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I. INTRODUCTION

Perhaps one of the most significant decisions facing the participants in a new business
venture is the choice of vehicle for the organization and operation of the business.
Different vehicles for business association offer distinct advantages and disadvantages.
The choice of vehicle will not only affect the ability of the business to effectively achieve
its objectives, but will also determine the nature and scope of the liability to which the
participants in the business will be exposed.

This paper will discuss three types of unincorporated business vehicles: partnership;
limited partnership; and the joint venture. I will discuss the advantages and potential
risks associated with each of these vehicles, and I will identify some of the insurance
issues which arise with respect to unincorporated business vehicles. While it is not
uncommon that one or more of the participants in any of these vehicles will be a
corporation, the discussion of corporations in this paper will be limited to issues which
arise as a result of the corporation’s participation in a partnership, limited partnership
or joint venture.

I1. PARTNERSHIP

One of the most common forms of unincorporated business association is partnership.
In British Columbia, partnerships are governed by the Partnership Act. In many
partnerships, the rights and obligations of partners will be set out in an agreement
which may add to or vary the provisions of the Act. A partnership may exist, however,
without any formal partnership agreement. A large body of judge made common law
has developed with respect to the formation of partnerships and the rights and duties of
partners. These common law rules have been expressly incorporated into the
Partnership Act by s. 91 of the Act.

As we shall see, the laws and principles governing partnerships impose strict duties
upon partners, and expose partners to significant financial risks which may not arise in
other similar forms of business associations. The question of whether a partnership
exists is therefore of great importance to the participants. This determination is
however, not always straight forward. Before discussing the advantages and potential
risks associated with partnership it would be useful to summarize the basic
characteristics of a partnerships.
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A. The Characteristics of Partnerships

The Act defines a partnership as "the relationship which subsists between persons
carrying on business in common with a view to profit”. Unlike incorporation, the
formation of a partnership does not require compliance with complex statutory
requirements, or approval by a government ministry. While the Partnership Act does
require the registration of certain partnerships with the Registrar of Companies, failure
to comply with these formal requirements will not affect the existence of the
partnership itself. Essentially, a partnership comes into being as a result of an
agreement among the partners to carry on business together in a manner that is
consistent with the characteristics of partnership. This agreement may be evidenced by
a written partnership agreement, or it may be inferred from the conduct of the parties in
their business relationship. This principle was recognized by the Supreme Court of
Canada in Porter & Sons v. Foster & Armstrong:1

Partnership, it is needless to say, does not arise from ownership “in
common, or from joint ownership. Partnership arises from contract,
evidenced either by express declaration or by conduct signifying the same
thing. It is not sufficient there should be community of interest; there
must be contract.”

What are the characteristics of a business association that would result in a finding that
a partnership exists? Although the provisions of the Partnership Act provide some
guidance as to when a partnership does or does not exist, it often difficult to distinguish
a partnership from similar forms of business associations, including joint ventures, and
relationships which are based on co-ownership of property. The case law with respect
to the issue of the existence of partnerships was summarized by the Supreme Court of
Nova Scotia in Canada Dry Ltd. v. Nova Recreation Development Co.2 While the Court held
that the existence of a partnership must be determined on the facts of each case, it
identified five elements of a business association which would support the existence of
a partnership:

(1)  the contribution by the parties of money, property, effort,
knowledge, skill or another asset to a common undertaking;

(2)  ajoint property interest in the subject-matter of the adventure;

(3)  amutual right of control or management;

111926] 2 D.L.R. 340 (S.C.C.), at 341
?(1982), 56 N.S.R. (2d) 167
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(4)  the expectation of profit; and
(5)  theright to participate in the profits, if generated.

An example of the inquiry the courts will undertake in determining whether a
partnership exists is found in the recent decision of the British Columbia Supreme
Court in Chung v. Hoy.® This case involved the participation by the wife in the
construction business of her husband. The court considered whether the conduct of the
husband and wife with respect to the business, and the nature of the wife’s role in the
business, were evidence of an agreement to carry on the business in common as a
partnership. The activities of the wife in relation to the business included:

(1)  direct involvement in the financial affairs of the business including:
making out cheques to pay suppliers, invoicing suppliers,
collecting monies owing, directing suppliers with respect to the
project, dealing exclusively with the accountant of the business in
matters relating to the finances and income tax of the business,
performing the role of financial manager of the company;

(2)  providing direction to suppliers of the project; and

(3)  holding a joint bank account with her husband into which the
accounts relating to the business were directly deposited and from
which she withdrew funds for both business and personal use.

In this case the manner in which the participants agree to conduct their dealings with
third parties was relevant to the issue of partnership. The Court cited the decision of
Cullen v. M.N.R.# which held at p. 2064:

“In cases such as the case at bar where no written
partnership agreement exists the intention of the parties may
be ascertained from their conduct, the mode in which they
have dealt with each other, and the mode in which each has,
with the knowledge of the other, dealt with other people.
This can be shown by the books of account by the testimony
of clerks, agents and other persons, by letters and

% (1994), 49 A.C.W.S. (3d) 1230 (B.C.S.C)
“11985] 2 C.T.C. 2059 (T.C.C.)

© Dolden Wallace Folick LLP 6



)

DOLDENWALLACEFOLICK

admissions, and, in short, by any of the modes by which
facts can be established.”

In this case, many of the third parties who dealt with the business dealt directly with
the wife on matters directly related to the administration and management of the
business. The Court held that the wife contributed her skills and services to the
business without salary and participated in the profits of the business and that the
husband and wife, by their conduct, had formed a partnership in carrying out the
construction business.

One of the greatest differences between a partnership and a corporation is that a
partnership is not a separate legal entity from the partners who comprise it. As we will

see, most of the advantages and risks associated with partnership are related to this
fundamental characteristic.

B. Advantages of Partnership

1. Ease of Formation and Lack of Formalities

The greatest advantages of partnership are ease of formation, and the general lack of
formalities associated with this form of business association. If the partnership is
established for trading, manufacturing or mining, s. 81 of the Partnership Act requires
that the partnership be registered with the registrar of companies, and that a declaration
of the members of the partnership be filed. A new declaration must be filed when new
members join, or existing members leave the partnership. Unlike incorporation, there is
no requirement to file any other partnership documents or to obtain the approval of any
government agency. Further, partnerships are not required by law to file annual
returns, hold annual meetings, elect directors or otherwise comply with statutory
obligations relating to the day to day management of the business.

2. Flexibility in Organization and Structure

Partnership offers flexibility to the partners in determining the organization and
management structure of the firm, as well as the rights and obligations of the partners.
This is usually accomplished through a partnership agreement. As noted above, the
partnership agreement may add to or vary the provisions of the Partnership Act relating
to the rights and duties of partners. For example, while the Act provides that the
partners shall have the right to participate in the management of the business, partners
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can agree in the partnership agreement that certain designated partners will have
exclusive control over particular aspects of the management of the business. The
partnership agreement can also make specific provision for the division of profits and
losses, the admission of new partners, the retirement or expulsion of partners, and
dispute resolution. Through the partnership agreement the partners can adopt a clearly
defined business relationship and a more stable business structure, thereby reducing
the risk of conflict and disputes among the partners.

3. Tax Advantages

Significant tax advantages over corporations may also be available through partnership.
Unlike corporations, partnerships are not taxed as entities. The Income Tax Act requires
that the income and expenses be calculated as though the partnership was a resident of
Canada, however, the income is actually taxed in the hands of the partners according to
the share of the profits earned by each partner. Each partner can deduct the losses of
the partnership against income received by that partner from other sources.
Conversely, deductions unrelated to the partnership can be applied against income
earned from the partnership. The ability to deduct business losses directly against
personal income makes this form of business vehicle particularly attractive for
businesses which anticipate losses in the early years. Losses incurred by corporations
must be held until the business becomes profitable and applied against the income at
that time. Because of this pass-through feature of partnerships, tax incentives granted
by the federal government to selected industries from time to time (including film,
mining, oil and gas, and research and development) in the form of deductions,
increased capital cost allowance or tax credits, can also be used by the partners to off-set
other sources of income
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C. Risks Associated with Partnership

1. Unlimited Personal Liability

The most significant disadvantage of partnership as a form of business association is
that partnership, unlike incorporation, does not offer the protection of limited liability.
Because the partnership is not a separate legal entity from the partners, all partners are
personally liable for the debts and obligations of the partnership that are incurred while
they are partners. The personal liability of partners for the debts of the firm is stated in
s. 11 of the Act, and may not be varied through a partnership agreement.

11.  Every partner in a firm is liable jointly with the other partners for
all debts and obligations of the firm incurred while he is a partner, and
after his death his estate is also severally liable in a due course of the
administration of those debts and obligations, so far as they remain
unsatisfied, but subject to the prior payment of his separate debts.

