a formal oath or
affirmation. Rather, for the convenience of the signatories the mere informal act
of signing the certificate “under the penalties of perjury” is a legally effective sub-
stitute for the formal oath or affirmation.’6

Substitution of the informal statement under penalties of perjury for the formal
oath introduces some practical problems not present under the 1916 Act. Many of
these problems stem from the lack of uniformity in criminal law among the states.
For example, in some criminal codes the offense of perjury expressly is defined to
include unsworn statements made under penalty of perjury but in others it is not.'®
Also, some codes differentiate between the offenses of perjury and false swearing,
the former being confined to false testimony in formal proceedings and the latter

1916 Acr § 2(1) (a).

17§ 25(1)(b).

™ 1d. § 25(2).

" Gilman Paint & Varnish Co. v. Legum, 197 Md. 665, ..., 80 A.2d 906, 911 (1951); Kratovil &
Werner, supra note 58, at 53.

=g g, Kan, Stat. Ann, § 54-105 (1976).

¥ CaL. Corp. CopE §§ 15502(1)(a), 15525(1)(b) (West 1977) (acknowledgment); Haw. Rev. STAT.
§§ 425-22, -45(a)(2) (1976) (acknowledgment); Mp. Corp. & Ass’Ns CopE ANN. §§ 10-102(a), -124
(a)(2) (1975) (acknowledgment of certificate of limited partnership, simple signing of certificates of
amendment); N.Y. ParTnersair Law §§ 91(1)(a), 114(1)(b) (McKinney 1948) (acknowledgment or
swearing); Pa. Cons. Star. ANN. tit. 59 app., §§ 512(a)(1), 543(a)(2) (Purdon Supp. 1978) (simple
signing); S.D. CompiLED Laws ANN. §§ 48-6-2, -53 (1967) (acknowledgment of certificate of limited
partnership, swearing to certificates of amendment); WasH. Rev, Cope ANN. §§ 25.08.020(1), .250(1) (b)
(1969 & Supp. 1977) (acknowledgment of certificate of limited partnership, swearing to certificates of
amendment).

0 Compare Ark. STaT. ANN. §§ 64-117(A) (1), (2), -501 (1966) (simple signing) with Car. Core.
Cope § 200(b) (West 1977) (acknowledgment) and ConN. GEN. StaT. AnN. §§ 33-285(a), -289(a) (1)
(West Supp. 1978) (swearing or statement under penalties of false statement).

1976 Acr § 204(c).

% R, PERKINS, CRIMINAL Law 456 (2d ed. 1969).

% Compare CaL. PENAL Copk § 118 (West 1970) with ILL. ANN. STaT. ch. 38, § 32-2(a) (Smith-

Hurd 1977). But see Pcople v. Coleson, 25 IIL. App. 3d 43, 322 N.E.2d 600 (1975) (stating that unsworn
declaration expressly made under penalty of perjury satisfies oath or affirmation requirement).
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applying to false statements in sworn written documents.*® While these problems
are not insurmountable, they will require careful consideration by individual legis-
latures in integrating section 204(c) with their criminal codes.

In replacing the formal oath with an informal statement under penalty of perjury,
section 204(c) may create a further problem. A brief survey of administrative prac-
tice under the 1916 Act indicates an apparent lack of any widespread requirement
among the states that official forms be used for limited partnership filings.!%® If
privately prepared forms also are to be used under the 1976 Act, there is a very real
possibility that many will omit an express declaration that the statements contained
therein are made under the penalties of perjury. Although the language of section
204(c) does not seem to require the inclusion of such an express declaration, its
omission could vitiate the criminal offense under some statutes.!®® On the other
hand, if the simple act of signing a form omitting such a declaration constitutes an
affirmation under penalties of perjury, there would seem to be real issues concerning
fairness and notice to the signer.

The major substantive change effected by section 204(c) is its restriction of
criminal sanctions to general partners. Assuming, arguendo, that such sanctions
are desirable as a matter of policy, the reason for this restriction is not immediately
apparent. By way of explanation, the draftsmen state that “[t]he former require-
ment that all certificates be sworn has been confined to statements by the general
partners, recognizing that the limited partner’s role is a limited one.”%" Unlike the
1916 Act, however, the 1976 Act already has recognized this limited role by requiring
limited partners to execute only the original certificate of limited partnership and
any amendments having a direct, significant, and personal effect on them.!®® It
could be argued, therefore, that section 204(c)’s limitation is overly generous. Al-
though a limited partner’s knowledge of the partnership’s affairs may not be ex-
tensive, there secems to be no reason why he or she should escape responsibility for
statements directly affecting him or her that are known to be untrue. A limited
partner’s act of signing these statements is no less reprehensible than similar conduct
by a general partner. Moreover, extension of sanctions to limited partners for those
certificates of which they are required signatories would promote the deterrence
objective of section 204(c).

The foregoing argument may be persuasive with respect to certificates of amend-
ment directly affecting only a particular limited partner. It is much less persuasive
when applied to the original certificate of limited partnership. The original cer-
tificate will contain statements regarding many things about which a limited partner

™ E.g., Conn. GEN. Star, ANN. §§ 53a-136(a), -157(a) (West 1972); MoprL PrnaL Copok §§
241.1(1), .2(2) (Prop. Off. Draft 1962).

¥ Telephone interview with Susan Coulbourne, Corporation Division, Secretary of State of Delaware
(July 21, 1978); Telephone interview with Roberta Coulter, Corporation Division, Secretary of State of
Kansas (July 20, 1978); Telephone interview with Lawrence McNeil, Corporation Division, Secretary of
Commonwealth of Massachusetts (July 21, 1978); Telephone interview with Rosemarie Cole, Corporation
Division, Department of Commerce of Oregon (July 21, 1978); Telephone interview with Anne Lassiter,
Corporation Bureau, Department of State of Pennsylvania (July 21, 1978); Telephone interview with
Lisa Alston, Corporation Division, Secretary of State of Texas (July 21, 1978).

*E.g., MopEL PENaL Cooe § 241.3(2) (Prop. Off. Draft 1962). “A person commits a petty mis-
demeanor if he makes a written false statement which he does not believe to be true, on or pursuant to
a form bearing notice, authorized by law, to the effect that false statements made therein are punishable.”
Id. (emphasis added).

71976 Acr § 204, Comment.

¥ 1d. § 204(a).
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cannot be expected to have knowledge® If section 204(c) required a limited
partner to verify such statements under penalty of perjury, it would impose an
undue and unrealistic burden of investigation upon a person who essentially is a
passive investor.'™ In this light, section 204(c) may be seen as a sensible contraction
of the rule prevailing under the 1916 Act.

IV. ProvisioNs RerLaTING TO LiMITED PARTNERS

Article 3 of the 1976 Act contains two sections having a major impact on the
status of limited partners vis-d-vis creditors of the limited partnership. Section 303
is a refinement of section 7 of the 1916 Act, which provides that a limited partner
may become liable as a general partner if he or she “takes part in the control of the
business.”'™ Section 304, the analogue of section 11 of the 1916 Act, permits a person’
erroneously believing himself or herself to be a limited partner to escape personal
liability in certain circumstances.

The problems of one who erroneously believes himself or herself to be a limited
partner are both logically and practically related to the requirements governing the
filing and amendment of a certificate of limited partnership and to liability for false
statements appearing in a certificate. This is so because, in order to achieve de jure
status as a limited partner, a person must be designated as a limited partner in a
properly filed certificate of limited partnership.'™ For this reason, the following
discussion will treat these problems first before proceeding to examine the problems
relative to participation in control.

A. Person Erroneously Believing Himself or Herself to Be a Limited Partner

There are numerous reasons why one seeking to become a limited partner in a
de jure limited partnership may fail to accomplish that goal. The most common
may be failure to comply substantially with the filing requirements regarding the
original certificate of limited partnership, with the result that the firm fails to achieve
de jure existence as a limited partnership. Even if the original certificate is filed
properly, the person may not be listed as a limited partner, either by mistake (as to
original limited partners) or oversight (as to subsequently admitted limited partners).
Even if the certificate is filed properly and the person is listed as a limited partner,
the firm thereafter technically may be dissolved, by expiration of its stated term or
by the death or withdrawal of a general partner. In all of these types of cases, section
11 of the 1916 Act provides a method by which the limited partner'™ may avoid
being held liable as a general partner.™ Section 11 states,

A person who has contributed to the capital of a business conducted by a person
or partnership erroneously believing that he has become a limited partner in a

% See id. § 201(a).

™ A person may be convicted of perjury, even with respect to a true statement, if the person has no
idea whether the statement is true or false. R. PErkINs, supra note 162, at 459-60.

1916 Act § 7.
1061791976 Act §§ 101(6), 201, 202(b)(2), 301(b); 1916 Acr §§ 2, 19(5), 24(2)(b), (¢c); see note

supra.

™ For ease of reference the term “limited partner” will be used to describe the person erroncously
believing himself or herself to be a limited partner.

™ Graybar Elec. Co. v. Lowe, 11 Ariz. App. 116, 462 P.2d 413 (1969) (section 11 applies noi only to
cases in which parties unsuccessfully attempt to create limited partnership but also to those in which
partnership validly formed but subsequently loses status as such). But see Vulcan Furniture Mfg. Corp.
v. Vaughn, 168 So. 2d 760 (Fla. Dist. Ct. App. 1964) (dictum),
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limited partnership, is not, by reason of his exercise of the rights of a limited
partner, a general partner with the person or in the partnership carrying on the
business, or bound by the obligations of such person or partnership; provided
that on ascertaining the mistake he promptly renounces his interest in the profits
of the business, or other compensation by way of income.!™

It seems clear from both the language of the statute and the interpretive case
law that existence of a de jure limited partnership formed under the 1916 Act is
not a condition precedent to reliance on section 1117 If it were, the section would
lose much of its utility because, as previously noted, many cases will involve failure
to comply substantially with the filing provisions regarding the original certificate.
A requirement that the erroneous belief on the part of the limited partner be in
good faith, however, seems implicit in section 11. Some courts appear to have as-
sumed the existence of such a requirement,’™” and the one opinion specifically ad-
dressing the issue holds good faith to be a necessary element!™ A contrary rule
would subvert unduly the filing provisions. Finally, section 11 will not provide re-
lief if the limited partner has violated some other liability-producing section of the
1916 Act, such as section 7’s prohibition against participation in control.}™

Section 11 provides that to escape liability as a general partner, the mistaken
limited partner, on ascertaining his or her mistake, promptly must renounce his or
her “interest in the profits of the business, or other compensation by way of in-
come.”®® Promptness is measured from the time the limited partner ascertains the
error, not from the time the error was committed,*® and it has been held that a six
month delay in acting does not constitute prompt renunciation.!®* Since section 11
specifies no procedure for renunciation, the courts have had to grapple with the
problem. Clearly, a written notice delivered to a creditor is sufficient as to that
creditor.'® A bill of sale, formally filed with the proper county official, conveying
the limited partner’s interest to the general partners also has been held sufficient.’®*
Renunciations contained in pleadings filed in the course of judicial proceedings
instituted by creditors have even been upheld.® These cases, of course, may present
an issue concerning promptness, but many times the institution of an action will be
a limited partner’s first notice that something is amiss.

A lack of clarity in the language of section 11 has caused some difficulty with
respect to what, exactly, the limited partner must renounce. More specifically, the
question is whether he or she may renounce merely the interest in future profits

51916 Acr § 11.

" Giles v. Vette, 263 U.S. 553 (1924); Rathke v. Griffith, 36 Wash. 2d 394, 218 P.2d 757 (1950).

