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Preface

It can sometimes be difficult to match the scope and depth of university
courses in Scots commercial law with texts that provide appropriate cov-
erage but do not at the same time lose track of some of the basic princi-
ples that form the bedrock of the law. Our aim in producing this book
has been primarily to provide students with a text that gives a promi-
nent place to general principles alongside a concise treatment of the rele-
vant special rules in the field. Thus, the first part the book provides an
introduction to the law of persons, contract and property before focusing
on specialist topics in the second part. In addition to students, we hope
that practitioners will find some merit in the book as an initial point of
reference on commercial law.

While the book is framed so as to cover all the topics normally covered
in the LLB curriculum for commercial law, we have also included
aspects of commercial law in its broader sense which may be placed else-
where in the curriculum. The most obvious examples are the chapters
on money and debt and diligence. These chapters deal with issues which
may arise in connection with any of the transactions or forms of business
organisation that are dealt with in the other chapters. We have also
included a chapter on corporate insolvency. Although that is a matter in
principle reserved to the Westminster Parliament, there is a distinct
Scottish dimension to the law resulting from its historic links with the
law of sequestration. Taken together with the influence of the EU Insol-
vency Regulation, the result is that the law 1s often difficult to access and
to understand. Thus, Ross Anderson’s consolidated outline of the law
in Chapter 14 is a particularly welcome development.

The book is the outcome of collaboration between staft at the Univer-
sity of Glasgow School of Law, our former colleague Ross Anderson,
Advocate, and Lindy Patterson QC of CMS Cameron McKenna. Each
chapter has been written by an author with specialist expertise and with
a view to incorporating elements of practice that are important for
understanding the law. The expertise and co-operation of the contribu-
tors has meant that my own role as general editor has been very much
of a light touch nature. While I am grateful to all the contributors, spe-
cial mention must go to those contributing more than a single chapter:
Ross Anderson (four chapters); John MacLeod (three chapters); and
Frankie McCarthy (two chapters).

The law 1s stated as at 28 February 2014 although every attempt has
been made to include later developments where possible. The Land
Registration etc (Scotland) Act 2012 has been treated as though it was

vii
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viil Preface

in force but we have been unable to include references to the important
changes contained in the Small Business, Enterprise and Employment
Bill 2014.

Finally, we would like to thank Margaret Cherry at Avizandum Pub-
lishing for her encouragement to undertake this project and for her
patience in seeing it through to completion.

Tain MacNeil
5 September 2014
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Chapter 1

Introduction to Juristic Persons

INTRODUCTION

Law of persons

1.01 “All our law is about persons, things and actions.”' In other words
who has rights, what rights they have, and how they are enforced.” But
what is the law of persons? It is not much taught at any Scottish univer-
51ty There are no UK books on the subject,” and yet the law of persons
is one of the great pillars of private law. It is not possible in the short
space available here to sketch the entire law of persons and to explain,
for example, how the University of Glasgow was originally incorporated
by Papal Bull; how the Aberdeen Harbour Board is considered to be the
UK’s oldest commercial corporation;’ or why unlncorporated associa-
tions do not, in Scots law, generally enjoy legal personality.” For present
purposes, suﬂice it to say that, in commercial law — as well as many
other areas of legal practice — the law of persons is of fundamental
importance, not least because, more often than not, the parties to com-
mercial transactions are juristic rather than natural persons. It is thus
necessary to identify certain fundamental principles of legal personality
before turning to consider the particular rules that apply to the juristic
persons considered in this book: partnerships, limited partnerships and
limited liability partnerships.

1 Gaius, Institutes 1, 8.

2 G L Gretton and A J M Steven, Property, Trusts and Succession (2nd edn, 2013) para
1.14.

3 P J Fitzgerald (ed) Salmond’s Furisprudence (12th edn, 1966) pp 298-328 remains
the best treatment available.

4 J Micklethwait and A Woodridge, The Company: A Short History of a Revolutionary
Idea (2003; pbk 2005) p 23 confer on the Aberdeen Harbour Board, which can
trace its origins to at least 1136, the accolade of the oldest UK corporation.

5 Cf. C Hemstrom, ‘Associations’ in International Encyclopaedia of Comparative Law

(2006) vol I11/2, ch 8.
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2 Introduction to juristic persons

GENERAL PRINCIPLES OF LEGAL PERSONALITY

Legal personality

1.02 The concept of legal personality is central to any legal system.’
Only a legal person can enter into legal transactions or hold patrimonial
rights. Natural persons — human beings — acquire, on being born alive,
legal personality. Historically, one of the most extreme sanctions a legal
system could impose on a natural person was to declare that person an
‘outlaw’ or a rebel, resulting in a loss of civil legal personality.” So
fundamental is legal personality to vindicating legal claims, that the very
right to be recognised as a person is enshrined in the UN’s Universal
Declaration of Human Rights”® and, for similar reasons, some national
constitutions tightly regulate the related issue of the withdrawal of citi-
zenship.” One practical effect of a loss of legal personality is patrimonial:
what happens to that person’s assets? Personality ceases with death; yet,
between death and confirmation of executors, there is a legal limbo (the
haereditas jacens): a patrimony but no person to represent it.'”

1.03 Natural persons have the right to form associations; and, in the
EU, there is a fundamental economic freedom to establish undertakings.'’
An undertaking established as a juristic person in one EU member state
may do business in any other member state.'” But not all associations
of natural persons create juristic persons. Unincorporated associations,
such as sports and social clubs, do not have legal personality and cannot,
therefore, hold patrimonial rights or be a party to juridical acts."> In
contrast, commercial undertakings formed as partnerships, limited part-
nerships, limited liability partnerships or companies are all juristic persons
and may enter into juridical acts and hold patrimonial rights. Death by

6 D N MacCormick, Institutions of Law: An Essay in Legal Theory (2007) ch 5;
MacCormick, ‘General Legal Concepts’ in Stair Memorial Encyclopaedia (Reissue)
(2008).

7 The Scottish procedure, now abolished, was that of ‘denunciation as a rebel’,
following a process of ‘horning’: Stair, Institutions 111.3.1; G Watson (ed) Bell’s
Dictionary and Digest of the Law of Scotland (7th edn, 1890) s.v. ‘Denunciation’; and
Lord Advocate v Marquis of Zetland 1920 SC (HL) 1 at 27 per Lord Shaw of
Dunfermline.

8 Universal Declaration of Human Rights, Art 6: ‘Everyone has the right to
recognition everywhere as a person before the law.’

9 Asin the German Grundgesetz Art 16.

10 For all this, see L. Smith, ‘Scottish trusts in the common law’ (2013) 17 Edin LR
283.

11 Treaty on the Functioning of the European Union, Art 49.

12 Case C-212/97 Centros Ltd v Erhvervs-og Selskabsstyrelsen [2000] Ch 44, ECJ; Case
C-208/00 Uberseering BV v Nordic Construction Co Baumanagement GmbH (NCC)
[2005] 1 WLR 315, EC]J.

13 Cf. an ‘Owners Association’, created in conjunction with a scheme for a housing
development, which is a body corporate created at the time specified in the
registered deed: Title Conditions (Scotland) Act 2003, s 71 and Title Conditions
(Scotland) Act 2003 (Development Management Scheme) Order 2009 (SI 2009/
729), Art 4(2).
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General principles of legal personality 3

liquidation and dissolution of juristic persons presents special problems.
A paradigm situation involves the dissolution of a company which still
holds assets. The effect of dissolution is that the assets pass to the
Crown.'* These issues are dealt with below.

Capacity

1.04 Recognition as a legal person does not in itself define that person’s
legal capacity. Gapacity determines whether, and to what extent, a legal
person can enter into juridical acts, hold patrimonial rights and incur
liabilities. The legal capacity of a child, an adult, a company and a
partnership may each be different. The differences can be clarified by
examining legal capacity in its active and in its passive sense.

Active and passive capacity

1.05 Active capacity focuses on two characteristics of a legal person.
The first aspect is the ability to enter into juridical acts, the paradigm
example of which is a contract. This ability to enter into juridical acts is
sometimes known as ‘transactional capacity’. Transactional capacity
may vary. The capacity of a child to enter a contract is limited com-
pared to that of an adult."”” A person suffering from mental illness or
infirmity may also lose transactional capacity. There are detailed provi-
sions in private law for dealing with natural persons lacking transac-
tional capacity.'® The second aspect relates to the ability of a person to
commit legal wrongs, such as delicts.

1.06 A person may have no active legal capacity, but may nonetheless
have passive legal capacity. Passive legal capacity is the ability to benefit
from unilateral juridical acts'” or to benefit from the protection of the
law of delict. At the simplest level, this form of capacity identifies the
capability of an entity to fall within the protection of the law. A related
and controversial question is whether juristic persons (as opposed to
natural persons) fall within the protection of human rights legislation.'?

14 Companies Act 2006, s 1013 ff. See, further, Chapter 14: Corporate Insolvency.

15 Age of Legal Capacity (Scotland) Act 1991, s 1(1)(a) and s 2 (transactional
capacity); Children (Scotland) Act 1995, s 9 and s 10 (property).

16 Adults with Incapacity (Scotland) Act 2000, for which see generally A D Ward,
Adult Incapacity (2003).

17 Bilateral juridical acts, by definition, require the consent of both parties. A person
with no active legal capacity, by definition, cannot give consent.

18 Juristic persons, as a general principle, benefit from the European Convention on
Human Rights: R G Anderson, ‘Fundamental rights of juristic persons’ in E Reid
and D Visser (eds), Private Law and Human Rights in Scotland and South Africa
(2013).
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Attribution of acts to a juristic person

1.07 Juristic persons, being creations of the law, can act only through
human agency.'” In relation to commercial transactions, the law of
agency allows juristic persons to enter into juridical acts. Suppose Alpha
Limited wishes to enter into a contract with Bravo Limited. Alan, a
director of Alpha Ltd, acts for and on behalf of Alpha Ltd; Brian, a
director of Bravo Ltd, acts for and on behalf of Bravo Ltd. On con-
clusion of the agreement, the parties to the contract are the principals,
namely Alpha Ltd and Bravo Ltd.