2. Liabilities Arising out of Agency Relationships

The risks of unlimited liability in partnerships are more acute in light of the agency
relationship that exists between the partners. The agency relationship is expressly set
out in s. 7 of the Partnership Act:

7. Each partner is an agent of the firm and his other partners for the
purpose of the business of the partnership. The acts of every partner who
does any act for carrying on in the usual way business of the kind carried
on by the firm of which he is a member bind the firm and his partners,
unless the partner so acting has in fact no authority to act for the firm in
the particular matter, and the person with whom he is dealing either
knows that he has no authority, or does not know or believe him to be a
partner.

This means that unless the partnership agreement provides otherwise, each partner has
the authority to assume binding obligations on behalf of the other partners in matters
relating to the ordinary business of the partnership. As noted above, the partnership
agreement may expressly limit the authority of a partner to conduct certain aspects of
the partnership business. However, unless third parties have knowledge of this limited
authority, even unauthorized obligations assumed by such a partner on behalf of the
partnership will be binding upon the partners. The courts have held that when dealing
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with a partner in matters relating to the ordinary business of the partnership, the public
has the right to assume that the partner has the authority to enter into agreements
which bind the partnership.

3. Liability for Acts and Omissions of Other Partners

Under the Partnership Act, partners are also jointly and severally liable for the acts and
omissions committed by a fellow partner in the ordinary course of the partnership
business. The “joint and several liability” means that the person wronged will be able
to claim the entire amount of the losses suffered as a result of the act or omission from
all of the partners or from any one or more of the partners. This liability attaches even
though the other partners may not have participated in or had knowledge of the act or
omission in question.

Partners who have been found liable for the unauthorized acts of a partner generally
have the right to bring a claim against the partner who committed the unauthorized act
to recover losses incurred as a result. However, relief will only be available to the
extent that the partner from whom contribution is sought has sufficient resources to
satisfy the claim.

4. Liability Upon Changes in Composition of the Partnership

As a general principle, the liability of a partner for the debts and obligations of the
partnership will be limited to those debts and obligations incurred by the partnership
during the period that the individual was a partner. Under s. 19 of the Partnership Act, a
new partner will not be liable for debts incurred by the partnership before he or she
became a partner, unless there is express agreement to assume such liability. Similarly,
retiring partners will be liable after retirement for the debts and obligations incurred by
the partnership while they were partners. This means that the exposure of a retiring
partner in respect of these debts and obligations will continue. Section 19 (3) provides
that a retiring partner may be released from these liabilities upon retirement:

“by agreement to that effect between himself and the members of the firm
as newly constituted and the creditors, and this agreement may be either
express or inferred as a fact from the course of dealing between the
creditors and the firm as newly constituted.”

Partnership agreements commonly include an indemnity clause under which the
remaining partners agree that a retiring partner will cease to be liable as between the
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partners after retirement. The indemnity clause may also contain a provision under
which the remaining partners agree to indemnify a retiring partner for liability to third
parties arising out of the retiring partner’s participation in the partnership.

It should be noted that in order for retiring partners to avoid liability for obligations
which arise after retirement, the Partnership Act requires that the notice must be given to
persons who deal with the partnership that he or she has ceased to be a partner. Section
39 of the Act sets out the specific notice requirements. While an advertisement in the
Gazette is sufficient notice for persons who have had no dealings with the firm before
the date of the change in the composition of the firm, persons who have had prior
dealings with the firm must have express notice of the change in the firm’s composition.
The Act provides that such persons will be entitled to treat all apparent members of the
old firm as still being members of the firm until they have had notice of the change.
These notice requirements reflect the fact that as the resources of each of the partners
will ordinarily be available to satisfy partnership debts in the event of default, the
composition of the partnership may be a critical factor in the assessment of risk in
dealing with the partnership.

5. Fiduciary Duties of Partners

In view of the common interest of the partners in the business of the partnership and
the common vulnerability the partners have to each other with respect to the liabilities
of the partnership, the Partnership Act imposes specific obligations upon partners, in
matters relating to the partnership, to refrain from acting in a manner that places their
personal interests ahead of the interests of the partnership. For example, s. 32 of the Act
prohibits a partner from using partnership property for private gain, or from taking
opportunities which may have been available to the firm:

“32. (1)  Every partner shall account to the firm for any benefit
derived by him without the consent of the other partners from any
transaction concerning the partnership, or from the use by him of
partnership property, name or business connection.”

Similarly, s. 33 of the Act limits the ability of a partner to engage in business activities
that are in competition with those of the firm:

“33. If a partner, without the consent of the other partners, carries on
any business of the same nature as and competing with that of the firm, he
shall account for and pay over to the firm all profits made by him in that
business.”
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In addition to these specific obligations, s. 22(1) of the Act imposes a broader
“fiduciary” duty upon partners to “act with the utmost fairness and good faith toward
the other members of the firm in the business of the firm". This fiduciary duty in
matters relating to the partnership imposes upon partners obligations to act in the best
interests of the partnership. Fiduciary duties may exceed the express provisions of the
Act or the partnership agreement. Further, the level of fiduciary duty owed may reflect
varying degrees of responsibility within the partnership. For example, a partner to
whom increased management responsibilities has been delegated will likely be found to
owe a higher fiduciary duty to the other partners. Breach of fiduciary duty by a partner
may result in a claim for damages against that partner by the other partners in the firm.

6. Limits on Partners’ Ability to Deal with Partnership Property

Although a partnership is not an entity separate from the partners, under s. 23 (1) of the
Partnership Act, the property brought into the partnership by the partners, or purchased
in the course of the business becomes “partnership property”. As a result, absent
express agreement to the contrary, the partners are not entitled to withdraw or
otherwise deal with this property as their own during the partnership. For example, the
partners are not entitled to divide the partnership property between them, they are only
entitled to the proceeds of the sale of the property on the dissolution of the partnership,
after all of the liabilities of the partnership have been satisfied. Further, no partner may
mortgage or charge partnership property.

7. Professional Partnerships

Until recently, limits on the ability of professionals to incorporate have made
partnership the common vehicle for associations of professionals, particularly
accountants and lawyers. Professional partnerships are often composed of a hundred
or more partners. In addition to the liability for the debts and obligations of the
partnership, these partners are exposed to significant claims for professional liability
which may arise out of multi-million dollar transactions. The increasing monetary
value of awards against professionals makes the choice of partnership riskier than ever.
The traditional means of minimizing financial risks (i.e., ensuring that ownership of
major assets is in the name of a family member) are often no longer sufficient to protect
partners from the risk of financial ruin. Further, professional liability insurance may be
insufficient to cover the full amount of a claim against the partnership. While some
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partnerships are incorporating, the significant tax and other financial consequences of
changing from a partnership to a corporation limit the attractiveness of this option.

Some professional partnerships have incorporated the higher risk endeavours
associated with their business. For example, the audit divisions of certain accounting
tirms have been incorporated. Where partners do not wish to be involved in the day to
day management of the business, limited partnership may also provide an alternative to
incorporation. A discussion of the risks and advantages associated with this business
vehicle follows.

D. Summary

While the ease of formation of partnerships, and the absence of formalities associated
with this type of business vehicle have made partnership a popular form of business
association, significant disadvantage associated with partnerships may severely limit
their attractiveness for many business endeavours. Because partners are exposed to
personal liability for the obligations and liabilities of the firm, including liabilities
arising out of the unauthorized acts of fellow partners, partnerships are generally most
appropriate in associations involving fewer participants, who are able to work closely in
insuring that the interests of the partnership are protected, and who enjoy a relationship
of trust and confidence. Further, the duties owed to the partnership, and the limits on a
partner’s ability to deal freely with property contributed to the partnership often
significantly limit a partner’s ability to pursue separate but related business
endeavours. For these reasons, other forms of unincorporated business vehicles may
present fewer financial risks to the participants and may allow them to more freely and
effectively pursue their business objectives.

III. LIMITED PARTNERSHIP

A limited partnership is a special kind of partnership that combines some of the
advantages of partnership with those of incorporation. The formation of

limited partnerships in British Columbia is governed by the Part 3 of the Partnership Act.
The legislation governing limited partnerships in the other Canadian provinces is
substantially similar. Section 50 of the Partnership Act provides:

“50. (1)  Subject to this Part, a limited partnership may

be formed to carry on any business that a partnership
without limited partners may carry on.
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p



)

DOLDENWALLACEFOLICK

(2) A limited partnerships shall consist of
(@ one or more persons who are general
partners; and
(b)  one or more persons who are limited
partners.”

Under the Partnership Act, general partners have much the same rights and duties as
partners in ordinary partnerships. The risks and advantages of ordinary partnerships
will in most respects apply to general partners. Limited partners are primarily
investors. They are not permitted to share in the control and management of the firm,
and do not have the authority to bind the firm. As a general rule, limited partners are
only liable for the obligations and debts of the partnership to the extent that they have
agreed to contribute to the partnership. The greatest risk management concern for
limited partners relates to the establishment and the preservation of status as a limited
partner and the protection of limited liability. This section will identify some of the
technical requirements associated with the formation and maintenance of a limited
partnership, the particular duties and risks associated with being a general partner in a
limited partnership, and the most typical causes of loss of limited liability status by
limited partners.