™ In ve Marcuse & Co., 281 F, 928, 936 (7th Cir. 1922), aff'd sub nom, Giles v, Vette, 263 U.S, 553
(1924). See Gilman Paint & Varnish Co. v. Legum, 197 Md. 665, ..., 80 A.2d 206, 910 (1951).

8 1.C. Wattenbarger & Sons v. Sanders, 191 Cal. App. 2d 857, ..., 13 Cal. Rptr. 92, 95 (1961).

™1916 Act § 11 states, “A person who has contributed to the capital of a business . . . erroneously
believing that he has become a limited partner in a limited partnership, is not, &y reason of his exercise

of the rights of a limited partner, a general partner . . . ."” (Emphasis added). J.C. Wattenbarger & Sons
v. Sanders, 191 Cal. App. 2d 857, ..., 13 Cal. Rptr. 92, 94-95 (1961). See Giles v. Veute, 263 U.S. 553,
563 (1924).

%1916 Acr § 11.

" Id.; In re Marcuse & Co., 281 F. 928, 936 (7th Cir. 1922), aff'd sub nom. Giles v. Vette, 263 U.S.
553 (1924).

® Vidricksen v. Grover, 363 F.2d 372 (9th Cir. 1966).

' Graybar Elec. Co. v. Lowe, 11 Ariz. App. 116, ...., 462 P.2d 413, 416 (1969).

' Rathke v. Griffith, 36 Wash. 2d 394, ..., 218 P.2d 757, 764 (1950).

% In re Marcuse & Co., 281 F. 928, 932, 935 (7th Cir. 1922), aff'd sub pom. Giles v. Vette, 263 U.S.
553 (1924); ]J.C. Wattenbarger & Sons v. Sanders, 216 Cal. App. 2d 495, ...., 30 Cal. Rptr. 910, 914 (1963).
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or whether he or she also must forego or repay past profits already accrued or dis-
tributed. This question was noted by the Supreme Court in the leading case of
Giles v. Vette® but expressly was reserved because the limited partners voluntarily
had undertaken the latter course of action.’® It can be argued that section 11’
use of the terms “renounce” and “interest” indicates an intent to look only to the
future rather than to require a disgorging of profits already received.’®® One court
has adopted this rationale, although under fairly limited circumstances.’®

The retroactive effect of a renunciation finally must be considered. Although sec-
tion 11 does not speak directly to the point, the idea of retroactivity seems inherent in
it. In view of the relative ease with which partners may correct defects in the filing or
content of the certificate, section 11 would be of little value if its relief were pros-
pective only.

Virtually all decisions under section 11 support the proposition that renunciation
may displace accrued claims.*®® This is not to say, however, the renunciation always
must displace such claims. A distinction easily could be made between plaintiffs
who extended credit to the firm in reliance on the belief that the limited partner
was a general partner and those who did not so rely.'®* The cases to date appear to
be making this distinction, although they all ultimately involve creditors of the
second type.®® Such a distinction seems proper because section 11 essentially is an
equitable relief provision. If a creditor does not rely on the belief that a limited
partner is a general partner, a renunciation that is given retroactive effect merely
prevents the creditor from receiving a windfall."®® On the other hand, if the creditor
believed the limited partner was a general partner and acted in reliance on that
belief, the equities are not so clearly on the side of the limited partner. This con-
struction of section 11 not only seems equitable but also harmonizes it with the law

180263 U.S. 553 (1924).

7 1d. at 563.

71 U. Pa. L. Rev. 150, 151 (1923).

¥ Gilman Paint & Varnish Co. v. Legum, 197 Md. 665, ...., 80 A.2d 906, 910-11 (1951). In Gilman,
a valid and current certificate of limited partnership was in effect at the time the limited partner with-
drew profits from the firm. It was also more than four years before the plaintiff's extension of credit.
The court concluded, “Under these circumstances at least, the appellee was not obliged to return the
profits so received in order to claim the benefits of Section 11.” Id. at ..., 80 A.2d at 911. The court
expressly reserved the question of the effect of withdrawing profits after an extension of credit. Id. at
ey 80 A2d at 910.

W See In re Marcuse & Co., 281 F. 928 (7th Cir. 1922), aff'd sub nom. Giles v. Vette, 263 U.S.
553 (1924); Graybar Elec. Co. v. Lowe, 11 Ariz. App. 116, 462 P.2d 413 (1969); J.C. Wattenbarger
& Sons v. Sanders, 216 Cal. App. 2d 495, 30 Cal. Rptr, 910 (1963); Gilman Paint & Varnish Co. v.
Legum, 197 Md. 665, 80 A.2d 906 (1951); Rathke v. Griffith, 36 Wash. 2d 394, 218 P.2d 757 (1950).

*This distinction is supported by 1916 Acr § 1, Comment at 564 which states, “No public policy
requires a person who contributes to the capital of a business . . . to become bound for the obligations of
the business; provided creditors have no reason to believe at the times their credits were extended that
such person was so bound.”

% See cases cited note 190 supra. ].C. Wattenbarger & Sons v. Sanders, 191 Cal. App. 2d 857, 13
Cal. Rptr. 92 (1961), involved an appeal by plaintiff from an order granting summary judgment for the
defendant limited partner. Plaintiff's affidavit in opposition to summary judgment averred reliance on the
belief that defendant was a general partner. The court held that factual issues were presented involving
the good faith of defendant’s belief in his status as a limited partner. It therefore reversed and remanded
for trial. Id. at .., 13 Cal. Rptr. at 92-93. Although the factual issues ultimately were resolved in favor
of defendant, J.C. Wattenbarger & Sons v. Sanders, 216 Cal. App. 2d 495, 30 Cal. Rptr. 910 (1963), the
case seems to indicate that had reliance been established as a fact, plaintiff might have prevailed, notwith-
standing defendant’s renunciation.

3 Giles v. Vette, 263 U.S. 553, 561 (1924). “To hold them liable as general partners would give
creditors what they are not entitled to have, and would impose on Hecht and Finn burdens that are not
theirs to bear.” Id.
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of partnership by estoppel.’®* The two areas are obviously closely related and both
may be involved in a given case.’®® If section 11 would not be a defense to an ex-
press claim of partnership by estoppel,®® the renunciation should be given retroac-
tive effect only in cases in which the plaintiff did not act in reliance on the belief
that the limited partner was a general partner.

The 1976 Act, in section 304, retains the general scheme of section 11, but provides
greater detail in the hope of resolving some of the problems discussed above. Section
304 provides,

(a) Except as provided in subsection (b), a person who makes a contribution
to a business enterprise and erroneously but in good faith believes that he has be-
come a limited partner in the enterprise is not a general partner in the enterprise
and 'is not bound by its obligations by reason of making the contribution, receiving
distributions from the enterprise, or exercising any rights of a limited partner, if,
on ascertaining the mistake, he:

(1) causes an appropriate certificate of limited partnership or a certificate of
amendment to be executed and filed; or
(2) withdraws from future equity participation in the enterprise.

(b) A person who makes a contribution of the kind described in subsection
(a) is liable as a general partner to any third party who transacts business with
the enterprise (i) before the person withdraws and an appropriate certificate is
filed to show withdrawal, or (ii) before an appropriate certificate is filed to show
his status as a limited partner and, in the case of an amendment, after expiration
of the 30-day period for filing an amendment relating to the person as a limited
partner under Section 202, but in either case only if the third party actually believed
in good faith that the person was a general partner at the time of the transaction. 297

Section 304(a) essentially refines section 11 and adds an alternative means to
escape unrestricted liability as a general partner. Use of the phraseology “business
enterprise” should make it clear that section 304 potentially will apply to a person
who believes he or she has become a limited partner in a limited partnership, regard-
less of the actual form of organization. The element of good faith, implicit in section
11, has been made explicit. The past versus future profits problem has been resolved,
since a person will not be liable as a general partner “by reason of . . . receiving
distributions from the enterprise,” provided he or she “withdraws from future equity
participation in the enterprise.”®® By retaining section 11’s reference to exercising
the rights of a limited partner, section 304 also limits its applicability to liability
based solely on failure to become a de jure limited partner. Although section 304(a)
omits section 11's promptness requirement, the potential for liability under section
304(b) ought to insure relatively speedy action.

4 UnirorM PARTNERSHIP AcT § 16.

1% See Giles v. Vette, 263 U.S. 553 (1924); Graybar Elec. Co. v. Lowe, 11 Ariz, App. 116, 462 P.2d
413 (1969); J.C. Wattenbarger & Sons v. Sanders, 216 Cal. App. 2d 495, 30 Cal. Rptr. 910 (1963). If the
limited partnership is defective and the limited partner fails to renounce, he or she will be liable as a
general partner regardless of whether the elements of partnership by estoppel are present. Buz see Vulcan
Furniture Mfg. Corp. v. Vaughn, 168 So. 2d 760 (Fla. Dist. Ct. App. 1964).

% [.C, Wattenbarger & Sons v, Sanders, 191 Cal. App. 2d 857, ..., 13 Cal. Rptr. 92, 94-95 (1961);
see Giles v, Vette, 263 U.S. 553, 561 (1924).

971976 Act § 304.

8 1d. § 304(a)(2). It should be noted that § 304, by permitting a person to receive distributions from
the enterprise and still avoid general partner liability, goes further than the existing case law under the
1916 Act. See note 189 supra.
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As previously discussed, section 11 of the 1916 Act is silent with respect to the
procedure to be followed in renouncing one’s interest. Section 304 attempts to cure
this defect by substituting “withdraws” for “renounces.” Since section 202 specifies
withdrawal of a partner as one of the events requiring amendment of the certificate
of limited partnership,’® and since section 304(b) expressly refers to a certificate
showing withdrawal, this simple change in terminology appears to provide a definite
procedure for the limited partner who chooses this avenue of escape.

In order to assess the value of this procedure, it first is necessary to note that
section 304(a) provides an alternative means of escape from general liability. Rather
than withdrawing, the limited partner may “[cause] an appropriate certificate of
limited partnership or a certificate of amendment to be executed and filed.”?® The
orientation of section 304 is thus very different than that of section 11. While section
11 “is not designed to amend or correct or perfect the limited partnership organiza-
tion, so that it may thereafter continue as such, but looks rather to termination of
the relation,”®®! section 304 looks either to perfection or termination, at the option
of the limited partner.

In light of this new ability to correct defects and continue in the business without
incurring unrestricted liability as a general partner, it would seem that withdrawal
would be a more attractive alternative only in relatively few types of cases, prin-
cipally those in which the business is defunct, or nearly so, at the time the limited
partner discovers the defect. In addition, if the defect consists of either failure to
file the certificate of limited partnership or, if properly filed, failure to name the
limited partner in any capacity whatsoever, filing an amendment to reflect with-
drawal would not seem to make sense. In the first case there will be no document of
record to which the amendment relates, and in the second there will be no indication
of record that the person purporting to withdraw ever was a participant in the busi-
ness. In these cases, the more logical course would be to take corrective action under
section 304(a)(1). If the defect consists of the limited partner’s being listed in a
properly filed certificate as a general partner, or of continuing the business after a
technical dissolution of the firm, an amendment evidencing withdrawal at least can
be integrated sensibly with previously filed documents. Again, however, unless the
business is failing. action under section 304(a) (1) would seem the logical choice.