Juristic persons in commerce
Overview

1.08 Company law is a specialist area on which there are many excellent
introductory texts.”® Company lawyers tend to focus, understandably, on
a paradigm vehicle in order to illustrate the general pr1nc1ples. That para-
digm is normally the private company limited by shares. But that is only
one of a number of different possible vehicles available under the Com-
panies Acts and related legislation. In summary, the following are possible:

An unlimited company”'

A company limited by guarantee (Ltd)*?
A private company limited by shares (Ltd)
A public company (plc)

Community Interest Compames (c1c)®

e Societas Europaea (SE)**

1.09 Only a public company can apply to be listed on a regulated
exchange. It is worth emphasising, however, that not all public com-

19 Companies Act 2006, s 155 requires a company to have at least one director who
is a natural person.

20 P Davies, An Introduction to Company Law (2nd edn, 2002); P Davies and S
Worthington, Gower and Davies Principles of Modern Company Law (9th edn, 2012); R
Kraakman et al, An Anatomy of Corporate Law: A Comparative and Functional Approach
(2nd edn, 2010).

21 Companies Act 2006, s 3 and s 102. An unlimited company can re-register as a
limited company, although it may do so only once: s 102(3) and s 105(2). The
name of a company with unlimited liability does not contain a suffix indicating its
status. Unlimited companies are more common than might be imagined not least
because they are not subject to rules on capital maintenance. Take, for example,
Re Lehman Brothers International (Europe) (in administration) [2012] UKSC 6.
Lehman Brothers International (Europe) (registered number 02538254) was an
unlimited company.

22 Not all companies limited by guarantee need to include ‘Limited’ or ‘Ltd’ in their
name: Companies Act 2006, s 60 (which also contains a small number of
exceptions for companies limited by shares).

23 See part II of the Companies (Audit, Investigations and Community Enterprise)
Act 2004.

24 Council Regulation (EC) No 2157/2001 on the Statute for a European company:
see P Davies and S Worthington, Gower and Davies Principles of Modern Company Law
(9th edn, 2012) para 1-33 ff.
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panies are listed. Otherwise, of the entities listed above, only the private
company limited by shares (Ltd) and the public limited company (plc)
are commonly encountered in commercial life. In addition to com-
panies, three other juristic persons, which are covered in this book, are
common:

e A limited liability partnership (LLP)
e A limited partnership (LP)
e A partnership

1.10 With this limited knowledge of the law of juristic persons, it
should — in principle if not in practice — be possible instantly to verify the
vehicle adopted by a business to pursue its commercial activities: com-
panies, like LPs and LLPs, have to publicise their status on all their
business documents, including emails and websites. The designation plc,
Ltd, LLP or LP is a mandatory part of the registered name for these
respective vehicles — it is not an optional suffix. A solicitor who is a
notary public sometimes uses the suffix ‘NP’, after his or her name: its
use 1s optional. But the plc, Ltd, LLP or LP designation is as much a
part of the company name as a natural person’s surname. At this
juncture, it is worth recording an obvious observation about the use of
the word ‘limited’. That term is a misnomer. Companies, LLPs and LPs
do not have limited liability: their liability is unlimited. The limitation
being advertised by the suffix of Ltd, plc, LLP or LP is rather the lia-
bility of certain persons behind the vehicle — the shareholders, members
or limited partners — who have no direct liability to the creditors of these
entities. Scottish partnerships, as we will see, are unusual: although a
partnership is a juristic person and primarily liable for its own debts, the
partners are expressly held by statute to be secondarily liable — essen-
tially guarantors — for the firm’s debts.”

PERSONALITY AND PATRIMONY

Concept

1.11 Every person has a patrimony. A patrimony contains the totality
of that person’s assets.”® Assets are a person’s patrimonial rights: real
rights, personal rights and intellectual property rights. The general prin-
ciple of personal liability (whether of a natural or a juristic person) is
that a creditor may look to all the debtor’s assets to satisfy the creditor’s
claim, by way of diligence or, ultimately, through bankruptcy. It is for
this reason that a personal obligation granted by a juristic person with
plentiful assets (relative to its liabilities) may often be more valuable

25 A point made in J H Rayner ( Mincing Lane) Ltd v Department of Trade and Industry
[1990] 2 AC 418 at 479H-480A per Lord Templeman and at 508D—E per Lord
Oliver of Aylmerton.

26 G L Gretton and A J M Steven, Property, Trusts and Succession (2nd edn, 2013)
paras 1.9-1.12. Sometimes the word ‘estate’ is used as a synonym for patrimony,
as in ‘trust estate’, ‘bankrupt estate’, ‘deceased’s estate’.
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than a real right in security in a thing that is of fluctuating value or for
which there is no ready market. A bank guarantee (a personal obliga-
tion) is commercially preferable to a standard security (a real security)
over an owner-occupied residential property.

1.12  Although all assets in the debtor’s patrimony are available, it is
only the debtor’s patrimony that is available: assets held in a separate
patrimony are not available to the debtor’s personal creditors. The
classic example for explaining this distinction is the trust. A trustee is
bound to segregate trust assets from his personal assets. The trust assets
are thus considered to be held in a patrimony that is separate from the
trustee’s personal patrimony. The significance of the distinction is that
trust assets are not available to the personal creditors of the trustee; nor
are the trustee’s personal assets available to creditors who have con-
tracted with the trustee on the basis that only the trust assets shall be
available to satisfy the creditor’s claim.”’

Asset partitioning: juristic persons

1.13 Every person, natural or legal, has a patrimony, but, generally,
only one patrimony. The creation of a juristic person as a vehicle for a
business involves the creation of a new person and thus a new patri-
mony. Assets acquired by the business vehicle, let us suppose it is a
company, are held in the company’s patrimony, not the patrimony of
individual shareholders. Two aspects of asset partitioning between the
company and its sharcholders are worth highlighting.”® The first, some-
times known as enfily shielding, exists for the benefit of the company. The
personal insolvency of a shareholder does not — at least directly® — affect
the company’s assets. The second aspect (asset partitioning) arises by
virtue of the company’s separate legal personality and the idea of limited
liability: individual shareholders are not liable to the company’s credi-
tors on the company’s insolvency, although the shareholders may be
affected in other ways: if a company cannot pay its creditors, then share-
holders will not receive back the money they originally invested in the
company.

1.14 Sometimes, however, asset partitioning for particular purposes is
more specifically intended. A special purpose vehicle (‘SPV’) or special
purpose entity (‘SPE’) is, normally, a juristic person whose only purpose
is to hold particular assets. An SPV is often incorporated to hold assets
rather than to trade. The assets are partitioned in theory because they

27 Gordon v Campbell (1840) 2 D 639, affd (1842) 1 Bell’s App 428. Where a trustee
commits a breach of trust, the beneficiaries may seek to satisfy their claim from the
trustee’s personal assets.

28 The ideas are well explained in R Kraakman et al, The Anatomy of Corporate Law
para 7-11.

29 It may do so indirectly because the shareholder’s insolvency administrator may
be able to take control of the shares and thus the company. Once in control of the
company the insolvency administrator could, in principle, wind up the company.
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are held by a separate juristic person; but that partition is reinforced in
practice because the basic premise of the SPV is that it holds rather than
trades. An SPV is an entity that does not incur debt; and, because the
entity has no debts, it has no creditors who can enforce court judgments
against the vehicle’s assets.

Asset partitioning: trusts

1.15 Another possibility for asset partitioning is the trust.’® A trust is
not a legal person, but gives rise to the creation of a separate patri-
mony.”" A trust must have trustees. The trustees must be natural or jur-
istic persons, for only persons enjoying legal capacity can enter into
juridical acts. A trustee is in an exceptional position because the trustee
has more than one patrimony. One patrimony is that in which her per-
sonal assets are held. The additional patrimony is that in which the trust
assets are held. In principle, a trustee, a single person, can contract on
such terms as to choose which patrimony is benefited and burdened by
the contract. What, then, if the trustee becomes insolvent? The general
principle is that assets held by a trustee in her Cagpacity as trustee may
not be attached by the trustee’s personal creditors.*

Trust companies

1.16 A ‘unit trust’ may be a trust; but more usually it is a juristic person

subject to some sort of trust deed. A REIT (a real estate investment trust),

despite its name, cannot be a trust and must be a public limited company
. 33 ¢

whose shares are traded on a recognised stock exchange.” A ‘trust com-

pany’ is normally a company acting as a trustee.

Limited liability

1.17 All persons, natural or juristic, are liable for their debts without
limitation. In this sense, the liability of everyone is unlimited. What, then,
is the concept of ‘limited liability’? In historical terms, it is a relatively
recent private law development. In Roman law every juristic person
(unversitas) had limited liability in the sense that only the universitas was
liable for debts. But the Roman law business organisation, the partner-
ship (societas), was never a wuniversitas: juristic persons existed only in
public law. The revolution in the modern world was to fuse societas (busi-
ness but not person) with universitas (person but not business) thus creat-

30 See Gretton and Steven, Property, Trusts and Succession, ch 22.

31 G L Gretton, “Trusts without equity’ (2000) 49 International and Comparative
Law Quarterly 599; K G C Reid, ‘Patrimony not equity: the trust in Scotland’
(2000) European Review of Private Law 427, cited with approval in Ted Facob
Engineering Group Inc v Robert Matthew, Fohnson-Marshall & Partners [2014] CSIH 18,
para [90] per Lord Drummond Young.

32 Bankruptcy (Scotland) Act 1985, s 33(1).

33 Corporation Tax Act 2010, s 528.
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ing the modern company (both business and person), with explosive con-
sequences.”” Today, ‘limited liability’ means that the liability of a member
of a company or an LLP, and a limited partner in a limited partnership,
for the debts of the company, LLP or LP as the case may be, is limited
by reference to the capital that is contributed by the member.” The lim-
itation of the liability of the member or limited partner carries no impli-
cations for the liability of the juristic person. The juristic person’s
liability for its debts, like the liability of a natural person for his or her
own debts, is unlimited.