A. Formalities and Technical Requirements for Limited Partnerships

The registration and reporting requirements for limited partnerships are more rigorous
than those associated with partnerships. As we have seen, an ordinary partnership may
be deemed to have been formed whether or not there has been compliance with the
registration requirements of the statute, and whether or not a partnership agreement
exists. A limited partnership will only be found to exist where the registration
requirements of the Partnership Act have been complied with. These requirements are
set out in Section 51 of the Act:

“51. (1) A limited partnership is formed when there is filed with the
registrar a certificate, signed by each person who is, on the
formation of the partnership, to be a general partner.

(2) A certificate shall state
(@)  the business name under which the limited
partnership is to be conducted,
(b)  the general nature of the business carried on or
intended to be carried on,
(c)  the full name and resident address of each
general partner or, in the case of a general
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partner other than an individual, the name and
address in the Province,

(d)  the term for which the limited partnership is to
exist,

(e)  the aggregate amount of cash and the nature
and fair value of any other property to be
contributed by all of the limited partners,

) the aggregate amount of any additional
contributions agreed to be made by limited
partners and the times at which or events on
the happening of which the additional
contributions are to be made, and

(g)  the basis on which the limited partners are to
be entitled to share profits or receive other
compensation by way of income on their
contributions.

In British Columbia, the inclusion of the names of the limited partners on the certificate
of registration is not required. In addition to the registration information outlined
above, s. 51(4) provides that where the partnership agreement contains provisions
relating to the times when the contributions of the limited partners are to be returned,
the right to admit additional limited partners, or any other matter specified in this
provision, these must also be included in the certificate of registration. Also, s. 70 of the
Partnership Act requires that the certificate of registration must be amended when there
are certain specified changes affecting the nature of the partnership business or relating
to the composition of the partnership.

In addition to the registration requirements of the Act, s. 54 sets out specific
requirements for the maintenance of records relating to the limited partnership. The
limited partnership is required to have a registered office in the Province at which a
register stating the name and resident address of each limited partner and the
percentage interest of each limited partner in the limited partnership is kept. In
addition, a copy of the certificate of limited partnership and the limited partnership
agreement, with all amendments, must be kept at the registered office. These records
must be available for inspection by the public.

Section 53 of the Partnership Act requires that the business name of a limited partnership
must end with the words “Limited Partnership” in full or the French equivalent. The
Act also prohibits the use of the name of a limited partner, either a corporation or
individual, in the name of the firm.
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Limited partnerships formed outside of British Columbia may carry on business in the
Province provided they comply with the registration requirements set out in s. 80 of the
Partnership Act with respect to extra-provincial limited partnerships. The Act provides
that extra-provincial limited partnerships registered in this Province will have rights
and privileges the same as but no greater than a limited partnership formed in British
Columbia, and will be subject to the same duties, restrictions, penalties and liabilities.
To the extent that the laws of the jurisdiction in which the limited partnership was
formed apply, the extra-provincial limited partnership will be subject to the laws of
both jurisdictions.

Finally, while limited partnership interests are assignable, the sale of these interests
may be subject to the provisions of the Securities Act. The sale of limited partnership
interests will generally be considered to be trading in a security as a result of the
presence of the following elements:

(1) the investment of money in a common enterprise with the
expectation of profit derived solely from the efforts of others;

(2)  aportion of the investment is subject to the risk of the enterprise;

(3)  there is inducement to furnish value by way of representations of
additional value accruing to the purchaser from the operation of
the enterprise; and

4 the purchaser of the interest does not have the right to exercise
p &
practical and actual control over the managerial decisions made in
the enterprise.

The Securities Act may require that the issuer of an interest in a limited partnership be
registered under the Act, or that a prospectus be issued. The scope of this paper does
not permit a detailed review of the requirements of the Securities Act or the exemptions
which may apply to limited partnerships.

Notwithstanding the formalities associated with limited partnerships, this form of
business vehicle is generally considered to be more attractive than an ordinary
partnership in that the limited liability enjoyed by the limited partners attracts investors
who wish to contribute to the business venture without exposing themselves to the
significant risks normally associated with partnership. A further advantage of limited
partnership is that, unlike corporate investors, limited partners also enjoy the tax
benefits available to ordinary partners, and may deduct losses related to the limited
partnership business from other sources of income.
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B. Limited Partners

The protection of limited liability will only be accorded to limited partners where there
has been strict compliance with the registration and reporting requirements set out in
the Partnership Act, and the requirements of provisions relating to the partnership name.
Failure to comply with these requirements may result in the limited partnership being
deemed to be an ordinary partnership, with the result that the limited partners will be
liable, as ordinary partners, for the debts and obligations of the firm. Further, the Act
imposes restrictions upon the activities of the limited partner with respect to the
business of the limited partnership. Failure to observe these restrictions may also result
in the loss of limited liability status.

1. Liability Relating to the Formal Requirements of the Act

Canadian courts have very narrowly construed the limited liability status of limited
partners and have been more willing than their American counterparts to find that
where there has not been compliance with the technical requirements of the relevant
statute, no limited partnership has been formed. The absolute requirement of proper
registration for the formation of a limited partnership was recognized by the Tax Court
of Canada in Laplante v. Canada.> In this case, the participants in the business had
concluded a limited partnership agreement. The Court was satisfied that at the time
that the agreement was concluded Laplante had intended to be a limited partner of the
business and to have the limited liability status of a limited partner. However, the
intended limited partnership was never registered under the relevant legislation. The
Court held that notwithstanding the intent of the participants in this business, no
limited partnership had been formed. The Court further held that where the parties in a
business are apparently carrying on a partnership, and the partnership is not registered
as a limited partnership, the business will be deemed to be an ordinary partnership. In
this case, the evidence established that Laplante had participated in the management of
the business. However, the failure to register was held to be sufficient to negate the
existence of a limited partnership.

While it is clear that failure to file the certificate of registration would result in a finding
that no limited partnership had been formed, it is not clear whether mere defects in the
filed certificate would have the same effect. The Partnership Act provides no guidance.
It is possible that improper registration could constitute failure to comply with the

°[1995] 1 C.T.C. 2647 (T.C.C.)
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registration requirements. A more reasonable approach is found in the Uniform Limited
Partnership Act (ULPA), which has been adopted by many American jurisdictions. The
ULPA provides that where there has been substantial compliance in good faith with the
registration requirements, a limited partnership can properly be formed. No reported
Canadian decisions have considered this issue.

Changes to the composition of the limited partnership must be reflected in the records
at the registered office to be effective against third parties. For example, while general
partners may by agreement become limited partners, unless there has been amendment
of the certificate of limited partnership and to the register of the limited partnership,
that partner will continue to be exposed to unlimited liability as a general partner.

A limited partner must ensure that his or her name does not appear in the firm name, or
that limited partner will be liable as a general partner to any person who extended
credit without actual knowledge that the limited partner is not a general partner.
Similarly, unless the name of the limited partnership contains the “Limited
Partnership” designation, no limited partnership will exist.

As limited partners are not required to sign the certificate of registration or
amendments, and issues relating to the administration of the limited partnership and
the maintenance of the appropriate records are likely outside of the permitted activities
of limited partners, limited partners rely on the general partners to ensure that the
technical requirements of the Act which determine their limited liability are satisfied.
In light of the tendency of the courts to narrowly construe the protection of limited
liability afforded to limited partners, and to deny limited liability for even technical
deficiencies, it is prudent for the limited partners to make themselves aware of the
formal requirements of the Act and to review the relevant documentation to ensure that
the basic requirements of the Act have been met. Many limited partnership agreements
contain provisions expressly stating the duty of the general partners to ensure that the
formal requirements of the Act are satisfied. Limited partnership agreements also
commonly include provisions requiring the general partners to indemnify the limited
partners in the event that the limited partner’s limited liability is lost as a result of the
acts or omissions of the general partner.

A person who invests in a business mistakenly believing himself to have the status of a
limited partner, but who does not legally have this status will not necessarily be liable
as a partner in the business. This relief available to investors in these circumstances is
found in s. 75 of the Act:
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“75. A person who contributes to the capital of a business
conducted by a person or partnership mistakenly believing that he has
become a limited partner in a limited partnership
(@)  is not, by exercising the rights of a limited partner, a
general partner with the person or in the partnership
carrying on the business; and
(b) is not bound by the obligations of the person or
partnership carrying on the business
where on ascertaining the mistaken nature of his belief, he promptly
renounces his interest in the profits or other compensation by way of
income from the business.”