These kinds of problems could cause one to question the validity of the original
premise—that section 304(a) contemplates the filing of a certificate of amendment
to effectuate withdrawal. It could be argued that, on the contrary, a literal reading
of the section indicates that effective withdrawal is not conditioned upon such an
amendment. The argument is that section 304(a)(2) simply speaks of withdrawal,
making no mention of an amendment. Section 304(2) (1), of course, does refer to
amendments as a form of corrective action, but the disjunctive, “or,” connecting the
two subsections clearly indicates they are to be alternatives. Although section 304(b)
requires the filing of a certificate evidencing withdrawal, this section, unlike section
304(a), applies only to a restricted class of creditors to whom the limited partner
may be liable—those who, at the time of extending credit, actually believed in good

1% 1976 Acr § 202(b) (3).

2054, § 304(a) (1). :

' In re Marcuse & Co., 281 F. 928, 936 (7th Cir, 1922), affd sub nom. Giles v. Vette, 263 U.S.
553 (1924).
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faith that the limited partner was a general partner.2®? As to third parties potentially
within this more restricted class, requiring an amendment to reflect withdrawal may
make somewhat more sense.**® Thus, it could be concluded that, with the exception
of cases falling within subsection (b), section 304 prescribes no definite procedure
to be followed by a limited partner secking to withdraw,

Section 304(b), alluded to in the previous discussion, attempts to resolve a ques-
tion left open by section 11 of the 1916 Act—the retroactive effect of remedial action
taken by a person erroneously believing himself or herself to be a limited partner.
The following discussion will focus on two major points—first, the class of creditors
affected; and second, the time frame within which the limited partner must take
remedial action.

Section 304(a) states a general rule—that a person erroneously believing himself
or herself to be a limited partner will not be liable as a general partner if he or she
causes a certificate of limited partnership or a certificate of amendment to be exe-
cuted and filed, or, alternatively, withdraws from future equity participation in the
enterprise. If the limited partner®® undertakes neither of these actions he or she
potentially will be liable to all firm creditors, past, present, and future, regardless of
whether they knew of the existence of the limited partner or relied on the belief that
he or she was a general partner. Section 304(b) is a direct limitation on section
304(a).?*® It provides that, notwithstanding any corrective action taken by a limited
partner, he or she will remain liable as a general partner with respect to any third
party who transacted business with the enterprise, prior to the corrective action,
actually believing in good faith that the limited partner was a general partner.2%

The test of section 304(b) regarding the type of creditor whose accrued claim is
protected closely approximates the test previously discussed in connection with the
1916 Act2** Unlike both that test and the law of partnership by estoppel, however,
section 304(b) does not require explicitly that the creditor act in reliance on the
belief that the limited partner is a general partner. The absence of such a require-
ment probably is an improvement. In the partnership by estoppel area, for example,
it is not clear whether the reliance element necessitates proof by the plaintiff that
he or she would not have extended credit but for the belief that the defendant was
a general partner. Because of the difficulties of proof involved in such “but for”
causation, it has been suggested that a rebuttable presumption of reliance should
arise upon a showing that the defendant was held out to the plaintiff as a partner
and that the plaintiff, with knowledge of the holding out, extended credit to the
enterprise.?*® This essentially is what section 304(b) does, although the presumption
does not appear to be rebuttable. If the creditor actually believes in good faith that
the limited partner is a general partner and if this belief coincides with the transac-

1976 Act § 304(b).

" Even in these cases the intended notice to be provided by the amendment often may be illusory.
For example, if a third party who is considering extending credit to the firm believes the limited partner
is a general partner in a general partnership and the dcfect consists of a total failure to file a certificate
of limited partnership, an amendment reflecting withdrawal of the limited partner will be of little value.

" See note 173 supra.

% Section 304 (a) begins by stating, “Except as provided in subsection (b) . ..." 1976 Acr § 304(a).

4. § 304(b). The timing of the corrective action in relation to the transaction of business is subject
to some intricate refinements discussed in the text at notes 214-34 infra.

"7 See text at notes 190-96 supra.

"8 Painter, Partncrship by Estoppel, 16 Vanp. L. Rev. 327, 333-35 (1963).
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tion of business, it seems probable that the creditor is to some extent relying on the
limited partner’s association with the enterprise.?*®

It is interesting to note that in this respect section 304(b) seems more lenient
from the plaintiff’s point of view than section 207. Under the latter, in order to re-
cover on the basis of a false statement in a certificate, the plaintiff must prove a
loss suffered by reliance on the statement.?!® Since the two sections are somewhat
related and may even overlap in certain factual patterns, the difference in standards
seems incongruous. For example, assume that a limited partner is listed erroneously
as a general partner in a properly filed certificate of limited partnership and that a
creditor institutes litigation seeking to impose personal liability on the limited partner.
To rely on the affirmative defense of section 304, the defendant must establish that
he or she made a good faith error®!! and that he or she took remedial action under
section 304. The plaintiff then will have the burden of proving merely that he or
she extended credit, before the remedial action was taken, in the good faith belief
that the limited partner was a general partner. To succeed under section 207, how-
ever, the plaintiff must show that he or she suffered a loss by reliance on the listing
of the limited partner as a general partner, which necessarily will involve an exten-
sion of credit prior to any remedial action,*'? and that the defendant knew of the
erroneous listing at the time the certificate was executed.#* It would appear, then,
that the plaintiff’s case is more burdensome under section 207 (in which the limited
partner is more culpable) than under section 304 (in which the limited partner is
less culpable).

To this point, section 304(b)’s most difficult constructional problems have been
finessed by use of the phraseology “remedial action” or “corrective action.” The
problems involve the two types of remedial action a limited partner may take, and
the relationship between the time at which such action is taken and the time at
which the third party transacts business with the enterprise. It further involves in-
terplay between sections 202 and 304(b).

Section 304(b) states that the limited partner will remain liable to a third party
who transacts business with the enterprise believing in good faith that the limited
partner is a general partner, provided that the transaction occurs

(i) before the person [limited partner] withdraws and an appropriate cer-
tificate is filed to show withdrawal, or (ii) before an appropriate certificate is
filed to show his status as a limited partner and, in the case of an amendment,

@ 14, at 335.

A0 1976 Acr § 207.

™ Since “good faith” is a subjective standard, it would seem possible to comply with § 304(a) even
though the limited partner is a required signatory of the certificate of limited partnership.

21t would be possible for a third party to rely on the erroncous listing even after it had been
corrected if he or she were aware of the original listing but unaware of the correction. While the situation
is not completely free of doubt, such reliance might be insufficient to form the basis of a cause of action
under § 207. First, depending upon the length of time betwcen each of the three critical events (ex-
amination of the original certificate, correction, and extension of credit), such reliance might not be
reasonable. In additon, § 208 provides, “The fact that a- certificate of limited partnership is on file in
the office of the Secretary of State is notice that the partnership is a limited partnership and the persons
designated therein as limited partners are limited partners . . . .” 1976 Acr § 208. But see id. § 208,
Comment, which states, “[T]he notice provided is not intended to change any liability of a limited
partner which may be created by his action or inaction under the faw of estoppel, agency, fraud, or the
like.” Perhaps the question ultimately will be resolved by concluding reliance is legally possible notwith-
standing correction but that the reliance must be reasonable, reasonableness being a question of fact in
cach case. Fortunately, resolution is not necessary to the point discussed in the text,

“1d. § 207(1).
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after expiration of the 30-day period for filing an amendment relating to the person
as a limited partner under Section 202 . . . 214

The problems raised by this rather tortured language derive chiefly from its am-
biguous reference to the thirty day period of section 202. It will be recalled that
section 202(b) requires an amendment reflecting a change in a contribution or an
obligation to make a contribution, the admission of a new partner, the withdrawal
of a partner, or the continuation of the business after withdrawal of a general partner
to be filed within thirty days of the occurrence of the event.*™ Section 202(e) further
provides that “[n]o person has any liability because an amendment to a certificate
of limited partnership has not been filed to reflect the occurrence of any event re-
ferred to in subsection (b) of this Section if the amendment is filed within the 30-
day period specified in subsection (b).”?!® The construction of section 304(b), and
its interplay with sections 202(b) and (e) best can be discussed by a series of ex-
amples. In each example, the question, of course, is whether the limited partner
can avoid liability to a third party transacting business with the enterprise under
the good faith belief that the limited partner is a general partner.

EXAMPLE 1
The enterprise is a de jure limited partnership formed by the proper filing of a certificate
of limited partnership. L is a new, incoming limited partner. She is admitted to the firm
on day 1, and an amendment to the certificate of limited partnership to reflect L’s admis-
sion and status is filed on day 25. X, a third party, extends credit to the firm on day 35,
believing in good faith that L is a general partner.

It is clear that L is not liable to X. In fact, the case does not even fall under
section 304 because at the time X extended credit, L was a de jure limited partner.'’
Even if this were not true, L. would be protected by section 304(b)(ii)} because X
did not transact business before the certificate of amendment was filed indicating
L’s status as a limited partner. The same result would be reached for the same rea-
sons if the amendment were filed on day 35 and X extended credit on day 40.

EXAMPLE 2
The enterprise is a de jure limited partnership formed by the proper filing of a certificate
of limited partnership. L is a new, incoming limited partner. She is admitted to the firm
on day 1, and an amendment to the certificate of limited partnership to reflect L’s admis-
sion and status is filed on day 40. In the interim, X, a third party, extends credit to the
firm on day 35, believing in good faith that L is a general partner.

It is clear that L is liable to X. At the time X extended credit, L. was not a de jure
limited partner. L is not protected by section 304(b) (i1} because X transacted busi-

ness before the certificate of amendment was filed and after expiration of the thirty
day period of section 202(b).

EXAMPLE 3

The enterprise is a de jure limited partnership formed by the proper filing of a certificate
of limited partnership. L is a new, incoming limited partner. She is admitted to the

2414, § 304(b).
=5 14.§ 202(b).
2814, § 202(e).
2714, § 101(6).
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firm on day 1, and an amendment to the certificate of limited partnership to reflect L’s
admission and status is filed on day 25. In the interim, X, a third party, extends credit to
the firm on day 15, believing in good faith that L is a general partner.

It is clear that L is not liable to X. Although L was not a de jure limited partner
at the time X extended credit, she is protected by section 304(b) (ii). While X trans-
acted business before the certificate of amendment was filed, such transaction was
not after expiration of the thirty day period of section 202(b). This would seem to
be the paradigm case contemplated by section 304(b)(ii). The membership of a
modern, commercial limited partnership may change with some frequency, and it
is impossible to keep the certificate of limited partnership current on a daily basis.
Section 202(b) recognizes this impossibility and reaches a compromise between it
and the interest of third parties in the make-up of the firm by mandating that amend-
ments reflecting changes in membership be filed within thirty days of the change.
This compromise is reinforced by section 202(e)’s provision that no person shall be
liable on the basis of failure to file such an amendment if the amendment, in fact, is
filed within the thirty day period. As previously discussed, section 202(e) seems to
be referring to liability asserted against general partners under section 207(2) for
failure to keep the certificate current.*® This delicate balance would be upset, how-
ever, if a third party, rather than proceeding under section 207(2), could impose
liability on the incoming limited partner by claiming that he or she did not have
de jure status at the time credit was extended. Thus, section 304(b) (ii) preserves
the compromise by providing that a limited partner will not be vulnerable to such
a claim unless credit was extended prior to the filing of the amendment and after
expiration of section 202’s thirty day period.**®

EXAMPLE 4
The enterprise is a de jure limited partnership formed by the proper filing of a certificate
of limited partnership. L is a new, incoming limited partner. She is admitted to the
firm on day 1, and an amendment to the certificate of limited partnership to reflect L’s
admission and status is filed on day 35. In the interim, X, a third party, extends credit
to the firm on day 15, believing in good faith that L is a general partner.