PUBLICITY

Juristic persons

1.18 In the case of companies, LLPs and LPs, registration with the
Registrar of Companies’ is essential to the creation of these entities as
juristic persons.”’ Registration serves the purpose of providing a central
public record of information relating to the entity for the benefit of
creditors, members and others who may have dealings with the entity.
In the case of companies and LLPs they must have a registered number,
a registered name and a registered office. The registered number does
not change even if the name of the company or LLP changes. In addi-
tion to the publicity required for incorporation, a company or LLP has
continuing reporting requirements, the most important of which is the
public filing of annual audited accounts.”® A company must disclose to
the Registrar of Companies its directors and its members; it must also
keep registers of this information at its rf;%istered office, which registers
are, essentially, open to public inspection.” LPs require to be registered;
they have a registered number, but only a principal place of business,
which, curiously, need not actually be in Scotland.

1.19 Ordinary partnerships are not subject to registration in any form.
An ordinary partnership may be formed simply by the conduct of
persons carrying on a business in common with a view of profit,*” which

34 This insight is gratefully acknowledged to be that of the Lord President Reid
Professor of Law in the University of Edinburgh, Professor G L Gretton.

35 Cf. 7 H Rayner (Mincing Lane) Ltd v Department of Trade and Industry [1990] 2 AC
418 at 479H-480A per Lord Templeman and at 508D-E per Lord Oliver of
Aylmerton. In the case of companies limited by guarantee, members’ liabilities are
limited to the guarantee provided in the memorandum of association.

36 The Registrar of Companies for Scotland is based in Edinburgh. There are
separate Registrars for England and Wales (in Cardiff) and Northern Ireland (in
Belfast).

37 See Companies Act 2006, s 16; Limited Liability Partnerships Act 2000, s 3;
Limited Partnership Act 1907, s 8C.

38 Companies Act 2006, s 394.

39 Companies Act 2006, s 116 now imposes a ‘proper purposes’ test on applicants
wishing to consult the registers kept at the company’s registered office. For dis-
cussion, see Burry & Knight Ltd v Knight [2014] EWCA Civ 604, [2014] BCC 393.

40 See Partnership Act 1890, s 1.
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means that, in contrast to registered business structures, its very exis-
tence may not always be clear. There is no easy way for third parties to
establish, from an independent source, whether a partnership has been
constituted, who the partners are, and where it does business. Since a
partnership is not subject to the same reporting requirements as a com-
pany or LLP it might be thought that there is an obvious loophole: to
form a partnership where the only partners are themselves Compames
But specific anti-avoidance provisions have closed this loophole.*' There
are no requlrements of registration or publicity for trusts, with the result
that there is often no way of telling whether particular assets are held
in trust.*

1.20 Publicity means that, in theory if not in practice, any contractual
creditor of a corporate entity should be able to inform itself of the nature
of the entity with whom a prospective contract is to be concluded. Some
creditors, however, are involuntary — delict victims, for instance, do not
choose their wrongdoer. Nonetheless, the courts have consistently held
that it is legitimate to use the corporate form to structure matters in a
way that effectively limits the claims of involuntary creditors, such as
employees who are victims of delicts, to claims against a particular cor-
porate entity, a sub51d1ar§/ company responsible for employing workers,
but which has few assets.

Trusts

1.21 Trusts may be latent. There may be no way of telling whether
particular assets are held in trust. Although trusts may be used for all
kinds of legitimate purposes, they may not be used for purposes which
are contrary to public policy. A trust which has only one purpose — to
ring- fence assets from the trustee’s lawful creditors — is not a valid
trust."* The point is important to emphasise because, in the corporate
and financial world, where there are no statutory pI‘OhlblthIlS on exclu-

sion of trustee dutles > constant recourse is made to trusts which often

41 Partnership (Accounts) Regulations 2008 (SI 2008/569), reg 3. The Companies
and Partnerships (Accounts and Audit) Regulations 2013 (SI 2013/2005)
introduced anti-avoidance provisions aimed at the use of Scottish LPs where the
partners are companies or LLPs but where there is a nominal natural person as a
limited partner.

42 The law on whether trusts may continue to be created without publicity may
change: see n 63 below.

43 Adams v Cape Industries plc [1990] Ch 433. In Chandler v Cape plc [2012] 1 WLR
3111, however, the Court of Appeal held that a parent company may owe a duty
of care to employees of a subsidiary. The principles on which the courts may
ignore formal corporate structures are set out in Prest v Petrodel Resources Ltd [2013]
UKSC 34.

44 G L Gretton and K G C Reid, Conveyancing 2004 (2005) p 81. A striking English
example is Midland Bank plc v Wyatt [1997] 1 BCLC 242.

45 There are various statutory prohibitions on exclusion of duties by trustees of
occupational pension schemes, of issues of debentures, of unit trusts, or of
contractual structures: see I MacNeil, An Introduction to the Law of Financial
Investment (2nd edn, 2012) p 178.
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have few, if any, legitimate trust purposes and in which the normal
duties of a trustee are largely excluded. There are some English decisions
where the courts have allowed sophisticated parties to exclude almost all
of the duties of a trustee without invalidating the trust.*® But whatever
may be the English position (and there is a conflict of authority on the
point in England) it is highly doubtful that a purported trust, without
legitimate trust purposes, and in which the putative trustees have limited
fiduciary obligations, is valid.

JURISTIC PERSONS AND BODIES CORPORATE

1.22  All ‘bodies corporate’ are juristic persons, but not all juristic per-
sons are bodies corporate. Of the three vehicles with which this book is
concerned (partnerships, LPs and LLPs), all are juristic persons, but
only one — the LLP — is a body corporate. Companies are also bodies
corporate. Bodies corporate enjoy what is known as ‘perpetual succes-
sion’: that is to say, their legal personality continues without reference to
their members. A change in membership of a body corporate has no
effect on the body’s legal personality. Neither partnerships nor LPs, in
contrast, automatically enjoy this attribute.*” All other things being
equal, a change in the constituent partners of a partnership — whether
by death, resignation, bankruptcy or assumption of new partners — may
result ialgthe dissolution of one, and the reconstitution of a new, juristic
person.

BUSINESS ORGANISATIONS: THE LEGAL FRAMEWORK

Sole trader

1.23 A sole trader is a natural person who trades in that capacity with-
out using a juristic person as a business vehicle. The ‘sole’ descriptor
emphasises the solitary nature of this form of business organisation: it is
possible for a sole trader to have employees and agents but if there is
more than one person engaged as a principal (contributing capital and
entering contracts) it is likely to be considered as a partnership. The sole
trader bears full liability for all debts incurred in the business and faces
the risk of bankruptey if those debts cannot be paid.*

46 Cf. Spread Trustee Co Ltd v Hutcheson [2012] 2 AC 194. The leading Scottish case is
Lutea Trustees Ltd v Orbis Trustees Guernsey Ltd 1997 SC 255.

47 ‘Person’, in terms of the Interpretation Act 1978, Sch 1 and the Interpretation
and Legislative Reform (Scotland) Act 2010, Sch 1, includes bodies unincorporate.
We read ‘unincorporated associations’ and reason that they have no legal
personality. But ‘unincorporated’ does not equal ‘no legal personality’. Scottish
partnerships and limited partnerships are perhaps the classic example of bodies
with juristic personality but which are not bodies corporate.

48 See para 5.40.

49 Cf. Accountant in Bankruptcy v Butler 2007 SL'T (Sh Ct) 200.
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Partnerships and limited partnerships

1.24 A partnership is ‘the relation which subsists between persons
carrying on a business in common with a view of profit’.”” Partnership is
primarily an owner-manager form of business entity in which the owners
(partners) themselves manage the business. Before the introduction of
the limited company in Scotland in 1856, and for some time thereafter,
partnership was the dominant form of business organisation. The limited
partnership (‘LP’) differs from the LLP in that it is not a body corpo-
rate. The LP’s main commercial application is as a vehicle for invest-
ment management in which limited partners (investors) contribute
capital to be managed by a professional manager (the general partner).

1.25 All partnerships in Scotland are juristic persons. General partner-
ships are governed by the Partnership Act 1890.°> The 1890 Act com-
prises both default provisions which are capable of modification by the
partnership agreement (the relations of partners to one another) as well
as mandatory provisions (relations between the firm and third parties).
The Limited Partnerships Act 1907 made available the limited partner-
ship, which combined aspects of the traditional partnership (legal per-
sonality, privacy) with limitation of liability (for limited partners). But
except in so far as inconsistent with the terms of the 1907 Act, the 1890
Act applies also to limited partnerships.

Limited liability partnerships (LLPs)

1.26 The Limited Liability Partnerships Act 2000 was introduced
largely in response to demand from professional firms for protection from
the potential liability to which their partners were exposed under the
general law of partnership. An LP under the 1907 Act was not satisfac-
tory since it did not provide limited liability for partners involved in
management (and partners in professional firms are involved in manage-
ment); nor did it clearly provide for perpetual succession on the death
or resignation of general partners. Since the 2000 Act, most professional
firms have adopted the LLP model. And so too have many commercial
firms who see it as an alternative to a company, especially with regard
to the different approach to taxation applied to partnerships compared
to companies.”

50 Partnership Act 1890, s 1.

51 Joint Stock Companies Act 1856. For further discussion, see Chapter 5:
Partnerships, LPs and LLPs below.

52 See Partnership Act 1890, s 46, preserving the common law except so far as
inconsistent with the Act.

53 Partnerships are generally taxed according to the ‘look-through’ principle
whereby profits are treated as earned by the individual partners (which may be
companies) whereas companies pay corporation tax as entities separate from their
members.
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Companies

1.27 Companies represent the dominant form of business organisation.
While limited liability and corporate status is now also available in the
form of the LLP, the company still has a number of attractions that are
not available in other business structures. These include the separation
of ownership (members) and control (the board of directors) which
enables external investors to contribute capital to be managed by others.
The availability of a detailed and well-tested legal regime offers cer-
tainty for investors. In the case of public companies there are also the
attractions of access to public capital markets, enabling large projects to
be financed, and a liquid market in shares enabling investors to sell their
shareholding in a regulated market.