This section could be invoked in a situation where the limited partnership was deemed
to be a partnership as a result of failure to file a the limited partnership certificate or to
indicate on the register that the individual was a limited partner. An individual who
renounces his or her interest in the profits of the business should however be entitled to
the return of his or her initial investment. While s. 75 may protect an unknowing
investor from exposure to potentially significant liability, some commentators have
expressed the view that the requirement that the investor withdraw completely from
the investment vehicle and abandon all profits is unnecessarily extreme, particularly
where the denial of limited partner status is based upon failure of the general partners
to properly register the limited partner as such. In several other provinces, an investor
in this situation is given the choice of either renouncing his or her interest in the limited
partnership or promptly taking steps to correct the deficiency in registration or
recording to obtain limited partner status. Unfortunately this option is not available to
investors in British Columbia.

2. Participation in the Management of the Business

The limited liability of a limited partner arises out of his or her status as a passive
investor. To preserve this status the limited partner must refrain from participating in
the management of the business of the limited partnership. This prohibition has been
an element of limited partnership since this business vehicle was first recognized in the
19th century. The theory behind the prohibition is that imposing liability upon persons
for the acts they undertake deters them from taking undue risks. Following this
reasoning, persons who enjoy limited liability should not have the authority to take
actions which may affect the risks to which others may be exposed. This principle is
reflected in s. 64 of the Partnership Act:
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64. A limited partner is not liable as a general partner unless he takes
part in the management of the business.

This prohibition on participation in the management of the limited partnership creates
the single greatest risk for loss of limited liability status for limited partners. The critical
issue is what activities would constitute participation in the “management” of the
limited partnership so as to offend s. 64. It should be noted that the equivalent
provisions of statutes in a number of other jurisdictions in Canada state that a limited
partner will become liable if he or she participates in the “control” of the limited
partnership. The term “management” in the British Columbia Partnership Act probably
places greater restrictions on the ability of the limited partners in this Province to
participate in the affairs of the limited partnership.

The distinction between the terms “management” and “control” was expressly
recognized by the British Columbia Supreme Court in Nordile Holdings Ltd. v.
Breckenridge.® The issue in this case was whether the limited partners had participated
in the management of the business within the meaning of s. 64 of the Partnership Act.
The facts of this case will be considered with respect to another issue below. However,
the comments of Chief Justice Esson with respect to the meaning of this provision are
relevant to the present discussion. In distinguishing a case decided under the Alberta
statute, which prohibited participation in the “control” of the business, he stated:

“... That case arose under s. 63 of the Alberta legislation which differs from
our s. 64 in that it refers to taking part in ‘the control’ rather than ‘the
management’ ... Management covers a broader range of activity than
control and includes any activity covered by control.”

The Partnership Act does contemplate some degree of participation in matters relating to
the limited partnership. Section 56 requires the unanimous consent of the limited
partners before a general partner may take the following actions with respect to the
partnership:

(1)  do an act which makes it impossible to carry on the business of the
limited partnership;

(2)  consent to judgement against the limited partnership;

(3)  possess limited partnership property, for other than a partnership
purpose;

5(1991), 25 A.C.W.S
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(4)  admit a person as a general partner or admit a person as a limited
partner unless the right to do so is given in the certificate; and

()  continue the business of the limited partnership on the bankruptcy,
death, retirement, mental incompetence or dissolution of a general
partner, unless the right to do so is given in the certificate.

Section 58 of the Partnership Act also grants certain rights to limited partners in relation
to the limited partnership which will not constitute participation in the management of
the limited partnership:

“58. (1)  Subject to subsection (2), a limited partner has the same right
as a general partner

(@)  to inspect and make copies of or take extracts from
the limited partnership books at all times;

(b) to be given, on demand, true and full information of
all things affecting the limited partnership and to be
given a formal account of partnership affairs
whenever the circumstances render it just and
reasonable; and

(c)  to obtain dissolution and winding up of the limited
partnership by court order.”

In addition, s. 60 of the Partnership Act provides that a limited partner may conduct
independent business with the limited partnership without necessarily offending the
“management” provision of the Act..

“60. (1) A limited partner may lend money to, borrow money from
and transact business with the limited partnership.”

A limited partner who enters into the permitted transactions with the limited
partnership will have the rights and duties of any other independent person who
conducts business with the limited partnership. A limited partner may take security in
the property of the limited partnership, and has the same priority of any other creditor
in obtaining repayment of the debt. However, this kind of activity is fraught with risk.
The limited partner must scrupulously avoid any activity that might be characterized as
participation in the management of the business. As we have seen, this is not straight
forward. The case law provides no clear guidelines as to what activities would, in any
given context, constitute management. Further, where limited partners have business
experience and are accustomed to more direct participation in business ventures in
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which they have invested, the temptation to become involved with the limited
partnership may result in exposure to the liability of a general partner.

Under the statutes of several other Canadian jurisdictions a limited partner may advise
the limited partnership on matters relating to the progress of the business without
offending the control provisions of the statutes. It should be noted that no equivalent
provision is found in the British Columbia Partnership Act. As the prohibition in the
Partnership Act is significantly broader than in other jurisdictions, a prudent limited
partner in this Province would refrain from providing advice to the limited partnership.

It is possible under the Partnership Act for a limited partner to also be a general partner
in the limited partnership. Section 52 provides that:

“52. (1) A person may be a general partner and limited partner at the
same time in the same limited partnership.
(2) A person who is at the same time a general partner and a
limited partner has the same rights and powers and is subject to the
same restrictions as a general partner but in respect of his
contribution as a limited partner he has the rights against the other
partners that he would have had if he were not also a general
partner.”

This situation most commonly arises where, as a result of a shortage in available capital
for the limited partnership, a general partner agrees to contribute funds as a limited
partner. Many limited partnership agreements contain a provision stating that where a
limited partner defaults an instalment payment of his or her agreed contribution, a
general partner may make the required contribution and thereby assume the defaulting
limited partner’s interest in the limited partnership. Under the Act, a general partner
who has also invested as a limited partner would only enjoy the protection of limited
liability with respect to the contribution as a limited partner. This would entitle such an
individual to receive his or her allocation of income from the capital contribution before
the profits of the limited partnership are distributed to the general partners.

The line between the distinct roles of general and limited partners in a limited
partnership may be even further blurred when the general partner is a corporate entity.
Very commonly, limited partnerships are comprised of a corporate general partner who
manages the limited partnership through its corporate directors and officers. Such
limited partnerships could be structured so that the limited partners are also the
directors and officers of the general partnership. An issue which arises in this form of
limited partnership is whether the directors and officers who assume such dual role
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should be considered to be acting as both general and limited partners thereby exposing
themselves to the unlimited liability of a general partner pursuant to s. 52.

The status of limited partners who are also the directors and officers of the general
partner has been considered in a number of American decisions but this issue has not
been conclusively determined. In Delaney v. Fidelity Lease Ltd.” a decision of the
Supreme Court of Texas, the limited partners were also the directors, officers and
shareholders of the general partner. The claim in this case involved the breach of a
lease agreement which had been concluded by the limited partners in their capacity as
directors of the corporate general partner. The Court held that the limited partners
could not avoid liability for controlling the affairs of the limited partnership simply by
acting through a corporate general partner. The Court expressly noted the fact that the
limited partners had formed the corporation solely for the purpose of conducting the
affairs of the limited partnership.

In Frigidaire Sales Corp. v. Union Properties, Inc.,® the Court of Appeals of Washington
held that limited partners who are principals of a corporate general partner should only
be liable where third parties who dealt with them relied on their being personally liable
as general partners. The District Court of the Virgin Islands rejected the reliance test in
Mursor Builders Inc. v. Crown Mountain Apartment Associates,” and found that limited
partners who were also the sole shareholders and officers of the corporate general
partner were liable as general partners to a creditor of the limited partnership. In this
case, the Court recognized that limited partners who act as principals of the corporate
general partner may retain limited liability status but identified elements of the conduct
of the limited partners in this case which negated their limited liability:

“... 1 do not hold that merely by acting as officers of a corporate general
partner, limited partners become subject to general liability. Rather, I do
find that where, as herein, the corporate officers co-mingle partnership
funds, fail to maintain complete corporate and partnership financial
records, utilize corporate and partnership funds for their own enjoyment,
and fail to maintain their corporate officer identity in conducting
partnership affairs, said limited partners become generally liable for the
debts of the partnership irrespective of third party reliance.”

7526 S.W. 2d 543 (1975)
®544 P. 2d 781 (1976)
® 467 F. Supp 1316 (1978)

© Dolden Wallace Folick LLP 23

p



)

DOLDENWALLACEFOLICK

Very few Canadian decisions have considered this issue. In Haughton Graphics Ltd. v.
Zivot et. al. 1% the defendant limited partners organized a limited partnership under the
Alberta Limited Partnership Act, and incorporated a corporation to be the general partner.
The limited partners were also the officers of the general partner. The Ontario High
Court of Justice found that when the general partner became bankrupt, the limited
partners were liable as general partners to the plaintiff creditor as a result of the
participation by the limited partners in the management of the corporation. The Court
expressly rejected the requirement of reliance. Leave to appeal this finding to the
Supreme Court of Canada was denied.