It is not clear whether L is liable to X. At the time X extended credit, L was
not a de jure limited partner, but L may be protected by a literal reading of section
304(b) (ii). This section essentially is a description of a class of creditors to whom
a person who erroneously believes himself or herself to be a limited partner will
remain liable, notwithstanding any corrective action taken. The description relevant
to the facts of this example is

any third party who transacts business with the enterprise . . . before an appropriate
certificate is filed to show [the limited partner’s] status as a limited partner and,
in the case of an amendment, after expiration of the 30-day period for filing an
amendment relating to the person as a limited partner under Section 202 . .. 2?0

X literally does not fall within this description because he transacted business with

B8 See text at notes 149-51 supra.

™ Because § 202(e) states that “[n]o person” shall have “any liability” it seems broad enough to
repel a claim of the type discussed in the text. In this respect, § 304(b)(ii) may be just a cautious
redundancy, at least in this context,

#1976 Act § 304(b) (ii).
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the enterprise before expiration of the thirty day period rather than after it. Stated
differently, section 304(b) (ii), unlike section 202(e), does not require expressly that
the amendment be filed within the thirty day period.

It is impossible to determine whether this omission is intentional. In terms of
policy considerations, the question, in effect, is whether this example is more like
Example 2 or Example 3. On the one hand, it can be argued that if a thirty day
filing period is a reasonable compromise between the competing interests of partners
and outsiders, allowing L to escape liability here would violate the terms of the
compromise. In other words, this example is more like Example 2 than Example 3,
the only difference being the purely fortuitous early extension of credit by X. In
Example 3, X’s interest was sacrificed on grounds of practicality and fairness to in-
coming limited partners. Those considerations by definition are absent in the present
case, as is the necessity for sacrifice. On the other hand, it can be argued that the
partners’ late filing in this example is just as fortuitous as the time at which X ex-
tended credit. Since both events are equally fortuitous, and since section 304(b) (ii)
literally does not require filing of the amendment within thirty days, any doubts in
construing this remedial provision should be resolved in favor of the limited partner.

On balance, it is submitted that L should not be able to avoid liability to X.
There seems to be no reason why filing within thirty days should be a condition
precedent to relief under section 202(e) and not under section 304(b)(ii). Perhaps
this result could be reached by construing the reference to section 202 as including
the requirement that the amendment be filed within thirty days.

EXAMPLE 5
The enterprise is a de jure limited partnership formed by the proper filing of a certificate
of limited partnership. L is an original limited partner but is not listed as such in the
certificate.?2! L discovers the error and withdraws from the firm on day 1. An amend-
ment to the certificate of limited partnership to reflect L’s withdrawal is filed on day 25.
In the interim, X, a third party, extends credit to the firm on day 15, believing in good
faith that L is a general partner.

L probably is liable to X, but the result is not certain. At the time X extended
credit, L was not a de jure limited partner. Whether L is protected by section
304(b) depends upon whether the thirty day grace period for filing an amendment
relates to amendments reflecting withdrawal of a partner as well as those reflecting
admission of a partner. It is clear that section 304(b)(i), standing alone, will not
insulate L because X’s transaction, while after withdrawal, occurred “before . . . an
appropriate certificate [was] filed to show withdrawal.”*** If, however, X’s transac-
tion must also occur “after expiration of the 30-day period for filing an amendment
relating to the person as a limited partner under Section 202,”%** L will be protected.

Although the reference to section 202 appears to be a part of section 304(b) (ii),
the spacing and punctuation are not so obvious as to require absolutely the con-
clusion that it cannot also relate to section 304(b) (i). Further, section 202(b) speaks
specifically to amendments reflecting withdrawal as well as those reflecting admis-

= For purposes of this example it is irrelevant whether the certificate lists L as a general partner or
totally omits mention of her.

=21976 Acr § 304(b) ().

= 1d. § 304(b).
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sion,*** and section 202(e)’s broad exculpation applies to amendments covering
“any event referred to in subsection (b).”**® Failure to apply the thirty day grace
period in this case, it can be argued, not only would result in inequality of treatment
as between subsections (i) and (ii) of section 304(b), but also would subvert the
policy of section 202(b) and the express provisions of section 202(e). Finally, sup-
port for this view may be drawn from the rather cryptic comment to section 304,
which states, “Paragraph (b) preserves the liability of the equity participant prior
to withdrawal (and after the time for appropriate amendment in the case of a limited
partnership) ... .26

A number of arguments can be made in opposition to this reading of section
304(b). The most obvious is that the reference to section 202’s thirty day grace
period visually and grammatically appears to relate exclusively to subsection (ii).
The reference also contains a significant modifying phrase—the amendment must be
one “relating to the person as a limited partner.”®** The amendment in Example 5
does not fit this description since it concerns the withdrawal of a person who never
had and never will have the status of an actual limited partner. While the argument
concerning section 202(¢) could be countered by the maxim of statutory construction
that specific provisions control more general ones, a more telling point can be made.
Section 202(b) imposes a duty to amend the certificate within thirty days of the oc-
currence of any of the four events there listed. This, obviously, is a duty to amend
because of changing circumstances. Section 202(e)’s exculpation is from liability
that otherwise would be imposed “because an amendment to a certificate of limited
partnership has not been filed to reflect the occurrence of any event referred to in
subsection (b) . .. ."228 Section 202(e)’s whole orientation is toward liability under
section 207(2), for failure to keep the certificate of limited partnership current,
rather than toward section 207(1), which imposes liability for statements originally
false. If there were any doubt, the clause from section 202(e) quoted above should
make this clear. The analogy in a case arising under section 304 is apparent. In
Example 3, there was no defect in the content or filing of the certificate of limited
partnership; there simply was a change in circumstances—the admission of L as an
additional limited partner. Application of the thirty day grace period in Example 3
merely served to reinforce the notion that no partner should be liable on the basis
of interim reliance if the certificate is amended with reasonable promptness to reflect
such changes. The facts in Example 5 are in sharp contrast. It is not a case in which
the interest of third parties necessarily must be sacrificed in fairness to partners who
are conducting their business with complete regularity. There was a defect in the
content of the original certificate. The amendment reflecting L’s withdrawal was
filed not to indicate a change in circumstances but to avoid the effect of the original
defect. Thus, the correct analogy is to section 207(1)} rather than to section 207(2),
and any reference to section 202(e) is specious. There is no practical necessity re-
quiring a grace period for defects originally appearing in a certificate of limited
partnership, and neither section 202 nor section 207 provides one. It is submitted,
therefore, that imposition of liability on L under the facts of Example 5 not only

=14, § 202(b) (3).

=5 14§ 202(c).

™ d. § 304, Comment,

=14, § 304(b).
=8 14§ 202(e).
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complies with the more natural reading of section 304(b) but also harmonizes it with
sound policy and the analogous provisions of sections 202 and 207.

EXAMPLE 6
The enterprise is a de jure limited partnership formed by the proper filing of a certificate
of limited partnership. L is an original limited partner but is not listed as such in the
certificate.22® L discovers the error on day I, and an amendment to the certificate of
limited partnership reflecting L’s status as a limited partner is filed on day 25. In the
interim, X, a third party, extends credit to the firm on day 15, believing in good faith
that L is a general partner.

L should be liable to X, but the result is less certain than the result in Example 5.
The only factual difference between this example and Example 5 is with respect to
the type of amendment filed. Here, rather than withdrawing, L is seeking to perfect
her status as a limited partner. Although L was not a de jure limited partner at
the time X extended credit, the language of section 304(b) (ii), at first glance, would
appear to be broad enough to protect her. While X extended credit “before an
appropriate certificate [was] filed to show [L’s] status as a limited partner” such
extension was not “after expiration of the 30-day period for filing an amendment
relating to [L] as a limited partner under Section 202 . . . "2 It is submitted,
however, that L should not be afforded the protection of section 304(b)(ii). All of
the policy reasons for not permitting a thirty day grace period in Example 5 apply
with equal force here. If the interpretation of section 304(b) submitted in Example
5 is correct, it would be totally irrational to distinguish Example 6 on the basis that
L filed an amendment indicating her status as a limited partner rather than one
indicating her withdrawal from the firm. A closer reading of section 304(b) (ii)
lends support to the proposition that such a distinction should not be made. The
reference is not to a thirty day period in general, but to “the 30-day period for filing
an amendment relating to the person as a limited partner under Section 202 . .. 23!
The only possible object of this reference is section 202(b)(2), requiring an amend-
ment within thirty days of the admission of a new partner.?®? Since L was not
admitted as a new partner, her case is not the object of the reference and she should
not be permitted to claim its benefit. Moreover, section 202(b)’s thirty day period
begins to run only on occurrence of one of the four events listed therein. It seems
almost impossible to consider the application of that period in a case, such as the
present one, in which none of the four events that will trigger it has occurred. For
all of these reasons, it is submitted that the thirty day grace period should not ap-
ply and that L should remain liable to the interim creditor, X.

EXAMPLE 7

The enterprise is not a de jure limited partnership because no certificate of limited partner-
ship was filed upon formation of the firm. L is an original limited partner. She discovers
the error on day 1, and causes a certificate of limited partnership listing her as a limited
partner to be filed on day 25. In the interim, X, a third party, extends credit to the
firm on day 15, believing in good faith that L is a general partner,

* See note 221 supra.

201976 Act § 304(b) (ii).

* Id. (emphasis added).

#31d. § 202(b) (2). As previously discussed, the reference cannot be to § 202(b)(3) (withdrawal of a
partner) because, in the context of Examples 5 and 6, such an amendment would not fit § 304(b)’s
description of an amendment “relating to the person as a limited partner.”
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This example was placed last not only for ease of discussion but also on the
theory that it is good practice to begin and end on easy notes. L clearly is liable to
X. At the time X extended credit, L was not a de jure limited partner. L is not
protected by section 304(b) (ii) because X transacted business before “an appropriate
certificate [was] filed to show [L’s] status as a limited partner.”®*® The thirty day
grace period is inapplicable for all of the reasons discussed in Examples 5 and 6,
and, more importantly, because section 304(b) limits its application to cases of
“amendment.”?3*

In conclusion, it can be stated that section 304 constitutes an improvement over
section 11 of the 1916 Act. It addresses specifically many of the problems that are
still in the process of case by case evolution under the latter section. The policy
choices it makes appear to be wise ones. The major fault that can be found with
section 304 is a lack of clarity in drafting, particularly in subsection (b). The am-
biguities in this subsection raise a host of constructional problems, the most important
of which have been illustrated by the foregoing examples. The discussion following
each example has attempted to set forth a sound and consistent construction of
section 304(b). It is hoped that it is the one the draftsmen intended.

B. Liability for Participation in Control

It is neither unusual nor unreasonable for persons investing money in a business
enterprise to desire some control over that business. The legitimacy of this desire
in the context of a limited partnership is recognized by the introductory comment

to the 1916 Act, as follows:

No public policy requires a person who contributes to the capital of a business,
acquires an interest in the profits, and some degree of control over the conduct of
the business, to become bound for the obligations of the business; provided creditors
have no reason to believe at the time their credits were extended that such person
was so bound.23%

Section 7 of the 1916 Act, however, creates a tension, if not outright conflict, with
this recognition by means of a single sentence, stating, “A limited partner shall not
become liable as a general partner unless, in addition to the exercise of his rights and
powers as a limited partner, he takes part in the control of the business.”?*¢

The problem, of course, is to determine when the legitimate control envisioned
by the comment ends and the prohibited control begins. This problem is aggra-
vated by the lack of any explicit theoretical basis for the liability imposed by section 7.
The result has been a body of case law that proceeds largely on an ad hoc basis and
fails to articulate any comprehensive guiding principle by which section 7 liability
may be predicted.?®

In spite of this, it is possible to make certain generalizations about the present
state of the law under section 7. The first is that there is a definite split of authority

=3 1d. § 304(b) (i1).