1.28 Companies are governed by the Companies Act 2006. Earlier
Companies Acts have been largely repealed. But companies incorporated
under previous Companies Acts remain subject to the model articles pre-
scribed by the Act under which the company was formed.*

Trusts

1.29 A Scottish trust is not a legal person, but gives rise to the creation
of a separate patrimony.” A trust must have trustees. The trustees must
be natural or juristic persons, for only persons enjoying legal capacity
can enter into juridical acts. A trustee is in an exceptional position
because the trustee has more than one patrimony. One patrimony is that
in which her personal assets are held. The additional patrimony is that
in which the trust assets are held. In principle, a trustee, a single person,
can contract on such terms as to choose which patrimony is benefited
and burdened by the contract. An important patrimonial question arises
on the trustee’s insolvency. The general principle is that assets held by
a trustee in her capacity as trustee may not be attached by the trustee’s
personal creditors.”® It is possible for one patrimony held by a trustee
to be insolvent while the trustee’s private patrimony remains solvent. A
trust patrimony can be sequestrated, or have a judicial factor appointed
to administer it.

Contractual liability of trustees

1.30 As a general rule creditors who have contracted with the trustee
on the basis that only the trust assets (the trust patrimony) are liable,
cannot attach assets held in the trustee’s personal patrimony. There are
conflicting cases on this extremely important practical issue. In Gordon v

54 Companies Act 2006, s 20(2).

55 G L Gretton, “Trusts without equity’ (n 31); K G C Reid, ‘Patrimony not equity:
the trust in Scotland’ (n 31).

56 Bankruptcy (Scotland) Act 1985, s 33(1).
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Campbell,’” signature of a bond by trustees ‘qua trustees only’ was held
by the House of Lords sufficient to limit the creditors’ rights to the trust
funds; the trustees had no additional personal liability. In two sub-
sequent decisions of the House of Lords,”™ however, registration of
trustees as sharcholders ‘as trustees’ was held, in terms of the relevant
companies legislation, to be insufficient to prevent an imposition of per-
sonal liability on the trustees (the shares in question being held in banks
with unlimited liability). As a matter of civil procedure, a decree against
a defender in a representative capacity (‘as judicial factor’) has been
held sufficient to hmlt the holder of the decree to recourse against the
trust patrimony.’® As a general rule, therefore, a decree against a repre-
sentative, as representative, imposes no personal liability; a decree,
without qualification, imposes personal liability but accords to the repre-
sentative a right of relief against the fund held; and a decree against a
representatlve personally imposes personal hablhty and excludes a right
of relief.”’ There is no equivalent of the ultra vires rules for creditors con-
tracting with Scottish trustees. Third partles acting in good faith are
protected even where the trustee has acted in breach of trust.”®

1.31 The trust did not evolve as a business structure and is not often
employed in Scotland for that purpose. But it may be that a trust is
created in association with a specific transaction or course of dealing.
For example, trusts are commonly used in various forms of financing
because they offer the following benefits: separation of title and benefit
(e.g. a pool of financial assets held and managed by professionals for
investors); privacy; and insolvency effect (the pool of assets is ring-fenced
on the insolvency of the trustees). The formal requirements for creating
a trust are minimal.®? There are no compulsory pubhc registration
requirements (although, in Scotland, many trusts are in fact registered
in the Books of Council and Session). In the case of shares in a Scottish
company held in trust, the existence of the trust may be publicised on

57 Gordon v Campbell (1840) 2 D 639, aftd (1842) 1 Bell’s App 428, an approach
followed by a court of seven judges in Craig v Hogg (n 59).

58 Lumsden v Buchanan (1864) 2 M 695 (Whole Court), revd (1865) 3 M (HL) 89,
(1865) 4 Macq 950 and Muir v City of Glasgow Bank (1878) 6 R 392, affd (1879) 6
R (HL) 21, (1879) 4 App Cas 337. A modern case dealing with some of these
issues is Brown v Rysaffe Trustee Company (CI) Ltd [2011] CSOH 26.

59 Craig v Hogg (1896) 24 R 6 at 21 per Lord M’Laren following the decision of
the House of Lords in Gordon v Campbell (n 57). The opinion of Lord Young (at
13-19), writing for the majority, is instructive and not limited to questions of
expenses.

60 Kilmarnock Theatre Co v Buchanan 1911 SC 607; Dyer v Craiglaw Developments Ltd
1999 SLT 1228.

61 Trusts (Scotland) Act 1961, s 2. The trustee’s personal patrimony will, however,
be available to satisfy any losses brought about by his breach of trust.

62 Only so-called ‘truster-as-trustee’ trusts (where the truster declares a trust over
his own assets in which he also acts as trustee) require to be in writing:
Requirements of Writing (Scotland) Act 1995, s 1(2)(a) (ii1).
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the company’s register of members, whereas in the case of En()g;lish trusts,
there is a prohibition against trusts appearing on the register.”

Charities

1.32 A charity is not a business organisation in the normal sense
because it is established for public rather than private benefit. Nor is a
charity necessarily a juristic person. Most juristic persons may apply to
become a charity,®* but not all charities are juristic persons: non-persons,
such as trusts or unincorporated associations, may be registered as chari-
ties with the Office of the Scottish Charity Regulator (‘OSCR”).%” Of the
entities encountered above, companies limited by guarantee are com-
monly used for ‘not-for-profit’ activities. Similarly, a registered charity
may or may not have charitable status for tax purposes. Only one
juristic person must be a charity: the Scottish Charitable Incorporated

Organisation (‘SCIO?).%°

JURISTIC PERSONS AND CONTRACTS

Overview

1.33 Transactional capacity is a necessary pre-requisite for a natural
or juristic person to enter into juridical acts. A juristic person, in addi-
tion, can act only through human agents. In those cases, it is necessary
for the agent to have the requisite authority to bind the juristic person.
Two separate issues thus arise for contracts to be concluded by juristic
person: (a) does the juristic person as principal have capacity to enter
the contract; and (b) does the juristic person’s agent have authority to
bind it to the contract?

Capacity

1.34 Historically, the contractual capacity of a company was linked
to the objects clause (found in the memorandum of a company formed

63 See Companies Act 2006, s 126 for the prohibition. But the government has
proposed that both the existence of a trust of shares and the identity of the
beneficiaries in respect of more than 25% of the shares, should be publicly
registered: Small Business and Employment Bill 2014, sch 3, which will introduce
a new Part 21A into the Companies Act 2006.

64 But not all. A community interest company (CIC), for instance, cannot be entered
on the OSCR register: Companies (Audit, Investigations and Community
Enterprise) Act 2004, s 26(3) (b).

65 www.oscr.org.uk.

66 Charities and Trustee Investment (Scotland) Act 2005, s 49 ff' and Scottish
Charitable Incorporated Organisations Regulations 2011 (SSI 2011/44). This
entity is perhaps the nearest equivalent in Scots law to the foundation found in other
European systems: cf. K Hopt et al (eds) The European Foundation: A New Legal
Approach (2006).
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prior to the entry into force of the Companies Act 2006). The objects
clause defined the permissible business activity of the company. Acts out-
side those objects, such as purported contracts, were held to be ultra vires
and void.®” The underlying rationale of this approach was that members
and creditors could better estimate the risk to which they were exposed
if there was a clear limit to the activities of the company.

1.35 The problem with the wltra vires doctrine was that it created un-
certainty for creditors, especially as companies began to adopt broader
objects clauses so as to permit a wide range of activities. As a result of
the EC company law harmonisation programme, measures were
adopted in the UK to provide greater protection to third parties dealing
with a company. The Companies Act 2006 now provides that the valid-
ity of an act done by a company shall not be called into question on the
ground of lack of capacity by reason of anything in the company’s con-
stitution.”” Any objects clause in the company’s constitution does not
limit the company’s capacity so far as third parties are concerned, but it
will operate internally: any contract concluded for and on behalf of the
company by a director who has exceeded his powers may leave the
director liable to the company for any losses the company incurs.

Authority and agency

1.36 'The common law of agency enables an agent to bind the principal
to a third party.®” Third parties, however, can normally never know the
agent’s actual authority. Third parties are concerned with what is
described as the agent’s apparent or ostensible authority. The extent of
an agent’s ostensible authority is determined by the representations
made by the principal regarding the agent’s authority. Providing an
agent acts within his ostensible authority, the principal is bound, even if
that act was not actually authorised.”” But it is an important general
principle of the law of agency that an agent can have no greater powers
than his principal. Historically, therefore, a company agent’s powers
were subject to the wultra vires rule. That rule exposed third parties to the
risk that directors (or other agents) acting on behalf of a company might
lack the requisite authority.”" The result would be that the third party
could not enforce the contract against the principal (although there might
be a claim against the agent for breach of warranty of authority).”?

1.37 As a result of the EC company law harmonisation programme,
third party creditors now have similar protection to that of a creditor

67 Ashbury Railway Carriage and Iron Co Ltd v Riche (1875) LR 7 (HL) 653, applied in
Piggins & Rix Ltd v Montrose Port Authority 1995 SL'T 418.

68 Companies Act 2006, s 39.

69 See generally L ] Macgregor, The Law of Agency in Scotland (2013).

70 Freeman & Lockyer v Buckhurst Park Properties (Mangal) Ltd [1964] 2 QB 480.

71 The decision in Royal British Bank v Turquand (1856) 6 El & Bl 327, 119 ER 886
limited the full rigour of this rule.

72 For breach of warranty, see e.g. Cheshire Mortgage Corporation Ltd v Grandison 2013
SC 160.
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dealing with a Scottish trustee: a contract concluded for and on behalf
of a company by an officer such as a director, binds the company by vir-
tue of the director’s ostensible authority. But where a director, in so act-
ing, has exceeded his actual authority, the company will, in principle,
have a right of relief against the director. The same principles that apply
to companies apply also to LLPs.”?

1.38 In the case of partnerships, partners’ ostensible authority covers
‘acts for the carrying on in the usual way business of the kind carried on
by the firm of which he is a member’.”* Questions regarding the author-
ity of partners to bind the firm to contracts generally focus on the issue
of whether the particular contract entered into by a partner is within the
scope of the business of the firm.