The British Columbia Court of Appeal declined to follow Haughton Graphics Ltd. in
Nordile Holdings Ltd. v. Breckenridge.ll In this case, the Court held that the directors and
officers of the corporate general partner, who were also the limited partners, did not
lose their limited liability by carrying out their corporate functions with respect to the
management of the limited partnership. In this case the limited partner, Breckenridge,
in his capacity as a principal of the corporate general partner, concluded an agreement
under which the limited partnership purchased certain revenue property. When the
limited partnership defaulted on its payments under the agreement, the vendor sought
repayment from the limited partners as the general partner was insolvent. The vendor
argued that as the limited partners had participated in the management of the limited
partnership, they were liable as general partners for the debts of the firm. The agreed
statement of facts stated that at all material times the limited partners participated in the
management of the limited partnership solely in their capacities as directors and officers
of the general partner. The Court of Appeal held that this statement alone negated their
participation in the management of the business in their capacity as limited partners.
The Court was unwilling to pierce the corporate veil and held that the limited partners
had not breached s. 64.

The inconsistency in this area of the law reflects the dilemma faced by the courts in
reconciling two fundamental principles of commercial law which are not easily
reconciled in this context. On the one hand, as we have seen, the basic principle
underlying the concept of limited liability is that a person who participates in the
management of a business should not be protected from liability for the risks associated
with the management decisions. On the other, it is a fundamental principle of corporate
law that a corporation is a separate legal entity from the persons who comprise it, and
the corporate veil should not be lifted to impose personal liability upon persons who
perform their authorized and legitimate corporate functions.

19(1986), 33 B.L.R. 125 (Ont.H.C.)
1(1992), 66 B.C.L.R. (2d) 183 (C.A.)

© Dolden Wallace Folick LLP 24

p



)

DOLDENWALLACEFOLICK

In light of the continuing uncertainty surrounding the liability of limited partners who
act as principals of the corporate general partner, limited partners who participate in
this business structure may be exposed to liability as general partners. Taking guidance
from the decisions considered above, it is likely that the risks may be minimized where
the limited partners preserve the distinction between their roles as principals of the
corporation and limited partners in the partnership. Further, the courts may be more
willing to accept the distinction between activities of principals of the corporate general
partner and their activities as limited partners where the role of general partner is one
of several of the corporate activities of the corporation of which they are principals.

3. Extent of Liability where Limited Liability Status Lost

One issue of significance to limited partners is the extent of the liability of a limited
partner who is deemed to be a general partner. As we have seen, where it is found that
a limited partnership never existed, the business will be deemed to be a partnership in
the absence of indications to support the existence of another business vehicle.
Applying the provisions of the Partnership Act relating to ordinary partnerships, the
liability of each participant in these circumstances would arise upon the date that on
which he or she agreed to participate with the other partners in the partnership. This
date will be determined on the facts but will most often be the date on which the person
began to be involved with the partnership in what he or she believed was the capacity
of a limited partner.

The position of a limited partner who subsequently becomes liable as a general partner
is less certain. Where a person who was a limited partner becomes a general partner,
for example as a result of participation in the management of the business, is that
person liable for debts which were incurred by the limited partnership before he or she
became involved in the management? While the Act does not address this issue, the
wording of s. 64 arguably permits this interpretation:

“64. A limited partner is not liable as a general partner unless he
participates in the management of the business.”

This issue has not been considered by Canadian courts. Applying the principles of
limited liability discussed above, it could be argued that a limited partner who was
legally entitled to the protection of limited liability at the time that obligations were
incurred by the firm, and who was, by virtue of his status as a limited partner, unable to
participate in management decisions related to those obligations, should not be liable
for those obligations. By this reasoning, the limited partner should be treated as a
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newly admitted general partner and should only be liable for obligations incurred after
the new status was acquired.

4. Liability for Failure to make Agreed Contributions

Another issue affecting the liability of limited partners relates to the remedies of the
other partners for losses suffered as a result of the deficiencies in the agreed
contribution by a limited partner. This issue was considered by the British Columbia
Supreme Court in Lee v. Block Estates Ltd.1> The limited partnership was formed in this
case for real property development. One of the limited partners refused to make its
agreed contribution and as a result, the sole asset of the partnership, the real property,
was lost. The limited partners sued the defaulting limited partner for failure to make its
agreed capital contributions to the limited partnership.

The Court held that as the contribution was owed to the limited partnership, and not
the limited partners, the limited partnership alone had standing to recover the
contribution. However, the Court also held that failure to contribute was a breach of
the limited partnership agreement and the limited partners were entitled to damages
for breach of contract. The correct measure of damages was held to be the loss by the
limited partners of return on their investment as a result of the breach. After a long and
detailed consideration of the likely return the limited partners would have made had
the default not occurred, the Court found that in light of the declining market and the
outstanding liabilities of the limited partnership, the limited partners would have seen
no return even had the full contribution been made. The limited partners were held to
be entitled to nominal damages only for breach of contract. While the damages were
nominal in this case, the decision opens the door to potentially larger claims against a
limited partner where failure to contribute results in loss of return on the investment of
the other limited partners.

C. General Partners

The risks associated with being a general partner are similar to those discussed above
with respect to partners in an ordinary partnership. Section 56 of the Partnership Act
states that a general partner in a limited partnership has all the rights and powers and is
subject to all the restrictions and liabilities of a partner in an ordinary partnership, with
certain specified exceptions. These exceptions relate to the restrictions on the authority
of the general partner to take certain actions without the unanimous consent of the

1211984] 3 W.W.R. 118 (B.C.S.C.)
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limited partners. The acts which require unanimous consent under s. 56 were set out
above. The limited partnership agreement may also place further restrictions upon the
authority of general partners to act without limited partner consent. However, such
restrictions should be limited to matters affecting the structure and existence the limited
partnership. The drafters of the limited partnership agreement should be careful to
ensure that additional powers accorded to limited partners under such provisions
would not result in the participation by the limited partners in the “management” of the
“limited partnership”. In a number of American decisions the courts have held that
where the limited partnership agreement expressly authorizes the general partner to do
an act which would otherwise require unanimous consent of the limited partners, by
signing this agreement the limited partners will be deemed to have given their
unanimous consent. Failure of the general partner to obtain the consent of the limited
partners where it is required by the Act or the agreement may result in liability to the
limited partners.

1. The Fiduciary Obligations of General Partners

General partners are bound by the fiduciary duties owed by partners in an ordinary
partnership. These fiduciary duties relate to the other general partners as well as the
limited partners of the firm. Some writers have expressed the view that the duty owed
by a general partner to a limited partner may be lower than the duty owed to a general
partner, as a result of the limited liability and the resulting reduced vulnerability of the
limited partner. Conversely, some have expressed the view that in light of the
restrictions on the ability of limited partners to become involved in the business, and to
thereby protect their interests, a higher fiduciary duty may be owed by general partners
to limited partners. Canadian courts have tended to look to the terms of the limited
partnership agreement to determine the extent of the fiduciary duty owed by general
partners.

In 337965 B.C. Ltd. v. Tackama Forest Products Ltd.13 the Court of Appeal considered the
fiduciary obligations of limited partners in entering into financing agreements for the
limited partnership. The fiduciary duty of the general partner to the limited partners
was expressly stated in the limited partnership agreement:

“The General Partner and the Managing General Partner will act in a
fiduciary capacity towards the Limited Partners and will exercise their
powers and discharge their duties under this agreement honestly, in good
faith and in the best interests of the Limited Partners.”

3(1992), 91 D.L.R. (4th) 129 (B.C.C.A))
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The limited partnership agreement provided the general partner with the express
authority to negotiate with financial institutions on behalf of the limited partnership.
The general partner negotiated a financing agreement, which was consistent with this
authority. As a result of the new financing agreement, the general partner derived a
benefit, to the detriment to the limited partners. The limited partners brought an action
against the general partner for breach of fiduciary duty. They claimed that as the
general partner had derived profit through its position as a general partner and a
fiduciary of the limited partners, without the consent of the limited partners, it was
required to disgorge these profits. While the Court found that a fiduciary duty arose
under both the Partnership Act and the terms of the limited partnership agreement, it
held that the nature and extent of the fiduciary duty “must be found within the four
corners of the limited partnership agreement, properly construed”. The Court
recognized that the acts complained of could, in ordinary circumstances, constitute a
breach of fiduciary obligations to limited partners. However, no such breach occurred
in this case as the acts of the general partner were expressly authorized by the limited
partnership agreement and accordingly, no consent was required.

2. Duties Relating to the Registration and Records of the Limited Partnership

General partners are also responsible for ensuring that the requirements relating to the
tiling and recording of documents relating to the partnership are complied with. As we
have seen above, the general partners may be liable to persons who invested in the firm
as limited partners where the failure to satisfy these requirements results in the loss of
protection of limited liability. Under s.74 of the Partnership Act, general partners who
sign the certificate of registration may also be liable for false statements appearing on
the certificate of registration to persons who suffer loss as a result, where the general
partner knew or became aware that the statement was false and had an opportunity to
have it cancelled or amended before it was relied upon.