4 1d. § 304(b); see id. § 304, Comment.

%5 1916 Act § 1, Comment at 564.

2d§7.

#7 Gast v. Petsinger, 228 Pa. Super. Ct. 394, ..., 323 A.2d 371, 375 (1974); Delaney v. Fidelity Lease
Lid., 517 $.W.2d 420, 425 (Tex. Ct. App. 1974), rev’d, 526 S.W.2d 543 (Tex. 1975); Feld, The “Control”
Test for Limited Partnerships, 82 Harv. L. Rev. 1471, 1474 (1969); Feldman, The Limited Partner’s
Participation in the Control of the Partnership Business, 50 Conn. B.J. 168, 190 (1976).
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regarding whether reliance is a necessary element under section 7. This split is
occasioned by an underlying difference of opinion concerning the theoretical basis
for liability. Some courts and commentators, focusing on the proviso in the intro-
ductory comment quoted above, believe that section 7 essentially is an estoppel pro-
vision and consequently that a limited partner should not be liable unless his or her
participation in control is of such a nature that it would cause third parties rea-
sonably to rely on the mistaken belief that the limited partner is a general partner.?*®
Others have read section 7 literally. Since it does not contain an express reliance
requirement, unlike sections 5 and 6,2% it has been held that none should be supplied
by the courts.?*® The recent case of Delaney v. Fidelity Lease Ltd** is indicative
of this view. There, the Texas Supreme Court uncquivocally rejected the argument
that reliance was necessary to recovery, in the following language:

[Section 7] simply provides that a limited partner who takes part in the control
of the business subjects himself to personal liability as a general partner. The
statute makes no mention of any requirement of reliance on the part of the party
attempting to hold the limited partner personally liable.2**

The court did not hazard a guess as to what the proper theoretical basis for liability is.
It was sufficient, apparently, that section 7 proscribed participation in control and
that defendants’ conduct fell within the proscription.

A second generalization about section 7 may be drawn from the facts of the
cases in which a violation actually was found. In all cases the limited partner’s par-
ticipation in control was substantially the equivalent of that of a gencral partner.®?
For this reason, some observers have concluded that extensive, day-to-day participa-
tion in the conduct of the business is necessary to violate section 7's prohibition.***
While falling short of a guiding principle, this conclusion has been some solace to
limited partners and their counsel. It also is interesting to note that, for the most
part, the cases finding violations on the basis of significant and pervasive acts of
control by limited partners tend to be the same ones that either ignore or reject the
element of third party reliance.?*8

*¥ Western Camps, Inc. v. Riverway Ranch Enterprises, 70 Cal. App. 3d 714, 728-30, 138 Cal. Rptr.
918, 926-27 (1977); Delaney v. Fidelity Lease Ltd., 517 S.W.2d 420, 425 (Tex. Ct. App. 1974), rev'd,
526 S.W.2d 543 (Tex. 1975); Frigidaire Sales Corp. v. Union Properties, Inc., 88 Wash. 2d 400, ...,
562 P.2d 244, 247 (1977), aff'g 14 Wash. App. 634, ., 544 P.2d 781, 785 (1975); Rathke v. Griffith,
36 Wash. 2d 394, ..., 218 P.2d 757, 764 (1950); Feld, supra note 237, at 1479-80; Feldman, supra note
237, at 171-74, 181; see Silvola v. Rowlett, 129 Colo. 522, ..., 272 P.2d 287, 289 (1954). Alabama, in
its unique version of § 7, makes belief by the creditor that he or she was dealing with a general partner
an express element. Ara. Cope tit. 10, § 10-9-41(b) (1975).

21916 Act §§ 5(2), 6.

0 Delaney v. Fidelity Lease Ltd., 526 S.W.2d 543, 545 (Tex. 1975), res’g 517 SW.2d 420 (Tex.
Ct. App. 1974); see Holzman v. De Escamilla, 86 Cal. App. 2d 858, 195 P.2d 833 (1943).

#1526 S.W.2d 543 (Tex. 1975).

22 14, at 545.

3 Filesi v. United States, 352 F.2d 339 (4th Cir. 1965) (dictum); Plasteel Prods. Corp. v. Eisenberg,
170 F. Supp. 100 (D. Mass. 1959), aff'd on other grounds sub mom. Plasteel Prods. Corp. v. Helman,
271 F.2d 354 (Ist Cir. 1959); Bergeson v. Life Ins. Corp. of America, 170 F. Supp. 150 (D. Utah 1958)
(dictum), aff'd in part and rev’d in part on other grounds, 265 F.2d 227 (10th Cir.), cert. denied,
360 U.S. 932 (1959); Holzman v. De Escamilla, 86 Cal. App. 2d 838, 195 P.2d 833 (1948); Gast v.
Petsinger, 228 Pa. Super. Ct. 394, 323 A.2d 371 (1974); Delaney v. Fidelity Lease Ltd., 526 S.W.2d 543
(Tex. 1975).

24 Gast v. Petsinger, 228 Pa. Super. Ct. 394, .., 323 A.2d 371, 375 (1974); Augustine, Fass, Lester
& Robinson, The Liability of Limited Partners Having Certain Statutory Voting Rights Affecting the
Basic Structure of the Partnership, 31 Bus. Law. 2087, 2104 (1976); Feld, supra note 237, at 1474-75.

%5 See cases cited note 243 supra. It also is true that some cases adopting the reliance element and
finding no violation involved extensive control by limited partners. In these cases, however, the limited
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Section 303 of the 1976 Act carries over section 7’s prohibition against participa-
tion in control, but with a number of refinements. Its two main features are a
general rule with a dual standard of liability and a “safe harbor” list of activities
that will not constitute participation in the control of the business.?*® Its major
failing relates to its general rule and its continued ambiguity as to the theoretical
basis for imposing personal liability on a limited partner who takes part in control.

Section 303(a) states the 1976 Act’s prohibition as follows:

Except as provided in subsection (d), a limited partner is not liable for the obliga-
tions of a limited partnership unless he is also a general partner or, in addition to
the exercise of his rights and powers as a limited partner, he takes part in the
control of the business. However, if the limited partner’s participation in the con-
trol of the business is not substantially the same as the exercise of the powers of a
general partner, he is liable only to persons who transact business with the limited
partnership with actual knowledge of his participation in control.7

The first sentence simply restates the rule of section 7, although in a slightly more
refined way. The intent is “to insure that judicial decisions under the prior uniform
law remain applicable to the extent not expressly changed.”**® The real difficulties
are caused by the second sentence. It contemplates two different sorts of participa-
tion in control—that which is substantially the same as a general partner’s exercise
of powers and that which is not. As to the latter, the limited partner will be per-
sonally liable only to persons transacting business with actual knowledge of the
limited partner’s participation in control. As to the former, by clear negative implica-
tion, the limited partner will be liable regardless of the third party’s knowledge or
lack thereof.

The institution of this bifurcated standard raises a number of interrelated ques-
tions, including—why it was thought necessary to institute such a standard; why
third party knowledge is required under one part of the standard but not under
the other; why the draftsmen specifically chose knowledge of the limited partner’s
participation in control rather than some other test such as good faith belief that the
limited partner was a general partner; what third party interest is being protected
by the standard applicable to conduct substantially equivalent to that of a general
partner, with respect to which there is no requirement of third party knowledge;
and on what basis the determination is to be made whether a limited partner’s acts
of control are substantially the same as a general partner’s exercise of powers.

In answer to the first question, the draftsmen state,

Because of the difficulty of determining when the “control” line has been over-
stepped, it was thought it unfair to impose general partner’s liability on a limited
partner except to the extent that a third party had knowledge of his participation
in control of the business. On the other hand, in order to avoid permitting a limited
partner to exercise all of the powers of a general partner while avoiding any direct

partners were not acting in their individual capacities. See Western Camps, Inc. v. Riverway Ranch
Enterprises, 70 Cal. App. 3d 714, 138 Cal. Rptr. 918 (1977); Frigidaire Sales Corp. v. Union Properties,
Inc., 88 Wash. 2d 400, 562 P.2d 244 (1977).

81976 Acr § 303(a), (b). Section 303(d) imposes liability on a separatc basis—use of a limited
partner’s name in the firm name. For a discussion of § 303(d), see text at note 16 supra.

#71976 Acr § 303(a).

#8714, § 303, Comment,
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dealings with third parties, the “is not substantially the same as” test was in-
troduced.24?

The statement indicates that the new dual test is an attempt to accommodate once
again the competing interests of limited partners and third parties dealing with the
partnership. The interest of the limited partner seems fairly clear—the desire to
achieve limited liability while exercising “some degree of control” over the business.
The specific interest of the third party that is sought to be protected is somewhat
harder to identify. Those advocating adoption of a reliance element under section 7
of the 1916 Act appear to believe that the third party’s primary concern is the identity
of those who will incur general liability on a partnership obligation.?®® Thus, they
conclude, only those acts of control that would cause a third party reasonably to
believe that the limited partner is a general partner should give rise to liability. Any-
thing else would be giving the third party an undeserved windfall.***

Protection of this sort of reliance interest, however, does not appear to be the
aim of section 303(a). The most obvious support for this conclusion is the inten-
tional omission of any requirement of third party knowledge or reliance in a case
in which the limited partner’s participation in control is the substantial equivalent
of a general partner’s exercise of powers. Even if it could be argued that reliance
simply is presumed in such flagrant cases, the specific knowledge requirement with
respect to conduct not substantially equivalent to that of a general partner still must
be considered. Simple knowledge of the limited partner’s participation in control
is sufficient to satisfy this requirement. Since this knowledge is completely compatible
with knowledge that the limited partner is a limited partner, it seems clear that
section 303(a) does not seek to protect only those creditors who have been misled
into believing the limited partner is a general partner.*** Moreover, liability may
be asserted under section 303(a) even though the limited partner is designated as
such in a certificate of limited partnership substantially complying with section 201.
The presence of this factor reinforces the above conclusion because, in such a case,
all third parties would appear to be charged with constructive notice that the limited
partners are, in fact, limited partners.®®® It therefore may be that good faith reliance

on the belief that the limited partner is a general partner legally is impossible in

this context.25¢

14,

™ See authorities cited note 238 supra.

#1 Giles v. Vette, 263 U.S. 553, 561 (1924).

#2 Peldman, supra note 237, at 188. The draftsmen appear to believe that they are protecting only
those creditors who have been misled into thinking the limited partner is a general partner. They state
that, with the exception of conduct substantially equivalent to that of a general partner, “the provisions
of the new Act that impose liability on a limited partner who has somehow permitted third parties to be
misled to their detriment as to the limited partner’s true status confine that liability to those who have
actually been misled.” 1976 Acrt, Prefatory Note. Although this may have been the draftsmen’s intent,
the language of § 303(a) simply does not accomplish the intended result, Nor could the draftsmen have
feared that it would be too difficult for a plaintiff to prove the existence of a mistaken belief that the
limited partner was a general partner, and so created a conclusive presumption of such a belief based on
knowledge of the limited partner’s participation in control. Section 304(b) of the 1976 Act specifically
requires that a plaintiff proceeding thereunder prove an actual belief that the limited partner was a general
partner. If proof of such a belief is not thought to be too great a burden for a plaintiff procceding under
§ 304(b), there is no apparent reason why it should be thought too great a burden for a plaintiff proceeding
under § 303(a).