PRACTICALITIES: SUBSCRIPTION AND SIGNING

. ... 75
General requirements for writing

1.39 As a general rule contracts may be formed in Scots law without
formality. There are three major practical exceptions to that rule. Writ-
ing is required for the creation, transfer, variation or extinction of a real
right in land; for the creation of a gratuitous unilateral obligation under-
taken other than in the course of business; for the creation of a truster-
as-trustee trust;’® and for wills.”” Where writing is required, the document
must be subscribed by the granter of it, or, if there is more than one granter,
by each of the granters.”” Subscription means signing at the end of the last
page of the document, excluding any annexations.

Execution by juristic persons

Formal validity

1.40 Juristic persons can act only through human agency. The
Requirements of Writing (Scotland) Act 1995 (the ‘1995 Act’) sets out
who can properly execute written documents for and on behalf of a
juristic person. Many, perhaps most, commercial contracts do not require
to be in writing. But they are normally reduced to writing for the sake
of certainty.

1.41 Given the prevalence, in commercial practice, of written docu-
ments whose draftsperson may have been familiar only with English law,

73 Limited Liability Partnerships Act 2000, s 6.

74 Partnership Act 1890, s 5.

75 See generally Gretton and Steven, Property, Trusts and Succession, ch 30; Gretton
and Reid, Conveyancing (4th edn, 2011) ch 17.

76 Requirements of Writing (Scotland) Act 1995, s 1(2)(a).

77 1995 Act, s 1(2)(b) and (c).

78 1995 Act, ss 1(7) and 2(1) respectively. In the case of contracts constituted by
separate offer and acceptance documents, each must be subscribed (s 2(2)).
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it is worth making three general observations about execution of com-
mercial documents under Scots law. In the first place, the 1995 Act
applies to ‘written documents’. ‘Deed’ is not a term of art in Scots law.””
Valid execution under the 1995 Act requires the parties to the contract
to ‘subscribe’: that means signature by the granter ‘at the end of the last
page’.?” Secondly, it is standard practice, for documents drafted with
execution under English law in mind, to have free-standing signature
pages — i.e. pages which do not otherwise make reference to the docu-
ment to which they belong. Such pages do not, however, comply with
Scots law, since subscription must be on ‘the last page’ of the document.
In practical terms, therefore, in order to ensure a contract complies with
the 1995 Act, the page on which the first signatures appear should also
contain the last clause of the agreement.?’ Thirdly, in the modern com-
mercial world, the parties to a commercial contract governed by Scots
law may be spread out around the world. Careful thou%}lt needs to be
given to how the documents can be executed remotely.” In principle,
however, it is possible for each party to print off a copy, subscribe it
before a witness and deliver the document (electronically) to the other
parties or to an agent appointed for that purpose. Some legal uncer-
tainty surrounds this practice, but that uncertainty will be removed
when the draft Legal Writings (Counterparts and Delivery) (Scotland)
Bill 2014%* is brought into force.

Validity and probativity

1.42 Companies subscribe by either a director or the secretary or an
authorised person for and on behalf of the company. In the case of an
LLP, subscription is by a member for and on behalf of the LLP. In the
case of a partnership, subscription is by a partner, or other authorised
signatory, for and on behalf of the Firm. In addition to ensuring that the
document is formally valid, it is standard practice to have the documents
executed in such a way as to confer probative status. Probativity refers
to the evidential presumption that the document was executed by the
granter and, if the document included a date and a place of execution,
that the document was indeed executed on that date and at that place.®*
Probativity i1s about form rather than substance: the presumption allows

79 Cf. Walker v Whitwell 1916 SC (HL) 75 at 79 per Lord Dunedin and Low & Bonar
ple and Low & Bonar Pension Trs Ltd v Mercer Ltd [2010] CSOH 47 at para [21]
per Lord Drummond Young.

80 1995 Act, s 7(1).

81 For an example, see Scottish Law Commission, Report on Execution in Counterpart
(No 231, 2013) para 3.7.

82 See Scottish Law Commission, Discussion Paper on Execution in Gounterpart (DP No
154, 2012) and n 81 above; as well as R G Anderson, ‘Subscription and settlement
by fax and email’ 2010 SLT (News) 67 and ‘Fax and email in corporate
completions’ 2010 SL'T (News) 73.

83 Cf. the Appendix to the SLC Report (n 81).

84 1995 Act, s 3(1) and (8).
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reliance to be placed on a document without recourse to extrinsic evi-
dence. But a probative document may nonetheless be invalid: a party
who bears to have signed as an authorised signatory of the granter com-
pany, for instance, may not, in fact, have been authorised to sign.®” The
general rule for achieving probative status is that the subscription of
someone authorised to sign on behalf of the company must be wit-
nessed;”® and the witness must be designed by name and address. This
means, in the case of companies, that signature by a director and a
witness is sufficient. There is, however, an alternative method, which is
that the document may be signed by a second signatory. There are three
permitted combinations:

(1) two directors;
(2) a director and the company secretary; or
(3) two authorised signatories.®’

1.43 LLPs execute documents by a member signing for and on behalf
of the LLP in the presence of a witness; or by two members signing
for and on behalf of the LLP.* Partnerships execute documents by a
partner, or other authorised signatory, signing for and on behalf of the
firm in the presence of a witness.” Uniquely among juristic persons,
a partnership can validly subscribe a document by the partner or
authorised signatory signing the name of the partnership rather than his
or her own name.”

Other bodies corporate

1.44 There may be many other types of juristic person, not least
foreign entities, which enter into commercial transactions governed by
Scots law. In general terms, such entities execute documents in terms of
the residual provisions of the 1995 Act on ‘other bodies corporate’.”!

Digital documents and signatures

1.45 The Land Registration etc (Scotland) Act 2012 allows for the
generation and authentication of digital documents in such a way as to

85 1995 Act, s 3(1C), as substituted by Sch 2, para 3(5)(a).

86 1995 Act, s 3(1)(b), as substituted by Sch 2, para 3(5)(a).

87 1995 Act, s 3(1A), as substituted by Sch 2, para 3(5)(a).

88 1995 Act, Sch 2, para 3A(1) and (4) and (5). Curiously, no reference is made, in
the case of LLPs, to signing by an authorised signatory. But the ordinary principles
apply and there is nothing to prevent an LLP specifically authorising a non-
member, such as an employee, to sign on its behalf. Such a document would be
validly executed.

89 1995 Act, Sch 2, para 2(1). In legal practice, incorporated law firms often sign
the LLP or company name on formal missive letters purporting to contain
substantive contractual provisions. Such signatures are not, however, valid.

90 1995 Act, Sch 2, para 2(2).

91 1995 Act, Sch 2, para 5. These provisions, in practice, are applied also to foreign
juristic persons which have legal personality but are not bodies corporate.
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obtain the equivalent evidential status of a probative paper deed. But
the digital signatures used for the purposes of authentication of a digital
document will have to comply with the regulations that are to be made
under the 2012 Act. In addition, and importantly for corporate lawyers,
the Legal Writings (Counterparts and Delivery) (Scotland) Bill 2014
will permit execution of contracts in counterpart.

JURISTIC PERSONS AND DELICT

Introduction

1.46 A juristic person may have rights to claim damages in delict or
it may be liable to pay damages for delicts. For a juristic person to be
liable in delict, it is normally necessary to attribute the acts of a natural
person to the juristic person for the purposes of establishing liability. A
related issue concerns the losses incurred by a juristic person for which
damages may be due.

Vicarious liability

1.47 As a general rule, a person is liable only for his own acts and
omissions and not for the acts and omissions of others.”” The rule reflects
the principle that liability is based on the wrongdoer’s fault (culpa).
Vicarious liability is an exception to the general rule since it has the
effect that liability attaches to another person. Vicarious liability differs
from the primary or direct liability of the wrongdoer in that it can arise
only when liability attaches to the wrongdoer and cannot arise in the
absence of such liability. Vicarious liability is additional to the primary
liability of the wrongdoer. The wrongdoer and the party vicariously
liable are, as far as the party with the right to claim damages is con-
cerned, jointly and severally liable to the injured party.

1.48 Vicarious liability applies in many situations. An employer is
vicariously liable for the delicts of an employee committed in the course
of employment. A distinction is drawn between employees who are
employed under a contract of employment (and for whose acts or omis-
sions the employer is normally vicariously liable);”® and independent
contractors who are employed under a contract for the provision of
services (and for whose acts or omissions the employer is not normally
vicariously liable). But the parameters of an employee’s scope of employ-
ment and control are often difficult to draw.”® Vicarious liability may
also arise in the case of principal and agent. Employment and agency

92 The principle is reflected in the maxim culpa tenet suos auctores: ‘fault binds its
authors’.

93 Wilsons & Clyde Coal Co Ltd v English 1937 SC (HL) 46.

94 See discussion in Vaickuviene v J Sainsbury ple [2013] CSIH 67; Catholic Child Welfare
Society v Various Claimants [2013] UKSC 56, [2013] 2 AC 1; Luster v Hesley Hall Ltd
[2002] 1 AC 215.
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may well overlap in circumstances where scope of employment is linked
to the authority granted by an employer to an employee.

1.49 Other than in the case of partnerships, the instances of vicarious
liability mentioned above are not defined by reference to the legal person
who bears the liability. Thus, for example, a sole trader who has
employees faces the same risk of vicarious liability as a partnership or a
company. A similar view can be taken of the potential vicarious liability
of a principal for an agent. A company or LLP may incur delictual lia-
bility either in its capacity as an employer or as a principal. There are,
however, two additional issues which arise in the context of companies
and LLPs. The first is that the ulira vires doctrine, such as it is, does not
limit the delictual liability of a company.” So where a company elects”
to have an objects clause restricting its activity, its capacity to commit
a delict is not restricted. The second is that, in the case of the delicts of
misrepresentation or negligent provision of advice, it must be shown that
the wrongdoer voluntarily assumed responsibility for the advice or infor-
mation provided to the third party who has suffered loss.”” Where an
agent (such as a director) assumes responsibility for advice or informa-
tion given by a company to a third party in the course of the company’s
business, only the company is liable to the third party.”® However, in the
case of other delicts, where assumption of responsibility is not a necessary
requirement for liability, an agent may be g)ersonally liable, and the
company vicariously liable, to the third party.”