D. Summary

The combination of limited liability protection and significant tax advantages make the
limited partnership an attractive business vehicle. Limited partnerships have become
tremendously popular in this country. As we have seen however, this vehicle is not
without risk. To establish and maintain the protection of limited liability the general
and limited partners must fully understand and comply with the provisions of the
Partnership Act. This is not always easy to achieve. The precise nature of the some of
the rights and duties set out in the Act, particularly those relating to limited liability of
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limited partners, are not always clear. Further, Canadian case law interpreting the
statutory provisions governing limited partnerships is sparse and at times inconsistent.
A carefully drafted limited partnership agreement which clearly sets out the rights and
obligations of the general and limited partners will go a long way in ensuring that the
conduct of the partners is consistent with the provisions of the Partnership Act and in
avoiding disputes and claims among the partners themselves.

IV. JOINT VENTURES

Another common vehicle for unincorporated business association is the joint venture.
A joint venture is an association of individuals, partnerships, or corporations, who
agree by contract to contribute their respective skills or other resources to a shared
business venture, without forming a formal partnership or a corporation. While the
term “joint venture” is commonly used to describe business ventures which have
adopted a partnership or corporate structure, this paper will consider the characteristics
of what are commonly referred to as “true joint ventures,” which have not adopted
such business structures. Unlike partnerships and limited partnerships, joint ventures
are not regulated by statute. A joint venture comes into existence through the
conclusion by the participants of a joint venture agreement. The organization and
management structure of the joint venture, as well as the rights of the joint venturers,
are governed by the terms of the joint venture agreement. The terms of this agreement
may be in writing or may be inferred from the conduct of the parties.

As we have seen, a partnership also arises out of an express or implied agreement to do
business in common with a view to profit, and is in many ways very similar to a joint
venture. While the distinction between a joint venture and a partnership is not always
readily apparent, the practical implications of the determination of whether a
partnership or joint venture has been formed are significant for the participants. One of
the most important differences between these types of vehicles is that the participants in
a joint venture are not jointly liable for the debts and obligations incurred by the joint
venture and, more importantly, are not liable for the acts and omissions of their fellow
joint venturers. Because of the significant difference in the degree of risk associated
with forming a joint venture rather than a partnership, joint ventures are often the
preferred business vehicle.

While the joint venture as a distinct business vehicle has only recently been recognized
in Canada, a small body of case law is emerging which gives some guidance on the
characteristics of joint ventures as distinct from partnerships. This case law, and the
characteristics that have been identified by the courts for joint ventures will be reviewed
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in this section of this paper. The advantages and disadvantages associated with this
type of business vehicle will then be considered.

A. Characteristics of Joint Ventures

One of the leading Canadian decisions of the nature of a joint venture as distinct from a
partnership is Central Mortgage and Housing Corp. v. Graham.1* In this case the Supreme
Court of Nova Scotia adopted the characteristics of a joint venture which are
summarized in the American authority Williston on Contracts,'> on the basis of American
case law:

“Besides the requirement that a joint venture must have a contractual
basis, the courts have laid down certain additional requisites deemed
essential for the existence of a joint venture. Although its existence
depends on the facts and circumstances of each particular case and while
no definite rules have been promulgated which will apply generally to all
situations, the decisions are in substantial agreement that the following
factors must be present:

(@)  contribution by the parties of money, property, effort,
knowledge, skill and some other assets to a common

undertaking;

(b)  a joint property interest in the subject matter of the
venture;

(c) a right of mutual control or management or the
enterprise;

(d)  expectation of profit, or the presence of a “venture” as
it is sometimes called;

(e)  aright to participate in the profits; and

() most usually, limitation of the objective to a single
undertaking or ad hoc enterprise.”

While these factors have been considered to be relevant by Canadian courts, it is clear
that the existence of any or all of these traits will not automatically result in a finding
that a joint venture exists. Further, as we have seen, no one of these factors alone would
negate the existence of a partnership. A review of the case law sheds some light on how

4(1973), 43 D.L.R. 686 (N.SS.C.)
' 3d ed., 1959 at 706
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Canadian courts apply these factors in assessing whether or not a particular business
venture is in fact a joint venture.

1. Contribution of Skills or Resources to the Business Endeavour

Joint ventures are typically formed because the combination of skills or resources
offered by each participant makes it possible to pursue a business opportunity that
would not have been available to any one of the participants acting alone. The joint
venture very often involves the contribution by the participants of different and
complimentary resources which may include: technological expertise, marketing and
distribution networks, trained personnel, capital or the ability to raise capital, licences
or permits, contacts or “good will”.

The requirement of a contribution of skill or resources, while generally held to be an
essential characteristic of joint ventures, is an equally fundamental feature of
partnerships. It is therefore rarely a determining factor in the assessment of whether a
joint venture or partnership exists.

2. Joint Property Interest in the Subject of the Joint Venture

In a joint venture, the parties to the joint venture retain the right to deal with their
respective interests in property. In contrast, the property contributed by the partners to
the partnership or purchased by the partnership becomes “partnership property” under
the Partnership Act. Unless there is agreement to the contrary, the partners are not free
to divide or withdraw the partnership property, or to deal with the property other than
in the course of the partnership business. This distinction as the basis of an assessment
of whether a joint venture or partnership exists was articulated in Porter v. Armstrong:1o

“A common intention that each should be at liberty to deal with his
individual interest in the land as his own would obviously be
incompatible with an intention that both should be bound to treat the
corpus as ... the property of a partnership.”

These same principles were applied by the Ontario Court of Appeal in the decision of
A.E. LePage Ltd. v. Kamex Developments Ltd.l7 In this case, the participants owned
property which produced income that was shared by the participants. The Court held

1911926] S.C.R. 328
7(1977), 78 D.L.R. (3d) 223 (Ont. C.A.)
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that no partnership had been formed. Among the features deemed to be determinative
by the Court was the fact that the participants maintained separate rights with respect
to their interests in the property and each was permitted to sell his interest upon
offering the other participants a right of first refusal.

3. Participation in Business Management - Nature of the Business Relationship

One of the essential elements of partnership is the agreement to “carry on business in
common”. In contrast, joint ventures are generally agreements to govern the rights of
participants in the endeavour. The absence of intention to “carry on business” was
relevant to the decision of the Court in A.E. LePage v. Kamex Developments Ltd. that a
joint venture, and not a partnership, had been formed:

“It is necessary to determine whether the intention of the co-owners was
to ‘carry on a business’ or simply to provide by agreement for the
regulation of their rights and obligations as co-owners of property.”

In Landsing Building Supply (Ontario) Ltd. v. lerullo et al.,'® co-owners of property were
found to have formed a partnership, and not a joint venture. The Court distinguished
A.E. LePage on the grounds that in that case, the parties had intended to invest in
property and to resell it at a profit, whereas in this case before the Court, the parties had
formed the association for the purpose of developing real estate into commercial and
residential condominium units. The degree and nature of their ongoing involvement in
this endeavour was found to constitute carrying on business within the definition of
partnership.

18(1989), 71 O.R. (2d) 173 (Dist.Ct.)
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4. Expectation of Profit - Nature of Participation in Profits and Losses

While both partnerships and joint ventures are formed with the expectation of profit,
the manner in which these profits are generated and shared will be relevant to the
determination of which vehicle exists. Where the participants in an association profit
individually from the opportunities made available through the association, in the sense
that they pay the expenses and enjoy the profits arising out of individual transactions,
and are not required to share the profits with the other participants, it is very likely that
a joint venture and not a partnership exists. This is contrasted with the pooling of
profits and the distribution of agreed shares of the profit among the partners in a
partnership.

This feature of a joint venture was recognized by the British Columbia Court in Hayes v.
British Columbia Television Broadcasting System Ltd.1® In this case, a joint venture was
formed between a broadcaster and a production company for the production of a TV
game show. The broadcaster provided production facilities and the production
company was responsible for producing the show and paying the prizes to the
contestants. Under the “Co-Venture Agreement”, the broadcaster obtained the
exclusive distribution rights outside of Canada. There was no provision in the
agreement for cost sharing, for common books of account, or for pooling of income.
The Court found that the division of the market did not constitute a sharing of profits,
which was a dominant characteristic of a partnership. The profits, if any, would be
earned separately by each of the participants, and would depend upon their individual
distribution efforts and market success:

“In this case, although each ... expected to obtain something of value from

the joint enterprise it was not in the view of either that what would be
obtained would be the profit of the business being carried on in common.”