331976 Acr § 208.

%4 Feldman, supra note 237, at 209. But see 1976 Acr § 208, Comment, which states “[Tlhe notice
provided is not intended to change any liability of a limited partner which may be created by his action
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If section 303(a) is not an attempt to protect creditors who rely on the good
faith belief that a limited partner is a general partner, it may be an effort to protect
those who rely on the business expertise of the actual general partner and on the
belief that he or she controls, and will continue to control, the business decisions of
the partnership. This view, it is submitted, would be incorrect, since such expectations
on the part of creditors are undercut almost completely by other sections of the
1976 Act. The most notable of these is the provision in section 303(b) permitting
limited partners to remove a general partner without being deemed to have par-
ticipated in control.?® In addition, the rule regarding limited partners who par-
ticipate in control to an extent less than exercising the powers of a general partner
flatly contradicts this interpretation. If the intent is to protect third parties who
extend credit in reliance on the general partner’s business expertise, the limited
partner should be liable to those who transact business without knowledge of the
limited partner’s participation rather than to those with knowledge.?5

Finally, it may be that, rather than an attempt to protect third parties who have
been misled in some way, section 303(a) merely is a device to make personal liability
roughly correspondent to decision-making power. In other words, personal liability
of a limited partner usually will be important only when the partnership assets are
insufficient to satisfy creditors’ claims. Section 303(a) may be just a judgment that
a limited partner who participates in control is at least partially responsible for the
loss or dissipation of the assets on which the creditor relied and that he or she ought
to bear the burden of that responsibility.”” The bifurcation of the control standard
by section 303(a) lends support to this analysis. Assuming, arguendo, that the lia-
bility-responsibility postulate is sufficient justification for an exception to the 1976
Act’s policy favoring limited liability, a limited partner whose conduct is substantially
the same as that of a general partner could be deemed equally responsible for the
failure of the business and ought to be equally liable. The general rule of section
303(a) achieves this result. On the other hand, a limited partner whose acts of
control are less significant and extensive than those of a general partner, while still
possibly partially responsible, cannot be deemed equally responsible for the failure.
Thus, his or her personal liability ought to extend only to a limited class of creditors.

The question, of course, is whether section 303(a) selects the correct class. Three
possibilities come readily to mind. The first is that the limited partner should be
liable only with respect to transactions upon which he or she committed the partner-
ship and which resulted in losses to the partnership. Limiting personal liability in
this way, however, is subject to a number of objections. It not only involves serious
problems of judging business decisions by hindsight but also presupposes that the
other parties to these transactions will be the ones pressing claims, a contrary to fact
assumption in many cases. It also effectively restricts the definition of participation
in control to the limited partner’s personal transaction of business on behalf of the

or inaction under the law of estoppel . . . .” Feld, supra note 237, at 1480, states, “[T]he control test
depends on notions of estoppel . . .."”

51976 Acr § 303(b)(5)(v). Also significant are id. §§ 401 (requiring the consent of all partners to
the admission of an additional general partner), 602 (permitting a general partner to withdraw from the
partnership), and 801(3) (permitting all partners to agree to carry on the business and appoint additional
general partners upon withdrawal of a general partner). Feldman, supra note 237, at 184.

*2 Feldman, supra note 237, at 188-89 n.44.

*7 For an argument that this, in fact, is the approach the courts have taken under § 7 of the 1916 Act,
see 26 Oxva. L. Rev. 289, 293 (1973).
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partnership, a result seemingly at odds with the draftsmen’s intent. A second possi-
bility would restrict the limited partner’s liability to transactions upon which he or
she committed the partnership without regard to the profitability of the particular
venture, This possibility is open to the same objection regarding restriction of the
definition of participation in control, and also fails to take into account a class of
creditors whose loss may have been caused by the limited partner in a very real
sense. This class consists of those who knew of the limited partner’s participation
in control and who extended credit to the limited partnership not in reliance on the
limited partner’s personal liability but in reliance on his or her business acumen.
It is this class that section 303(a) attempts to protect and, based on rough notions of
justice, it may be the most rational choice. It should be remembered, however, that
it is an approximation only and that actual reliance need not be shown.

Probably of greater interest to the limited partner and his or her counsel than
extended discussions of the theoretical basis for liability is the litigation-oriented
problem of which standard a court will apply to a given fact situation. Once it is
determined that a limited partner has taken part in the control of the business, the
question becomes whether his or her conduct has been “substantially the same as
the exercise of the powers of a general partner.” The logical point to begin looking
for an answer would be to ascertain precisely what the powers of a general partner are.

Section 403 states that, except as otherwise provided by the 1976 Act or by the
partnership agreement, a general partner has all the rights and powers and is subject
to all the liabilities and restrictions of a partner in a general partnership?®® The
Uniform Partnership Act contains several provisions bearing on those rights and
powers that are relevant to the present discussion. Each partner is an agent of the
partnership for the purpose of carrying on the business of the partnership in the
usual way,”™ and each may convey property in the partnership name.®®® Also, sub-
ject to any contrary provision in the partnership agreement, each partner has an
equal right in the management and conduct of the business,”®! any differences of
opinion regarding ordinary business matters being decided by majority vote.*®?
Of these rights and powers the management rights are the most significant. “This is
so because “control of the business” is the focus of section 303. Section 303(b) ex-
pressly permits a limited partner to be an agent or employee of the limited partner-
ship.?®® This exception has been recognized by the case law under section 7 of the
1916 Act?®* and theoretically is correct. If one is an agent, by definition, one is
subject to the right of control of the principal *® Any acts performed in the conduct
of the business, even discretionary acts, are subject to this overriding right of control.
Although each partner of a general partnership may be an agent of the partnership,
his or her actions are subject to the right of control of the other partners. This con-
trol is codified as the partners’ equal rights in management, which are exercised by
majority vote. Thus, while partners in a general partnership are both principals

81976 Acr § 403,

¥ Un1rorRM PARTNERsHIP AcT § 9(1).

0 1d. § 10(1).

2 Id. §§ 18(e), 24(3).

314, § 18(h).

#1976 Acr § 303(b) (1).

¥4 See Grainger v. Antoyan, 48 Cal. 2d 805, 313 P.2d 848 (1957); Silvola v. Rowlett, 129 Colo.
522, 272 P.2d 287 (1954); Gast v. Petsinger, 228 Pa. Super. Ct. 394, 323 A.2d 371 (1974).

#5 RESTATEMENT (SEcOND) oF AcEncy § 1(1)-(3) (1958).
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and agents, the latter status should be irrelevant for purposes of section 303(a). Its
concern is participation in control of the business, not participation in the business
subject to the control of others.

This analysis of the Uniform Partnership Act leads to the conclusion that if a
limited partner exercises at least an equal voice in all or most management decisions
he or she will be participating in control in a manner “substantially the same as the
exercise of the powers of a general partner.” The conclusion is supported by the
thesis that section 303(a) is an attempt to equate general liability with responsibility
for loss or dissipation of the partnership’s assets. It also is borne out by the case law
under the 1916 Act. Those few cases that attempt to define participation in control
do so in terms of managing the affairs of the firm, initiating and controlling the
execution of policy, or possessing decision-making authority that the general partner
is unable to check or nullify.?®® While these cases purport to be defining mere par-
ticipation in control, it is clear from the facts of cases in which violations actually
were found that the standard under section 7 for mere participation is the equivalent
of section 303(a)’s “substantially the same as” a general partner standard.?®’

If this latter conclusion is correct, then section 303(a) could be viewed as restricting
a limited partner’s latitude, in comparison to that available under the 1916 Act, by
imposing liability to a particular class of creditors for participation in control that
is not substantially equivalent to a general partner’s exercise of power. This view
certainly is not that of the draftsmen,?®® and probably is incorrect in any event.
Since both standards in section 303(a) involve participation in control, the difference
must be quantitative rather than qualitative. As previously noted, the cases finding
violations of section 7’s standatd involved factual situations in which the limited
partners virtually controlled the partnership business. These cases also do not seem
to require any reliance by the creditor as a condition to recovery. In cases involving
less obtrusive conduct by the limited partner no violation was found either because
the conduct qualitatively did not constitute control®®® or because there was no re-
liance by the creditor.?™ In an analogous situation under section 303(a), the inquiry
would be whether the limited partner’s acts related to managerial decision-making
(albeit not on an equal basis with the general partner or partners), and, if so,
whether the creditor had knowledge of the limited partner’s participation. If such
knowledge could not be shown recovery would be denied. The freedom of action
of a limited partner under section 303(a), therefore, would appear to track relatively
closely with that under secton 7. In addition, the safe harbor of section 303(b)
greatly increases the limited partner’s freedom from even the fear of potential liability.

Before proceeding to section 303(b), however, a firal question involving section
303(a) remains to be considered. It concerns the relationship between the time a
third party transacts business with the partnership and the time at which the limited
partner participates in control. Referring to section 7 of the 1916 Act, one com-

™ Gast v. Petsinger, 228 Pa. Super. Ct. 394, ..., 323 A.2d 371, 375 (1974); Rathke v. Griffith, 36
Wash. 2d 394, ...., 218 P.2d 757, 764 (1950).

7 See cases cited note 243 supra.

8 See 1976 Act § 303, Comment.

¥ See Plasteel Prods. Corp. v. Helman, 271 F.2d 354 (lst Cir. 1959); Grainger v. Antoyan, 48 Cal.
2d 805, 313 P.2d 848 (1957); Silvola v. Rowlett, 129 Colo. 522, 272 P.2d 287 (1954); Trans-Am
Builders, Inc. v. Woods Mill, Ltd., 133 Ga. App. 411, 210 SE.2d 866 (1974); Gast v. Petsinger, 228 Pa.
Super. Ct. 394, 323 A.2d 371 (1974).

#0 Rathke v. Griffith, 36 Wash. 2d 394, ..., 218 P.2d 757, 764 (1950).
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mentator has raised the question whether the limited partner who takes part in
control on a less than continual basis becomes liable (1) for all past, present, and
future obligations of the partnership, (2) for obligations based on transactions oc-
curring during his or her participation in control and all future obligations, or (3)
only for obligations based on transactions occurring during his or her participation
in control.*™ Unfortunately, and in contrast to section 304, the draftsmen did not
attempt to address this timing problem under section 303.

It seems fairly clear that alternative (1) is not correct. Although participation
in control does not cause a limited partner to become a general partner in all respects,
the liability incurred is similar to that of a general partner if the participation in
control is substantially the same as that of a general partner.2® As such, the case of
a limited partner who first takes part in control sometime after the business is begun
seems closely analogous to the case of an incoming general partner. Section 17 of
the Uniform Partnership Act provides that the liability of an incoming general
partner with respect to obligations arising before his or her admission shall be satis-
fied only out of partnership property.?”® That is, as to such transactions his or her
liability is limited, and the same should be true of a limited partner who takes part
in control®™* In addition, in the case of a limited partner whose participation in
control is not substantially equivalent to that of a general partner, a third party
extending credit prior to the participation could not have done so with knowledge
of the participation.?™

The choice between alternatives (2) and (3) is more difficult. The thesis that
section 303(a) is an attempt to equate general liability with responsibility for loss
or dissipation of the partnership’s assets would appear to weigh in favor of alterna-
tive (2), which holds the limited partner liable for all transactions occurring during
his or her participation in control and all future obligations. Even if a limited
partner has ceased participating in control, his or her prior activity could be a
substantial contributing factor to the decline or failure of the business. Moreover,
with respect to a limited partner whose activity was not substantially the same as
that of a general partner, a third party could transact business with knowledge of
such activity but without knowledge that it had ceased.