Claims against third parties

1.50 A juristic person may pursue remedies for injury or loss suffered
as a result of delicts committed by third parties, so companies may
recover for damage caused to the company’s property,'” reputation
or creditworthiness.'”® A clear distinction should be drawn between (a)
loss suffered by the company as a juristic person and (b) loss suffered by
other persons related to a company. Members, directors or employees
have no rights to sue for damage to the company’s assets. One exception
to this principle arises in the case of derivative actions.'”

1.51 The board of directors of a public or private company has respon-

95 Houldsworth v City of Glasgow Bank (1880) 7 R (HL) 53.

96 Companies Act 2006, s 31.

97 Bank of Scotland v Fuller Peiser 2002 SL'T 574, following Henderson v Merrett Syndicates
Ltd [1995] 2 AC 145.

98 In Williams v Natural Life Health Foods [1998] 1 WLR 830, a (one-man) company
had been dissolved and the plaintiffs attempted, unsuccessfully, to have the
managing director and principal shareholder held personally liable for
misrepresentation.

99 Standard Chartered Bank v Pakistan Shipping Corporation (No 2) [2003] 1 AC 959.

100 Macaura v Northern Assurance Co Ltd [1925] AC 619.

101 FJameel v Wall Street Journal Europe Sprl (No 3) [2007] 1 AC 359.
102 Downtex plc v Flatley [2003] EWCA Civ 1282.

103 These are briefly discussed in para 5.65 below.
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sibility for the management of a company’s business and the board may
exercise all powers of the company. This responsibility, subject to the
company’s articles, extends to the control of litigation by the company.'**
Any action the board elects to pursue is pursued in the company’s name.
In the case of a general or limited partnership, the default rule is that
the decision to bring or defend an action is taken by the majority of
(general) partners.'”

Termination of legal personality

1.52 Dissolution of companies and LLPs is dealt with in Chapter 14:
Corporate Insolvency. The dissolution of partnerships and limited
partnerships is also dealt with in that chapter.

JURISTIC PERSONS AND CRIMINAL LIABILITY

Introduction

1.53 A juristic person is capable both of committing a criminal offence
and being the victim of a criminal offence.'”® The criminal liability of
juristic persons, however, poses particular problems of attribution. Not
only must conduct (actus reus) be attributed to the juristic person, but
also criminal intent (mens rea). Criminal intent may not, however, form
part of the corpus delicti of many statutory offences which essentially
impose strict liability. In contrast with the law of delict, vicarious lia-
bility has not been employed in order to attribute criminal liability to a
juristic person. The following section deals with the attribution mechan-
1sms employed by the criminal law.

Attribution

1.54 The ‘identification doctrine’ has been developed in the context of
companies but, in principle, applies also to other juristic persons.'®” That
doctrine identifies those individuals (in principle an open category) who
stand above the company’s employees and a%ents and who may be
considered the embodiment of the company.'™ Such individuals are

104 Companies (Model Articles) Regulations 2008 (SI 2008/3229), Model Articles
for private companies limited by shares, Art 2, Model Articles for public
companies, Art 4.

105 Partnership Act 1890, s 24(8).

106 Scottish Law Commission, Discussion Paper on Criminal Liability of Partnerships (DP
No 150, 2011), para 3.1. However, there are some criminal offences which can be
committed only by an individual because it is not possible to attribute the act
and intent to a juristic person: they include murder (but not culpable homicide)
and rape. Similarly, a juristic person cannot be a victim of crimes against the
person (e.g. murder, assault, rape).

107 Scottish Law Commission, Discussion Paper on Criminal Liability of Partnerships (DP
No 150, 2011) ch 3.

108 Tesco Supermarkets Ltd v Nattrass [1972] AC 153 at 170 per Lord Reid, applied in
Transco plc v HM Advocate 2004 JC 29.
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sometimes referred to as the ‘directing mind and will’ of the company.
The actions and intentions of such individuals are therefore considered
to be attributable to the company. The individuals likely to be con-
sidered a company’s embodiment must, of their nature, be senior
management. The identification doctrine is narrower in scope than the
principle of vicarious liability; but as in the case of vicarious liability, the
manager’s personal culpability must be established in order to attribute
it to the company he or she manages.

1.55 Alternative models of attribution have been adopted in the case
of various statutory offences. For example, the criminal liability of an
employer under section 3 of the Health and Safety at Work etc Act 1974
— failure to maintain a safe place of work — is a form of personal liability:
in the case of a juristic person, section 3 liability can be established with-
out the need first to establish the personal liability of an employee or
agent.'" In the case of corporate homicide, the statutory model of attri-
bution has been described as ‘holistic’ because it is based on manage-
ment failure within the organisation and not on the action/intent of a
single individual.''” Similarly, the attribution model adopted by the
Bribery Act 2012 is broader than the common law approach because it
holds a juristic person liable for failing to take action to prevent bribes
being paid by its employees (as well as attaching liability to employees
who arrange bribes).

1.56 Beyond senior managers, other individuals within a corporate
structure may incur criminal liability in two ways. In the first place,
individuals may be found to have acted ‘art and part’ in the commission
of an offence committed by others within the company, or by the com-
pany itself, or both. Secondly, individuals may commit the secondary
offence of assistance in respect of the commission of a primary offence.'"”
In such a case, conviction for the secondary offence does not require that
there has already been a successful prosecution for the primary offence.

Effect of dissolution

1.57 Termination of legal personality poses similar problems for crimi-
nal law as in the law of delict since there is no longer a legal person that
can be prosecuted. In Balmer v HM Advocate'' a prosecution under the
Health and Safety at Work etc Act 1974 was brought against a partner-
ship for breach of duties which had caused the deaths of fourteen people
in a fire. Prior to the indictment being served, however, the partnership
had been dissolved. As a result, it was held that the indictment was
incompetent.'"® The Scottish Law Commission subsequently investigated

109 R v British Steel plc [1995] 1 WLR 1356.

110 E.g. Corporate Manslaughter and Corporate Homicide Act 2007, s 1.

111 E.g. Health and Safety at Work etc Act 1974, s 36.

112 2008 SL'T 799.

113 There was no charge brought against the partners ‘art and part’ or under the
accessory liability provisions of s 36 of the Health and Safety at Work etc Act
1974. For the prosecution of trustees, see Aitkenhead v Fraser 2006 JC 231.
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the matter and its report has led to a change in the law whereby a
partnership can be prosecuted for a criminal offence committed within
five years of its dissolution.''*

Criminal sanctions

1.58  The most serious sanction for conviction of a criminal offence is
imprisonment. Juristic persons, however, cannot be imprisoned. The
common sanction, therefore, is to apply financial penalties to juristic
persons. In the case of a partnership, a fine is a debt owed by the part-
nership and may be recovered from the personal assets of the partners if
the firm’s assets are inadequate.''> Companies cannot indemnify direc-
tors for liability arising from a fine (and indeed civil liability for negli-
gence, default, breach of duty or breach of trust) imposed on directors
personally.''® The rationale for that approach is that an indemnity
would effectively shift the cost of mismanagement on to members.

114 Partnerships (Prosecution) (Scotland) Act 2013, s 1.

115 Scottish Law Commission, Report on Criminal Liability of Partnerships (No 224,
2011) para 3.1. The principle of limited liability prevents a fine levied on a juristic
person being recovered from the personal assets of company sharcholders, LP
limited partners or LLP members.

116 Companies Act 2006, s 232. Under s 233, however, a company may obtain
insurance for its directors against such liabilities. But it is a general principle of the
law of insurance that it is not normally possible to insure against fraud or other
criminal conduct.
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Chapter 2

General Principles of
Contract Law

2.01 Contracts are quintessentially about relationships. In the usual
case, two (or more) parties enter into an agreement in which they
commit themselves to certain obligations to each other. The relationship
between the parties is of relatively little importance in over-the-counter
sales or even in the high-value world of financial trading, where trans-
actions are concluded instantaneously. However, commercial parties
often enter into contracts which last for many years and the provisions of
the contract are the backdrop against which they do business with each
other. At the beginning of the life of a contract both parties optimisti-
cally hope that the courts need never be involved and, in most cases, the
content of the contract remains a private matter which regulates their
business relationship without contention. It perhaps seems strange that
the law should intervene at all in private commercial agreements and, in
the Common Law world, there has traditionally been reluctance for
either governments or courts to interfere with the operation of com-
merce. That reluctance stems from the belief that individual and
commercial freedom creates the best environment for business to flourish
and for the economy to grow. However, when things go wrong it is
important for business confidence and commercial certainty that the
agreement the parties have made with each other is enforceable and that
the remedies it provides can be relied on. Commercial contracts, there-
fore, have two principal functions: to provide certainty by setting out
clearly and concisely in advance the parties’ respective rights and obli-
gations; and to provide a solution when things go wrong through
application of the default rules of contract law.

2.02 Much of what we refer to as commercial law is founded on the
application of the law of contract in a corporate and business context.
Whilst particular types of contract have their own specific rules, for
instance insurance law or employment law, there are general principles
that apply to all contracts. The objective of this chapter is to provide a
selective overview of the general principles of Scots contract law which
are most relevant in a commercial context.! Attention is also given to the

1 The assumption is made that the parties to a commercial contract are businesses,
unless otherwise stated. No attempt will be made to outline the growing number of
rules which apply to consumer contracts. The law of promise is also excluded from
this chapter.

24
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content of commercial contracts and some of the most commonly used

terms. A more comprehensive treatment can be found in specialist text-
books.”

FUNDAMENTAL CONCEPTS IN CONTRACT LAW

Freedom of contract

2.03 The most important theoretical principle in contract law is _freedom
of contract. The development of contract law coincided with a period
when Scotland’s economy changed from being largely agrarian to one
that was industrial and commercial. By the end of the nineteenth cen-
tury contract cases dealt less often with transactions concerning horses
and cows and more frequently with obligations incurred by banks, share-
holders and company directors. In this period of transformation entre-
preneurs and investors were needed to oil the wheels of commerce and
the role of law was not to impede progress by placing obstacles in their
way. Hence, within certain limits, business people were free to decide
both whom they wanted to conduct business with and the terms on which
they entered into contractual relationships. Unless the contract had been
entered into using deceit, force or under a fundamental error,3 or it dealt
with illegal or immoral activities,* the rules of contract law would not
interfere with what the parties agreed. The purpose of contract law was
to facilitate commerce and the growth of wealth for the benefit of society
as a whole, as encapsulated in Jessell MR’s well-known statement:”

[I]f there is one thing which more than another public policy requires
it is that men of full age and competent understanding shall have the
utmost liberty of contracting, and that their contracts when entered into
freely and voluntarily shall be held sacred and shall be enforced by
courts of justice.