5. Ad Hoc or Single Undertaking

This characteristic was found to be strongly indicative of the existence of a joint venture
by the Alberta Court of Queen’s Bench in Re Canadian Commercial Bank.?® This case
involved the characterization of several loan participation agreements between the bank
and the investors. In declining to hold that by entering into the agreements the parties
had formed a partnership, the Court considered the ad hoc nature of the business co-
operation (at p.116):

9[1993] 2 W.W.R. 749 (B.C.C.A.)
20(1986), 46 Alta. L.R. (2d) 111
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“As to the partnership classification, it seems to me that the requisite
continuity for partnership, which distinguishes a partnership from a joint
venture, is lacking. A partnership is concerned with carrying on business
whereas a joint venture is usually restricted to a specific project. It seems
to me that having regard to the fact that this relationship arose for the sole
purpose of effecting a loan to the borrower, the relationship more
appropriately reflects a joint venture or a syndication as distinct from a
partnership.”

Conversely, in Davis v. Phillips,?! the British Columbia Supreme Court recognized that
an occasional business enterprise nonetheless may be a partnership where other
elements of partnership exist. In this case, the partnership arose out of the relationship
formed between two parties for the purpose of purchasing used cars for resale.
Although, the parties carried on business on an intermittent basis, partnership
characteristics were present in their business relationship.

B. Advantages of Joint Ventures

1. Ease of Formation and Absence of Formalities

There are no formal registration or reporting requirements for a joint venture. Like
partnerships, the joint venture is formed when the participants agree to undertake the
joint business venture, which agreement may be in writing or inferred from the conduct
of the parties. A written agreement is concluded in most joint ventures. The
participants in a joint venture enjoy tremendous freedom in structuring their business
relationship. As there is no statutory framework which governs this vehicle, it is
through the joint venture agreement that the participants must ensure that their
interests are protected, their agreed obligations are accurately reflected, and its
management and organization is suited to achieve the objectives of the joint venture.

2. Pooling of Skills and Resources and Sharing of Business Risks

Joint ventures provide a business structure through which participants may pool
distinct kinds of skills and resources that enable them to participate in business
opportunities that would not be available to any one of the participants acting alone.

21 (1988), 26 B.C.L.R. (2d) 230 (S.C.)
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For example, one participant may contribute capital to the joint venture or may,
through its credit or connections, enhance the ability of the joint venture to raise capital.
Often, joint ventures will be formed to allow the participants to benefit from the
established marketing channels of one or more of the joint venturers. Another very
common purpose for the formation of a joint venture is to bring together into one
enterprise the distinct but mutually beneficial technological expertise of the
participants. Similarly, for business ventures that involve new or untried endeavours
or other elements of risk, the involvement of multiple participants minimizes the
exposure of any one participant to potential loss.

Generally, this vehicle is used in large scale projects including real estate developments,

hydro-electric projects or the construction of highways or bridges. The joint venture is
also very common in business associations for oil and gas exploration.

3. Tax Advantages

As a joint venture does not have an entity that is separate from the co-venturers, this
business vehicle offers all of the tax advantages that are available in partnerships and
limited partnerships. The participants to a joint venture enjoy also a further tax
advantage over partners and limited partners. While partnerships and limited
partnerships are not taxable entities, the income and expenses of the partnership must
be calculated as if the partnership or limited partnership were a resident of Canada.
This prevents the partners and limited partners from deducting partnership expenses
directly from the income they derive from the partnership. In contrast, the participants
to a joint venture may claim their pro rata share of the expenses related to the joint
venture against the income they derive from the business of the joint venture.

Where the advantages arising out of the tax treatment of an entity as a joint venture are
significant, it is advisable to obtain an advance ruling from Revenue Canada that the
participants of the joint venture will be able to take advantage of the deductions
available to joint venturers. This ruling essentially means that an endeavour will not be
treated as a partnership for tax purposes. However, this ruling will not be
determinative of the existence of a joint venture for the purpose of assessing the liability
of the participants to third parties.
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4. Separate Interest in Property Retained - Ability to Pursue Separate Related
Business Opportunities

This is an important feature for participants whose primary business is in the area that
is the subject of the joint venture, or for persons who wish to participate in several
related joint ventures. This is commonly the case with participants in joint ventures
formed for a construction project. The contractor is not limited from participation in
other projects. Similarly, participants in oil and gas joint ventures may participate in
the exploration of several unrelated sites.

Joint ventures allow the parties to cooperate for the purpose of carrying out the
endeavour while continuing to conduct their separate business activities and to pursue
their respective interests. In this respect, the parties to a joint venture share a more
limited common interest than partners in a partnership. Unless the joint venture
agreement provides otherwise, participants in a joint venture are not subject to the same
restrictions on deriving personal gain from the venture, or engaging in independent
business activities that are similar to, or in competition with, the business of the joint
venture.

C. Disadvantages and Risks Associated with Joint Ventures
1. Risk that Joint Venture would be Deemed to be Partnership - Increased Liability
Exposure

This risk, and the factors relevant to the risk of being treated as a partnership have been
considered in detail above. The courts have held that the onus of proof in establishing
that a partnership exists, rather than a joint venture or other form of business vehicle,
lies with the person alleging that a partnership has been formed. The courts have also
held that in determining what type of business association has been formed, regard will
be had to the intention of the parties. For this reason, it is common for the participants
to a business enterprise to make a written statement indicating the kind of association
they intend to form, often by including an express statement in the joint venture
agreement that they intend to form a joint venture and not a partnership. The
significance of such statements and designations selected by the participants was
considered in the often cited English authority Weiner v. Harris:??

“It is quite plain that by the mere use of a well-known legal phrase you
cannot constitute a transaction which you attempt to describe by that

?211910] 1 K.B. 285 (C.A.)
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phrase. Perhaps the commonest instance of all, which has come before the
courts in many phrases is this: Two parties enter into a transaction and
say: ‘It is hereby declared there is no partnership between us.” The Court
pays no regard to that. The Court looks at the transaction and says ‘Is
this, in point of law, really a partnership?’ It is not in the least conclusive
that the parties have used a term or language intended to indicate that the
transaction is not that which it is.”

While Canadian courts will consider the expression by the parties of the vehicle they
intend to create, it is the conduct of the parties in carrying out the enterprise that will be

the primary indicator of the intention of the parties.

2. Fiduciary Duties and Agency Relationships in Joint Ventures

Parties to a joint venture are not generally subject to the broad fiduciary duties which
exist among partners, however, it is possible for a fiduciary duty to exist in the context
of the joint venture. The duty generally arises as a result of the obligations or
responsibilities accorded to certain parties by the joint venture agreement. The scope of
the duty will be defined by these provisions. For example, where one party to a joint
venture is granted exclusive authority to manage and control an aspect of the joint
venture, and as a result of such broad discretion that party is in a position to
unilaterally affect the interests and rights of the other parties, that party may be held to
owe a fiduciary duty to the other parties in exercising those powers. As a fiduciary, this
participant would be precluded from acting in relation to that aspect of the joint venture
in a manner that would be detrimental to, or inconsistent with, the interests of the other
participants to the joint venture. Breach of the fiduciary duty may result in damages
being awarded against the party, whether or not damages were also awarded for breach
of the agreement.

It should be noted that the provisions of the joint venture agreement may also create
agency relationships, by conferring upon certain parties the authority to carry out the
business of the joint venture on behalf of the others. The agent will therefore have the
authority to bind the firm. As we have seen in the context of partnerships, limits on the
authority of the agent in carrying out the management functions under the agreement
will only protect the participants of the joint venture from liability to third parties if
those third parties had express notice of the limited authority. As in partnerships,
disputes may also arise in joint ventures regarding the authority of an agent, and the
liability of the participants in the joint venture to third parties for obligations incurred
by the agent.
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D. Summary

Joint ventures are most suitable for associations of a limited scope and duration. They
are appropriate in situations where a complex project or endeavour requires the pooling
of expertise and resources of several entities for a specific purpose. The joint venture is
often used in circumstances where the absence of an established relationship of trust
and confidence among the participants makes a partnership less desirable or
appropriate, and where the more formal corporate structure would be unnecessarily
cumbersome. Because the joint venture is a creature of contract, the degree to which the
vehicle effectively achieves the goals and protects the interests of the parties to the joint
venture will depend to a large extent on the joint venture agreement itself. As is the
case with any contractual relationship, the stability and success of the venture will be
enhanced by an agreement which reflects the understandings of the parties and clearly
sets out their respective rights and obligations.

V. INSURANCE ISSUES

A. Retaining Insurance Coverage for Past Involvement in Dissolved Business
Vehicles - The Policy Declaration

Unincorporated business associations, in particular joint ventures, are commonly
formed to carry out an individual project, or business endeavours of limited duration.
The exposure of the participants to liability relating to those endeavours will therefore
often continue after the dissolution of the business association. This issue arises where
joint ventures or partnerships are formed to undertake a specific building project, such
as the construction of a building, bridge or pipe, and are dissolved soon after
completion. It is easy to see how the potential for liability arising out of defects in these
structures could outlive the term of the partnership or joint venture. Most
Comprehensive General Liability policies contain a provision expressly limiting the
coverage of the policy to the insured named in the policy declaration. An example of
such a provision is contained in Section III of the Comprehensive General Liability
Policy, entitled “Persons Insured”:

“Each of the following is an Insured under this insurance to the extent set
forth below:

(2)  if the Named Insured is designated in the declarations

as a partnership or joint venture, the partnership or
joint venture so designated and any partner or
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member thereof but only with respect to his liability as
such.”