In reference to section 7 of the 1916 Act, a strong argument has been made that
alternative (3) is the only proper choice.?”® The argument is based on a continuation

7 Feldman, supra note 237, at 174-75.

#1916 Act § 7 states that the limited partner shall become “liable as a general partner.”” 1976 Acr
§ 303(a) abandons this terminology in favor of “liable for the obligations of a limited partnership.” ‘This
change in language probably was felt necessary to accommodate the new bifurcated control standard.

S Unirorm Partnersuie Act § 17, I1d. § 41(7) is similar.

#% Feldman, supra note 237, at 175-76.

7 Although the intent of § 303(a) appears to be to protect creditors only with respect to transactions
in which knowledge of the limited partner’s participation was contemporancous with the extension of
credit, the language used may be susceptible of a broader interpretation. The section states that the
limited partner is liable “to persons who transact business with the limited partnership with actual
knowledge of his participation in control.” In a case in which a limited partner began participating in
control and the third party acquired knowledge of it in the middle of a series of transactions, it could
be argued that the limited partner is liable with respect to the prior transactions as well as the subsequent
ones, The third party would appear to be a person “who transact[ed] business . . . with actual knowledge
of his [the limited partner’s] participation in control.” Compare 1976 Acr § 304(b), which makes a
person erroneously believing himself or herself to be a limited partner liable (notwithstanding corrective
action) “to any third party who transacts business with the enterprise . . . if the third party actually be-
lieved in good faith that the person was a general partner at the time of the transaction.”

#8 Reldman, supra note 237, at 176-79.
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of the comparison between a limited partner who takes part in control and a partner
in a general partnership. After admission the latter will be liable for all partnership
obligations incurred during his or her continued association with the firm. The
partner can withdraw from the firm at any time, however?”™ This will work
a dissolution of the partnership®® and, with certain exceptions,?™ will provide the
partner with protection from future liabilities. Because of the inability of a limited
partner to extricate himself or herself effectively from a limited partnership,?®® it is
argued that the analogy fails and fairness requires that the limited partner not be
bound personally with respect to obligations incurred after he or she ceases taking
part in control. The selection of alternative (3) is buttressed by reference to the
element of reliance. If a creditor must establish that the limited partner’s participa-
tion in control caused him or her to believe the limited partner was a general partner
and to extend credit in reliance on that belief, then the limited partner should be
vulnerable only with respect to transactions occurring contemporaneously with the
participation in control.?81

This argument retains much of its force when applied to section 303(a). Even
though the 1976 Act contains a provision expressly permitting a limited partner to
withdraw, it falls far short of the kind of easy withdrawal at will available to a
general partner.?®? Thus, the rule that a general partner remains liable for partner-
ship obligations incurred during his or her continued association with the firm,
even if he or she becomes dormant,?®® would appear to work an undue hardship if
applied to a limited partner who ceases his or her participation in control.

On balance, alternative (3) may be the best choice. In the absence of any clear
and express policy underlying the imposition of liability, the rule that most nearly
equates liability with the duration of the prohibited conduct would seem least
objectionable.

In comparison to the obscurities of section 303(a), section 303(b) is a model of
clarity. From the point of view of a limited partner it undoubtedly is one of the
most significant provisions in the 1976 Act. In contrast to the vague, single sentence
prohibition of section 7 of the 1916 Act, section 303(b) contains an extensive list of
activities that conclusively will not be deemed participation in control. It provides,

A limited partner does not participate in the control of the business within the mean-
ing of subsection (a) solely by doing one or more of the following:

(1) being a contractor for or an agent or employee of the limited partnership
or of a general partner;

::Umroxm ParTNERsHIP AcT § 31(1) (b), (2).
Id.

™ 1d. §§ 34-35.

0 Eeldman, supra note 237, at 178-79.

2 Id. at 179-82. This argument fails to consider that a future extension of credit may be in reliance
on past acts of control.

41976 Act § 603. This section permits withdrawal at will only if the certificate of limited partnership
is silent regarding the time for dissolution or the time at which or events upon the occurrence of which
a limited partner may withdraw. Even then a limited partner may withdraw only upon six month’s prior
written notice to the general partners. As such, § 603 does not seem to be significantly more lenient than
§ 16 of the 1916 Act. See 1916 Act § 16(2). Compare 1976 Act § 602, which states, “A general partner
may withdraw from a limited partnership at any time by giving written notice to the other partners . .. .”
See UnirorMm PartNersaip Act § 31(1)(b), (2). The relationship between § 603 and 1976 Acr § 702
which provides that upon assignment of all of his or her partnership interest a partner ceases to be a
partner, is unclear.

%3 A. BROMBERG, supra note 15, § 244, at 141-42,
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(2) consulting with and advising a general partner with respect to the business
of the limited partnership;

(3) acting as a surety for the limited partnership;

(4) approving or disapproving an amendment to the partnership agreement; or

(5) voting on one or more of the following matters:

(i) the dissolution and winding up of the limited partnership;

(ii) the sale, exchange, lease, mortgage, pledge, or other transfer of all or
substantially all of the assets of the limited partnership other than in the ordinary
course of its business;

(iii) the incurrence of indebtedness by the limited partnership other than
in the ordinary course of its business;

(iv) achange in the nature of the business; or

(v) the removal of a general partner.284

Before proceeding to a consideration of these various activities it should be stressed
that they do not have a cumulative effect. This is demonstrated by the introductory
language permitting limited partners to engage in “one or more” of the types of
conduct listed. Additionally, section 303(c) makes it clear that section 303(b)’s
failure to mention a particular activity is not determinative of the question whether
that activity constitutes participation in control 28

In general, it may be said that section 303(b) is not really an attempt to restrict
the definition of participation in control as much as it is an attempt to give limited
partners greater freedom from uncertainty and doubt. The activities listed, with
the reservations to be discussed subsequently, are qualitatively different from acts of
control and most already have received approbation from the courts or commentators.

Section 303(b)(1) permits a limited partner to be a contractor for or agent or
employee of the partnership or general partner. As previously discussed, it is correct
as a matter of theory to conclude that a limited partner who acts as agent or employee
of the limited partnership is not taking part in control of the partnership’s business.
The relationship is rather the reverse; he or she is subject to the control of the
partnership in the form of the general partner or partners.® In cases in which
this relationship has been found to exist in fact as well as in theory the courts cor-
rectly have refused to impose liability.?" The same should be true of a limited
partner employed by a general partner.

A number of recent cases involving a specialized version of this latter factual
pattern, however, have reached varying results.?®® In each, certain limited partners
were the sole or controlling shareholders, directors, and officers of the corporate

#1976 Acr § 303(b).

B 1d. § 303(c) states, ““The enumeration in subsection (b) does not mean that the possession or exercise
of any other powers by a limited partner constitutes participation by him in the business of the limited
partnership.”

9 See text at notes 263-65 supra.

7 See cases cited note 264 supra. Acting as an independent contractor for the partnership also would
not seem to be an act of control. Although such a contractor would not be subject to the partaership’s
control, ResTaTEmMENT (Seconp) oF Acency § 2(3) (1958), neither would the partnership be subject
to his or her control. But see Gast v. Petsinger, 228 Pa. Super. Ct. 394, ..., 323 A.2d 371, 374-75 (1974)
(reversing summary judgment for two limited partners who acted as “independent consultants” for the
partnership on the ground that there was a factual issue whether their technical advice influenced or
controlled the decisions of the general partner).

2 Western Camps, Inc. v. Riverway Ranch Enterprises, 70 Cal. App. 3d 714, 138 Cal. Rptr, 918
(1977); Delaney v. Fidelity Lease Ltd., 526 S.W.2d 543 (Tex. 1975), rev’g 517 S.W.2d 420 (Tex. Ct.
App. 1974); Frigidaire Sales Corp. v. Union Properties, Inc., 14 Wash. App. 634, 544 P.2d 781 (1975),
aff’d, 88 Wash. 2d 400, 562 P.2d 244 (1977).
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general partner of a limited partnership. In their capacity as directors and officers
of the general partner, the limited partners assumed full control of the partnership
business. In two cases, Frigidaire Sales Corp. v. Union Properties, Inc.*®® and
Western Camps, Inc. v. Riverway Ranch Enterprises*® the courts upheld the lim-
ited liability of the limited partners. Each court adopted reliance as a necessary ele-
ment under section 7 and found the necessary reliance lacking because it was clear to
the creditors at all times that the limited partners were acting as agents of the corporate
general partners.™® In addition, both courts felt that imposition of liability would
amount to a disregard of the corporate entity of the general partner without an
adequate factual basis.?®* The third case, Delaney v. Fidelity Lease Ltd.*® imposed
liability. The court in Delaney expressly rejected the proposition that section 7 re-
quires a third party to be misled into believing a limited partner is a general part-
ner.? Tt felt that failure to impose liability would permit easy evasion of section 7’s
prohibition and also would allow circumvention of the requirement that a limited
partnership have at least one general partner with unlimited liability.?® By finding
a violation of section 7 the court, in effect, was piercing the veil of the corporate
general partner, and it appeared to recognize this.?®

These varying results clearly demonstrate the divergence of views concerning
the theory for imposing liability on a limited partner who takes part in control.
If one accepts the reliance theory, Frigidaire and Western Camps are correct. Be-
cause the limited partners were acting in a fully disclosed representative capacity
the third parties could not have relied on their actions as indicative of individual
general partner status. If, however, one believes the responsibility theory is the
underlying basis of section 7, then Delaney reaches the proper result, although some
damage, of course, is done to corporate dogma. Unfortunately, the theoretical un-
certainty surrounding section 7 has been carried over to section 303(a). While these
cases fall literally within section 303(b)(1), the language is so broad and general
that a court strongly adhering to the responsibility theory conceivably could reach
the same result as Delaney on the basis that they do not fall within the spirit of the
section. That is, arguably the employee-agent exception presupposes an independent
general partner, not one owned and controlled by the limited partners. If the gen-
eral partner is not independent it still would seem possible to conclude that “[t]ruly
‘the corporate fiction’ [is] in this instance a fiction.”®? Thus, there may be shoals
in the safe harbor.

Section 303(b)(2) provides that a limited partner may consult with or advise
the general partner regarding the partnership business without being deemed to
have participated in control. Since consulting and advising denote giving information
and making recommendations but do not connote the actual making of decisions,
the provision is not only correct but also in accord with prior case law.?® There is,

% §8 Wash. 2d 400, 562 P.2d 244 (1977).

2070 Cal. App. 3d 714, 138 Cal. Rptr. 918 (1977).

114, at 728-30, 138 Cal. Rptr. at 926-27; 88 Wash. 2d at .__, 562 P.2d at 247.

®270 Cal. App. 3d at 730, 138 Cal. Rptr. at 927; 88 Wash. 2d at ..., 562 P.2d at 246-47.

#3526 S.W.2d 543 (Tex. 1975).

P1d. at 545.

514, at 545-46,

=8 1d. at 546.