Legal certainty

2.04 What then was the role of the courts if not to interfere with com-
mercial bargains? The second part of the quotation tells us that it was
to ensure that contracts were enforced. This is the related principle of
sanctity of contract which contains the idea that the law will respect
commercial bargains, holding them as ‘sacred’, and will ensure that the
parties perform the obligations they have freely entered into. Contracts
are entered into against the backdrop of legal enforcement and legal
sanctions which in turn give both parties the legal certainty required in
the commercial world. If you cannot be sure that the agreements you

2 W W McBryde, The Law of Contract in Scotland (3rd edn, 2007); H L. MacQueen
and J Thomson, Contract Law in Scotland (3rd edn, 2012).

3 See paras 2.57-2.71.

4 Sece paras 2.78-2.83.

5 Printing and Numerical Registering Co v Sampson (1875) LR 19 Eq 462 at 465 per
Jessell MR.
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make have the support of the law, you cannot plan with certainty the
future of your business. And if businesspeople enter into high-value con-
tracts they need reassurance that if the other party fails to deliver they
have recourse to the courts to protect their assets and investment. Free-
dom and certainty go hand in hand to create the best commercial
environment for economic growth in that once the parties have exercised
their freedom they are legally bound by the obligations they have under-
taken. It i1s therefore good for the state and for society as a whole as a
matter of legal policy. Certainty is particularly important since the com-
mercial world is inextricably linked to the operation of credit. Loans and
other credit transactions are the day-to-day business of banks, financial
institutions and many businesses, but they are possible only because the
law of contract stands behind them as both a carrot and a stick.

Limitations on freedom of contract

2.05 Freedom of contract was the legal equlvalent of economic hberal—
ism, or laissez-faire, which had its heyday in the nineteenth century.®
However, freedom has its limits and in some circumstances may be illu-
sory, particularly where the parties are not on an equal footing. Even
in a commercial context a small business may find itself subject to harsh
contract terms when dealing with a much larger business: for instance,
a local newsagent dealing with a multinational company for the supply
of goods may be bound by that company’s standard terms and con-
ditions with no opportunity to negotiate a deal. In those circumstances it
cannot be said in reality that the newsagent has had true freedom of
contract to decide the terms on which any purchase is made. Freedom of
contract is most meaningful where the parties enter into contracts on
relatively equal terms, where both parties can negotiate about the terms
and can tailor the contract to their specific needs. Over the course of the
last fifty years judges and legislators have intervened to place limits on the
parties’ freedom where there was an imbalance of power and partlcularly
if one of the parties was a consumer dealing with a business.” The Law
Commission and the Scottish Law Commission have recently acknowl-
edged that a similar regime is needed to protect small businesses.”

Good faith and fair dealing in a commercial context

2.06 Another underlying, although not uncontested, concept in con-
tract law is good faith. The modern debate on the subject began after
Lord Clyde referred in Smith v Bank ofScotland to ‘the broad principle in
the field of contract law of fair dealing in good faith’® which sparked a
flurry of academic writing reflecting a broad range of views as to

6 For a fuller discussion see P S Atiyah, The Rise and Fall of Freedom of Contract
(Oxford, 1979).

7 For instance, the Unfair Contract Terms Act 1977, see paras 2.116-2.123.

8 See Joint Report on Unfair Contract Terms (Law Com No 292, Scot Law Com No
199, 2005) part 5.

9 Smith v Bank of Scotland 1997 SC (HL) 111 at 121.
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whether or not such a principle existed.'” Some argued that good faith
was indeed an underlying principle and appeared throughout the law of
contract in various guises; others were sceptical about the development
of a concept which was ill-defined and could lead to uncertainty. Since
then it has been affirmed at the highest judicial level that ‘good faith in
Scottish contract law . . . is generally an underlying principle of an ex-
planatory or legitimating rather than an active or creative nature’,'
and yet the Scottish judiciary remains resistant as a recent statement from
the Outer House demonstrates:'?

It 1s, of course, no part of Scots law that, in the absence of agreement,
parties to a contract should act in good faith in carrying out their obli-
gations to each other.

2.07 English law is similarly resistant to a general principle of good
faith'® but the courts have been willing to uphold a duty to act in good
faith (either express or implied) in particular commercial contracts.'*
Commercial parties often expressly embody the principle of good faith in
their agreements.”” If further proof were needed of its value two of
the world’s most successful market economies, the United States and
Germany, do not appear to have suffered for doing business under a
legal regime which places good faith at its core.'®

PRE-REQUISITES TO FORMATION OF CONTRACT

Agreement: consensus in idem

2.08 Contracts are voluntary obligations entered into by the parties of
their own free will. The core idea behind contractual agreement is that
of consent or consensus in idem, a meeting of the minds. The parties’ inten-
tions must coincide about the mutual rights and obligations they are
about to undertake towards each other. Establishing whether or not
agreement has been reached is often analysed by reference to the offer

10 See contributions in A D M Forte (ed), Good Faith in Contract and Property (1999).

11 R v Immigration Officer at Prague Airport, ex parte European Roma Rights
Centre [2004] UKHL 55, [2005] WLR 1 at para 60 per Lord Hope.

12 EDI Central Ltd v National Car Parks Ltd [2010] CSOH 141 at para [23] per Lord
Glennie.

13 Mid Essex Hospital Services NHS Trust v Compass Group UK and Ireland Ltd (t/a
Medirest) [2013] EWCA Civ 200 at para 265 per Jackson L]J.

14 Berkeley Community Villages Ltd v Pullen [2007] EWHC 1330 (Ch); CPC Group Ltd v
Qatart Diar Real Estate Investment Co [2010] EWHC 1535 (Ch); Yam Seng Pte Ltd v
International Trade Corporation [2013] EWHC 111; Bristol Groundschool Ltd v Intelligent
Data Capture Ltd [2014] EWHC 2145.

15 One of the world’s most important standard contractual documents — the English
law-governed International Swaps and Derivatives Association (ISDA) Master
Agreement — contains various clauses which expressly impose duties of good faith
on the counterparties. For further discussion of good faith and best endeavours
clauses see below at paras 2.107-2.108.

16 Birgerliches Gesetzbuch [BGB] (German Civil Code) § 242; American Uniform
Commercial Code art 2.
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and acceptance framework.'” Besides the central notion of agreement
there are certain other pre-requisites which must be satisfied before a
contract comes into existence: the parties must have legal capacity to
transact; they must intend to enter into a legal relationship; and the
essential terms of their agreement must be ascertainable. It should be
noted that a bare agreement is sufficient to conclude a contract in Scots
law and, unlike English law, there is no requirement for consideration.
The term consideration is sometimes found in Scottish case law but not
as a term of art and it is not a pre-requisite for formation of contract.
However, in English law a contract is binding only if supported by con-
sideration. This means, broadly speaking, that there must be reciprocity
or qmd pro quo and that each party must receive somethlng in return for
giving something.'® By contrast, Scots law recognises the enforceability
of unilateral or gratuitous promlses.19

Legal capacity

2.09 In every legal transaction there is a requirement that the party
or parties concerned must have the legal capacity to transact, i.e. they
must be legally capable of entering into obligations. Where individuals
are concerned they may be deemed to lack capacity because they are too
young®” or because they lack sufficient understanding or mental capacity
to enter into legal obligations. The consequence of entering into a con-
tract with a party lacking capacity is that the contract will be treated as
void, as if it never existed, and no rights or obligations can arise for the
parties in such circumstances.

2.10 In a commercial context, artificial legal entmes such as companies
and partnerships also require legal capacity,”’ which arises when they
are constituted as legal persons under the relevant legal framework. If
such a body acts outwith the powers conferred on it, it will be acting
ultra vires, 1.e. it will lack legal capacity and any contract entered into
will be void. The Companies Act 2006 has signiﬁcantly altered this posi-
tion in order to prevent such 51tuat10ns arising and to protect all parties
to a contract involving a company.?” The rule also applies to other
bodies who act under statutory authority, for instance local authorities
or trades unions. A recent example of this can be seen in Morgan Guaranty
Trust Co of New York v Lothian Regional Council® in which the local auth-
ority acted beyond the powers prescribed in the Local Government

17 See para 2.21 ff below.

18 For further detail and an account of developments in the definition of
consideration see E McKendrick, Goode on Commercial Law (4th edn, 2010) p72 ff;
also J Adams and R Brownsword, ‘Contract, consideration and the critical path’
(1990) 53 MLR 536.

19 Regus (Maxim) Ltd v Bank of Scotland plc [2013] CSIH 12, 2013 SC 331.

20 Age of Legal Capacity (Scotland) Act 1991.

21 See Chapter 1: Introduction to Juristic Persons.

22 See paras 1.35-1.36.

23 1995 SC 151.
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(Scotland) Act 1973 with the result that the contract it had entered into
was void. If money or other assets have changed hands there is no
remedy in contract law (because there is no contract in existence) but
there may be in the law of unjustified enrichment.

Intention to create legal relations

2.11 A second pre-requisite for entering into a contract is that the
parties must seriously intend the transaction to be a legally enforceable
obligation, sometimes known as the doctrine of ‘intention to create legal
relations’. Here context is important and there is a distinction between
agreements made in a social context and those in a commercial context.