The intent of this wording is that if the insured is a partner or member of a partnership
or joint venture other than the Named Insured, they are not insured under the policy
for any liability incurred in the course of the business of that other partnership or joint
venture. Coverage is tied to the particular business operations of a particular business
organization.

Using the construction joint venture as an example, what is the position of a contractor
who, during the course of the construction, designates in the policy declaration that it is
operating as a joint venture, but ceases to make this declaration in successive policies
obtained after the project is completed and the joint venture has been terminated? This
issue was considered in Austin P. Keller Construction Company, Inc. et al v. Commercial
Union Insurance Co. et al.?3 In this case, a general contractor had formed a joint venture
to construct water and sewer lines. Ten years after the joint venture was dissolved, an
explosion occurred at the site of the completed lines. The parties to the joint venture
were joined in the ensuing law suit on the basis that their negligence in backfilling the
sewer and water lines had caused damage to the adjacent gas lines. At the time of the
“occurrence,” the general contractor had a Comprehensive General Liability policy
which contained the following provision:

“Each of the following is an insured under this insurance to the extent set
forth below:

(2) If the Named Insured is designated in the
declarations as a partnership or joint venture, the
partnership or joint venture so designated and any
partner or member thereof but only with respect to
his liability as such; ...

This insurance does not apply to bodily injury or property damage arising
out of the conduct of any partnership or joint venture of which the
Insured is a partner or member and which is not designated in this policy
as a Named Insured.”

The insurer relied on this provision to deny coverage to the general contractor on the
grounds that the claim related to a joint venture which was not designated on the
declaration page of the policy. The Court found that the insurer should not be liable for

2379 N.W. 2d 533 (1986)
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losses relating to the Insured’s involvement in a joint venture ten years before the policy
was issued, when the Insured had failed to notify the Insurer of its participation in the
joint venture.

B. Misstatement in the Policy Application or Dishonest Act of Co-Insured

Insurance policies obtained for unincorporated business associations are commonly
obtained by one of the participants on behalf of the others. The standard application
will require disclosure of knowledge of any existing or potential claims against the
business under the policy. An issue which has arisen with respect to such policies is the
effect of the misstatement in response to this inquiry by the representative of the firm
who applies for the insurance on the insurance coverage of the innocent insureds under
the policy. In a number of American decisions, the dishonest statement by one insured
has been held to void coverage against all insureds, even those who had no knowledge
of the misstatement which voided the policy. A recent decision of the British Columbia
Court of Appeal suggests that this will not always be the case.

In McKay v. Cowan?* the Court of Appeal considered the effect of a misstatement by
Cowan, a lawyer, on a policy application for excess Errors and Omissions coverage
obtained for himself and his former law partners, Fisher and Shaver. The misstatement
related to a denial of knowledge of potential claims related to the misappropriation by
Cowan of the funds of his client, McKay. While Cowan was not practising with Fisher
or Shaver at the time he made the policy application, his misappropriation of funds had
occurred over the period that they had practised as partners. At trial it was established
that when Cowan made the policy application, he knew of his fraudulent acts and the
possibility of a claim against him by McKay, and with this knowledge he made the
following declaration:

“I/we hereby declare that the above statements and particulars are true,
and I/we have not suppressed or mis-stated any material facts, that at the
present time I/we have no reason to anticipate any claims being brought
against me/us for any negligent act, error or omission on the part of any
member or employee of this insured or their predecessors in business, and
agree that this declaration shall be the basis of the Insurance between
me/us and the insurer.”

2 (1995), 3 B.C.L.R. (3d) 161 (C.A.)
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The policy also contained an exclusion clause which stated that the policy did not
apply:

“To any claim arising out of any act, omission or personal injury
committed by the Insured with actual dishonest, fraudulent, criminal or
malicious purpose or intent.”

The policy also contained a Waiver of Exclusion clause which provided that where
coverage was excluded or suspended as a result of any dishonest malicious or criminal
act or omission by any Insured:

“... the insurer agrees that such insurance as would otherwise be afforded
under this policy shall continue in effect, cover and be paid to each and
every insured who did not commit or personally participate in, or
acquiesce in such activity and who did not remain passive after having
personal knowledge of any act, omission or personal injury described in
any such exclusion or condition ...”

McKay commenced a law suit in respect of the misappropriated funds and obtained
judgement against Cowan, Fisher and Shaver. The insurer denied coverage to the three
partners on the grounds that as a result of the misstatement by Cowan on the policy
application, the policy was void against all insureds from the beginning. The insurer
also argued that in applying for the insurance, Cowan was acting as the agent for his
former partners and that, under the principles of the law of agency, they were bound by
the effects of his dishonest statement. The Court of Appeal expressly rejected this
argument and held that the law of agency should not be used in this context to attribute
the dishonest acts of Cowan to his former partners. It held that the agency theory was
inappropriate with respect to the application for this kind of policy, where the element
of control was clearly lacking, and that in any event, to apply the theory would be
inconsistent with the wording of the policy:

“... Where one of multiple insureds has made false representations in
applying for insurance, his or her dishonesty will not be imputed to the
other insureds, where such a result is in conflict with the policy language.
An agency analysis does not have any precedence in interpretation, and
will not overcome the reasonable expectations generated by the language
of the contract.”
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The Court’s comments on the commercial reality surrounding “claims made” insurance
policies which cover both existing partners and predecessors of large law firms is also
worthy of note:

“The only practical means of insuring against liability, in these
circumstances is for one application to be made by a responsible member
of the firm, acting on behalf of all the others. If insurers could deny
coverage to the hundreds of Canadian lawyers insured in this way,
because of the misrepresentation of the individual who filled out the
application on their behalf, the consequences to the public and to the
profession would be enormous, quite unanticipated, and entirely
inconsistent with the practical realities faced by the legal profession and
the insurance industry...”

The Court of Appeal held that the rights of multiple insureds under a single insurance
policy must be determined by the language of the policy. In this case, the Court held
that the wording of the Waiver of Exclusion clause effectively created separate
insurance coverage for each insured:

“In applying these principles to the language of the Guardian policy, 1
would conclude that the enforceability of the policy against Guardian by
Fisher and Shaver can only be determined by reading the language of the
policy as though it were a separate contract for each of them, as well as for
Cowan, and the insured law firms.”

The Court held that the Waiver of Exclusion clause protected the innocent partners
from loss of coverage for the dishonest act of Cowan. Further, the application of this
clause was held not to be limited to the dishonest conduct of a co-insured during the
policy period, but to extend to dishonest conduct relating to the policy application itself.

The agency theory was also rejected in favour of the principles of interpretation of the
contract of insurance in Shapiro v. American Home Assurance Company,?® a decision of the
United States District Court of Massachusetts. In this case, the insurer denied coverage
to the former directors and officers of a company under a Securities Act liability policy
on the grounds of material misrepresentation by an officer of the company in the policy
application. The relevant section of the policy application inquired:

“Does any Director of Officer have knowledge or information of any act,
error or omission which might give rise to a claim under the policy?”

584 F. Supp. 1245 (1984)
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The policy also contained the following exclusion clause:

“It is agreed that if such knowledge or information exists any claim or
action arising therefrom is excluded from this proposed coverage.”

Unlike the policy in McKay, this policy contained no Waiver of Exclusion clause
protecting innocent insureds. The Court found that the wording of this contract did not
support the interpretation that a separate contract existed for each insured. The
wording of the question expressly referred to the knowledge of “any Director or
Officer” of any potential claims, and the incorrect response affected the insurance
coverage of each director and officer. The exclusion clause clearly permitted the insurer
to deny coverage to all insureds on the basis of the misrepresentation in the application.
The Court acknowledged that the protection sought by the innocent insureds could
have been achieved by including terms to this effect in the policy.

“There is no reason why the parties could not have negotiated a contract
expressly providing the kind of protection to ‘innocent” insureds that the
plaintiffs ... ask the court to impute to the agreement. There is a well
established technique for providing such protection to mortgagees in the
“union’ or ‘standard” mortgage clauses. Under the terms of those clauses,
misrepresentations made by the mortgagor in applying for insurance will
not deprive the mortgagee of protection under the policy.”

Had the policy in question contained a Waiver of Exclusion clause of the type that was
included in the policy seen above in the McKay case, the innocent directors and officers
would likely not have lost coverage. The Court in Shapiro noted that an exclusion
reflects the risk an insurer is prepared to assume, and the increased protection afforded
by including a Waiver of Exclusion clause for innocent insureds would likely be
reflected in increased premiumes.
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