7 Delaney v. Fldehty Lease Ltd., 517 S.W.2d 420, 426-27 (Tex. Ct. App. 1974) (dissenting opinion).

M Silvola v. Rowlett, 129 Colo. 522 » 272 P.2d 287, 289, 290-91 (1954); Trans-Am Builders, Inc,
v. Woods Mill, Ltd., 133 Ga. App. 411, . ZIOSEZd 866, 86&69 (1974). WL o o
C. RUGER

Lailf ”"’MHY
SYRACUSE UNIVERSITY
COLLFGF NE 1 A
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however, authority for the proposition that if because of financial leverage, superior
technical knowledge, or for any other reason the limited partner’s advice is unduly
influential on the general partner’s decisions, the limited partner will be participating
in control.*® This view presumably will continue under the 1976 Act. Since
whether the limited partner’s advice truly is advice will be a factual question in
each case, the safe harbor once again may not be completely safe.

Section 303(b)(3)’s permission for a limited partner to act as surety for the
limited partnership seems potentially less troublesome. This type of conduct in-
volves no real managerial authority. Moreover, it may not be completely voluntary
since wary creditors often insist upon a personal guarantee by those with limited
liability. In light of judicial suggestions that creditors secure such guarantees,3® it
hardly would be sportsmanlike for a court later to hold that suretyship with respect
to creditor A constituted participation in control of the business with respect to
creditor B.

Approving or disapproving an amendment to the partnership agreement, covered
by section 303(b) (4), also would appear not to raise any significant problems. The
focus of section 303(a) is on control of the business and thus, necessarily, on the
power to make or have a voice in managerial decisions. As the partnership agreement
primarily and directly affects only the relationship of the partners among them-
selves, the power to amend it is a power to make decisions concerning internal mat-
ters. This sort of power is distinguishable from the power to make decisions affecting
the external business of the limited partnership and its relationships with third
parties.®! Although an amendment might have some effect on external business
matters, the effect generally would be caused by the content of the amendment and
subsequent action taken under it rather than by the mere act of amending. For
example, if an amendment made a limited partner general manager of the business,
that limited partner may be held to have participated in control on the basis of sub-
sequent conduct in his or her capacity as general manager. The mere act of approv-
ing such an amendment, however, should not constitute participation in control on
the part of the other limited partners 3%

Section 303(b) (5), permitting limited partners to have voting rights with respect
to dissolution of the partnership, disposition of all or substantially all of the partner-
ship’s assets other than in the ordinary course of business, incurrence of indebtedness
by the partnership other than in the ordinary course of business, change in the nature
of the partnership business, and removal of a general partner, represents the culmi-
nation of a long chain of events. With the rapid growth of large, public limited
partnerships designed to take advantage of various tax shelter opportunities, it was
inevitable that some general partners would abuse their positions of control, often

1”;°7§7}ast v. Petsinger, 228 Pa. Super. Ct. 394, ..., 323 A2d 371, 374-75 (1974); Feld, supra note 237,
at .

%0 Frigidaire Sales Corp. v. Union Properties, Inc., 88 Wash. 2d 400, ..., 562 P.2d 244, 247 (1977);
Dclaney v. Fidelity Lease Ltd., 517 S.W.2d 420, 427 (Tex. Ct. App. 1974) (concurring opinion), rev'd,
526 S.W.2d 543 (Tex. 1975).

™ Gast v. Petsinger, 228 Pa. Super. Ct. 394, ..., 323 A.2d 371, 373-74, 375 (1974) (affirming sum-
mary judgment for limited partners who had, inter alia, attended meetings for the purpose of amending
the partnership agreement).

¥ See Rathke v. Griffith, 36 Wash. 2d 394, ., 218 P.2d 757, 764 (1950). Compare Plasteel Prods.
Corp. v. Eisenberg, 170 F. Supp. 100 (D. Mass. 1959) with Plasteel Prods. Corp. v. Helman, 271 F.2d
354 (1st Cir. 1959).
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to the detriment of the partnership and the limited partners.®*® As a result, the
securities administrators of some states have required that limited partners be given
certain protective voting rights.*®* This requirement caused observers to question
whether the possession or exercise of such voting rights by limited partners would
constitute participation in control under section 7 of the 1916 Act.3% In response to
this concern, the legislatures of several states amended their versions of section 7
specifically to provide that the possession or exercise of such voting rights would not
constitute participation in control.®*® Because the vast majority of states did not
take such action, however, there still remained a potentially serious problem. If a
limited partnership organized in a state authorizing such voting rights had contacts
in a state not having such statutory authority and suit was brought in the latter
jurisdiction, the possibility always existed that the forum state’s choice of law rules
would dictate application of its own vetsion of section 7.3°7 Section 303(b)(5) is
an attempt to remedy this problem by authorizing such voting rights on a uni-
form basis.3%8

The draftsmen have made a policy decision that the matters encompassed by
section 303(b)(5) should not constitute participation in control. The choice has
much to recommend it. Not only does it resolve the conflict between state securities
regulations and the law of limited partnership, but it is supportable theoretically
as well. All of the matters covered by section 303(b)(5) relate to fundamental
changes in the basic structure or make-up of the limited partnership itself rather
than to management of its day-to-day business. Corporate law, in allocating powers
between shareholders and directors, long has recognized this basic distinction. While
directors generally are entrusted with management of the business,*® items of the
sort listed in section 303(b) (5) ordinarily must be submitted to a sharcholder vote.®*°
As one group of commentators has concluded with reference to section 7 of the

1916 Adct,

An overall reading of the ULPA and a consideration of the policies behind it make
it apparent that the forbidden participation in the control of the partnership business
which is contemplated by section 7 of the ULPA is a taking part in the day-to-day
business of the partnership, as opposed to the ability to influence the partnership’s

%3 See, e.g., Executive Hotel Assocs. v. Elm Hotel Corp., 41 Misc. 2d 354, 245 N.Y.S.2d 929 (Civ. Ct.
N.Y.), aff'd mem., 43 Misc. 2d 153, 250 N.Y.S,2d 351 (App. Term 1964).

E.g., CENTRAL SECURITIES ADMINISTRATORS COUNCIL, GUIDELINES FOR THE REGISTRATION OF Com-
mop1TY Poor. PrRocrams § V B (January 24, 1978), 1 BLue Sky L. Rep. (CCH) ¢ 4877; NorTH AMERICAN
SECURITIES ADMINISTRATORS ASSOCIATION, GUIDELINES FOR THE REGISTRATION OF OiL AND GAs PROGRAMS
q VIIL F (September 22, 1976, amended, October 12, 1977), 1 BLuk Sky L. Rer. (CCH) § 4589; Mipwest
SECURITIES COMMISSIONERS ASSOCIATION, STATEMENT OF PoLicY REGARDING RraL EsTaTE ProGrams
VII B (February 28, 1973, amended, February 26, 1974, July 22, 1975), 1 BLue Sky L. Rer. (CCH)
q 4821.

%8 E.g., 26 Oxvra. L. Rev. 289 (1973).

%8 CaL. Corp. Copk § 15507 (West 1977); DeL. Cope tit. 6, § 1707 (1974); Nev. Rev. Star. §
88.080 (1973); Or. REv. StaT. § 69.280 (1977); Wasn. Rev. Cope Ann. § 25.08.070 (Supp. 1977);
cf. Nes. Rev. Star. §§ 67-207, -210(3) (1943 & Supp. 1977) (authorizing voting rights required by
the Investment Company Act of 1940); N.Y. Partnersuir Law §§ 96, 99(3) (McKinney Supp. 1977)
(to the same effect).

*7 Augustine, Fass, Lester & Robinson, supra note 244, at 2089-99.

™8 Section 303(b)(5) is not a statutory grant of voting rights to limited partners, It merely provides
that possession or exercise of the right to vote on any or all of the matters enumerated does not constitute
participation in control. The right to vote, itself, must be granted by the certificate of limited partnership
or the partnership agreement.

@ E.g.. DEL. Cope tit. 8, § 141(a) (Supp. 1977).

M E.g., id. §§ 102(a) (3), 141(k), 242(2) (2), (c), 271, 275 (1974 & Supp. 1977).
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basic structure which the statutory voting rights provide. Arguably, this is why
section 7, in effect, forbids a “tak[ing] part in the control of the business of the
partnership,” rather than an ability to influence management or the partnership’s
basic structure.31?

Before concluding, note should be taken of section 302, also dealing with voting
rights of limited partners. It provides, “Subject to Section 303, the partnership agree-
ment may grant to all or a specified group of the limited partners the right to vote
(on a per capita or other basis) upon any matter.”®!* The emphasized portion of
the preceding statement is its most important feature. Section 302 is not intended
to validate voting rights in general but simply to give partners permission to include
them in their agreement, subject to the dangers of section 303(a) if the rights extend
beyond the safe harbor of section 303(b)(5).3*® Why the draftsmen felt it necessary
to include such a provision is a mystery. Unlike corporate law, partnership law has
never purported to engage in comprehensive regulation of the affairs of partners
inter s¢,°'* and no one ever seemed to doubt that, but for the possibility of loss of
limited liability, voting rights could be given to limited partners.®'® At best, then,
section 302 is a superfluity. At worst it is a trap for the unwary since it is possible
to overlook the effect of the introductory phrase.

V. ConcLusioN

This article has attempted to explore the most significant provisions of the 1976
Act affecting the relationship of the limited partnership and its members to third
parties.®'® At the outset it was noted that the draftsmen intended to modernize the
law, to clarify ambiguities by adding more detailed language and mechanics, and to
make some important substantive changes and additions.'” With respect to matters
within the scope of this article, it must be concluded that the draftsmen met with
only limited success in their pursuit of these goals.

The major achicvement in terms of modernization is the streamlining of the
requirements for execution of the various certificates and the integration of corporate
and limited partnership filings. The practical importance of these changes should
not be underestimated. The results with respect to the other two goals, however,
are more mixed. The addition of the list of activities in which a limited partner
may engage without fear of incurring liability for participation in control probably
is the most significant advancement in the area of substantive additions and changes.
Many of the other provisions appearing to introduce substantive changes work only
superficial alterations in the law. Section 207 may be the leading example in this
category. While it clearly imposes a duty to keep the certificate of limited partner-
ship current in light of changing circumstances and lowers the standard of culpa-

. Augustine, Fass, Lester & Robinson, supra note 244, at 2101 (emphasis in original).

21976 Acr § 302 (emphasis added).

o8 14. § 302, Comment,

HE.g., Lanier v. Bowdoin, 282 N.Y. 32, .., 24 N.E.2d 732, 735 (1939) (as between themselves,
partners may agree on anything they wish, as long as not barred by statute, common law, or public policy).

W5 See, e.g., the partnership agreement in Weil v, Diversified Properties, 319 F. Supp. 778, 781-82
(D.D.C. 1970). :

%8 provisions such as §§ 502 and 608 have been omitted from consideration because they deal with
internal problems of finance that are beyond the scope of the present article and because the liability
imposed runs primarily to the partnership.

71976 Acr, Prefatory Note.
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bility to include negligence, these innovations are confined to general partners, who
remain personally liable for partnership obligations in any event.

The failure to make sweeping substantive changes does not appear to be a major
defect since the 1916 Act does a relatively good job of balancing the competing
interests of the partners and third parties. Unfortunately, the same cannot be said
of the 1976 Act’s deficiencies in the area of clarity. Sixty years’ experience with the
rather skeletal provisions of the 1916 Act pointed out a number of questions that
had to be answered on a case by case basis if at all. It is here that the 1976 Act
could have made its greatest contribution, and it is here that we find its greatest
failing. Although it attempts to address some of these questions, such as the retro-
active effect of withdrawal by a person erroneously believing himself or herself to
be a limited partner, it often does so in a way that creates as many problems as it
solves. Provisions such as section 304(b) are ample proof that more is not always
better.
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