Social and domestic agreements

2.12 There i1s a general presumption that obligations undertaken in a
social or domestic context are not intended to create legal obligations,
especially between family members. However, this is only a presumption
and there are likely to be many exceptions, for instance separation
agreements between couples or loans between family members. In
Robertson v Anderson®* an agreement between two friends to share their
bingo winnings was held to be a legally enforceable obligation, illus-
trating that the Scottish courts will easily look beyond the presumptions
to the facts and circumstances of an individual contract. Lord Reed
explained that the presumptions do not amount to ‘watertight compart-
ments’, rather ‘it is . . . essential to look at the particular facts to dis-

. . 25
cover whether those facts reveal an intention to conclude a contract’.”

Commercial agreements

2.13 Conversely, the presumption in a commercial context is that the
parties intend their agreements to be legally binding. Again the pre-
sumption can be rebutted but the words used must be very clear that
any agreement reached is not intended to have legal force. Phrases such
as ‘ex gratia’ or ‘subject to contract’ would tend to suggest that the par-
ties are still at the negotiating stage prior to reaching a final agreement
and have been so held in England. In Wick Harbour Trs v The Admiralty®®
an agreement was held to be binding despite the use of the words ‘ex
gratia’, Lord Sands taking the view that ‘[1]f he has agreed to a payment
it does not matter what he calls it".?” However, there is no hard and fast
rule and the Scottish courts will consider individual facts and circum-
stances in reaching a view about whether or not the parties intended
their agreement to be binding.

2.14 Particularly problematic are cases where the parties have osten-

24 2003 SL'T 235.
25 At para 13.

26 1921 2 SL'T 109.
27 At 112.
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sibly reached agreement but the final step of embodying that agreement
in writing has not yet been taken. The question that arises is whether
or not there is an enforceable contract without that final stage. There is
no doubt that freedom of contract demands that the parties can stipulate
when the contract comes into force and prior to that they retain the
right to withdraw glocus poenitentiae), but the words used must be clear
and unambiguous.”® In W S Karoulias SA v The Drambuie Liqueur Co Ltd*®
the two companies had a long-standing business relationship and a num-
ber of previous contracts. When their agreement came to be renewed the
negotiations between them were concluded in an email attaching the
‘final draft’ of the agreement with confirmation that two copies would
be sent for signature if everything was in order (which Karoulias agreed
it was). However, it transpired that Drambuie was in negotiations with
another distributor and did not intend to sign the final contract. The
court held that there was no binding agreement as both parties had
intended to be bound only when the agreement was signed. Similarly in
Royal Bank of Scotland plc v Carlyle®® a telephone conversation in which a
bank informed its customer that a loan of several million pounds had
been approved was not held to be a legally enforceable agreement with-
out being in writing, in part because their prior dealings had always
been in writing and because the details of the obligations which the
parties would be entering into were not specified.

Agreement on essential terms

2.15 The exercise of drafting a contract is an attempt to look into the
future, to cover all eventualities and to provide for the possibility that
things may go wrong. However, even if all the details are not settled, the
parties must agree on the essential terms before a contract can come into
existence and those vary depending on the type of contract:”'

As a matter of the general law of contract all the essentials have to be
settled. What are the essentials may vary according to the particular
contract under consideration.

2.16 In a contract of sale the subject matter and the price, or method
of fixing a price, must be agreed. For a lease to be enforceable the essen-
tial terms are the parties, the rent, the subjects to let and the duration
or ish. Agreeing on ‘a reasonable and fair market rent’ without stipu-
lating how such a figure would be arrived at has been held to be too
vagueSQand an indication that there was no consensus on this essential
term.

2.17 However, there have been exceptions to this general rule and

28 Such a right was recognised in H T Van Laun & Co v Neilson, Reid & Co (1904)
6 I 644 and Stobo Ltd v Morrisons (Gowns) Ltd 1949 SC 184.

29 [2005] CSOH 112, 2005 SLT 813.

30 [2013] CSIH 75, 2014 SC 188.

31 May & Butcher Ltd v The King [1934] 2 KB 17 at 21 per Viscount Dunedin.

32 Gray v Unwversity of Edinburgh 1962 SC 157.
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situations have arisen where essential elements of a contract have not
been agreed at the start. In R & J Dempster Ltd v Motherwell Bridge &
Engineering Co Ltd™ the parties were contracting against the backdrop of
a steel shortage in which businesses had to operate on a quota system.
Such was the demand for the product that the industry was operating an
‘open order’ system whereby work was carried out on the basis that the
price would be worked out later. The court concluded that price was a
secondary issue to supply: ‘in the market conditions operating when this
contract was made, all the essentials were settled’.’* As well as the un-
usual market conditions, it was relevant that the parties were already
performing the contract as well as the fact that not agreeing a price was
standard trade practice within the industry. In line with the principle
of freedom of contract the courts are reluctant to hold commercial agree-
ments invalid and will allow the parties considerable latitude.

2.18 Another important exception can be found in Avintair Ltd v Ryder Air-
line Services Ltd™ where one party was already providing services to the
other without having agreed a rate of commission. Despite the apparent
lack of an essential term the court did not find the contract invalid.*®
The fact that performance had already taken place was highly signifi-
cant in the court’s decision to substitute the missing term and to imply
that a reasonable sum should be paid for work done. Some commenta-
tors have been critical of the court’s decision, arguing that a term should
only be implied where it is clear the parties intended the matter to be
settled at a later date, but not where it was the very issue on which they
could not agree.””

Uncertainty of expression

2.19 Despite believing they have reached agreement, there may in fact
be no contract between the parties if the words used are too vague or if
there are contradictory terms which would undermine consensus. The
contract may be ‘void from uncertainty’ if that is the case. For instance
a description of a share in a partnership as being ‘a substantial interest’
was too vague to be enforceable;*® likewise a description of property as
‘the ground at present being quarried by our clients and the surround-
ings” with no identification of the boundaries.” The key is whether or
not the contract can be enforced as it stands, in which case some uncer-
tainty can simply be ignored. Alternatively, if the uncertainty arises from
an error in drafting, the offending term can be rectified under section 8
of the Law Reform (Miscellaneous Provisions) (Scotland) Act 1985.

33 1964 SC 308.

34 At 329 per Lord President Clyde.

35 1994 SC 270.

36 See also more recently RTS Flexible Systems Ltd v Molkerei Alois Miiller GmbH & Co
KG [2010] UKSC 14.

37 MacQueen and Thomson, Contract Law, para 2.8.

38 McArthur v Lawson (1877) 4 R 1134.

39 Grant v Peter G Gauld & Co 1985 SC 251.
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FORMATION OF CONTRACT

2.20 The idea of predicating the formation of a contract on the agree-
ment of the parties derives from a will theory of contract, so-called
because the parties are deemed to have intended and chosen the obli-
gations they enter into. However, there is a philosophical as well as a
legal difficulty with this theory in that it leads logically to an enquiry
into the state of mind of the parties at the time of contracting. This is, of
course, an entirely subjective matter and one which would be unwork-
able in practice. However, while maintaining agreement as the central
concept in the formation of a contract, the law will ascertain the exis-
tence and the terms of that agreement objectively. Instead of conducting
an investigation into the subjective intentions of the parties the question
for the court is not whether the parties actually consented but whether
they appeared to consent. This is assessed according to what they say and
what they do rather than what they think, according to the standards
of a reasonable person:*’

Commercial contracts cannot be arranged by what people think in their
inmost minds. Commercial contracts are made according to what people
say.

The offer and acceptance framework

2.21 'The principal technique used by the courts to determine whether
or not agreement exists is the offer and acceptance framework. The con-
duct or words of the parties is analysed objectively as an offer or an
acceptance until the point of agreement is reached. A contract is formed
when the terms of the offer are met with an unqualified acceptance. For
instance, after a successful job interview you would normally receive a
formal letter offering employment on certain terms and conditions,
including the salary. You are invited to respond to that offer, sometimes
within a certain time, by accepting the job on the terms specified. A con-
tract comes into existence at the moment the offer is accepted: ‘an offer
accepted is a contract, because it is the deed of two, the offerer and the
accepter’.*!

Limitations of the offer and acceptance analysis

2.22 It is perhaps worth noting that the offer and acceptance frame-
work does not adapt well to every contractual situation and is not the
only way in which a contract can be formed. Where formation of con-
tract and its performance are instantaneous, for instance over-the-coun-
ter sales, it is somewhat artificial to say that a newsagent ‘offers’ a
newspaper for sale and that I accept by handing over payment. Simi-

40 Muirhead & Turnbull v Dickson (1905) 7 F 686 at 694 per Lord President
Dunedin.
41 Stair, Institutions 1.10.3.
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larly, at the other end of the spectrum, where there are long and
complex negotiations with multiple drafts of documentation it can be
difficult to ascertain which version is an offer and which an acceptance.
Many, perhaps most, commercial contracts involve such a process and
the parties are free to stipulate that the contract will come into existence
only when negotiations are concluded and they have signed the final
draft of their agreement.*?

Coincidence of offer and acceptance

2.23 In order for there to be consensus in idem the terms of the offer and
the terms of the acceptance must coincide. In Mathieson Gee ( Ayrshire) Ltd
v Quigley” Dr Quigley was a GP in Renfrewshire who wanted the mould
removed from a pond on his property, so he contacted MG about the
work. MG wrote offering ‘to supply the necessary mechanical plant for
the excavation and removal ... of the mould’ to which Dr Quigley
replied ‘confirming my verbal acceptance of your offer to remove the silt
and deposit from the pond’. In retrospect it is clear that the parties were
at cross purposes, one offering to supply machinery, the other believing
he had a contract to carry out the work of removing the mould from his
pond, and the House of Lords held that this was a case of dissensus and
that no contract existed. However, the case was litigated through the
Scottish courts without such a conclusion and with differing interpre-
tations of what the contractual obligations of the parties were, thus demon-
strating that applying the offer and acceptance analysis is not always
straightforward.

The offer

2.24 One of the difficulties in contract formation is classifying whether
a communication from one of the parties amounts to an offer.

Pre-contractual statements not amounting to an offer

2.25 Often people will, by their words or their actions, indicate that
they are willing to do business but without intending to begin the process
of contract formation. These types of pre-contractual statements or
actions are sometimes referred to as ‘invitations to treat’ and must be
distinguished from offers. Indeed, the response to an invitation to treat is
usually an offer, thus beginning the contractual process. A key distinc-
tion 1s that a willingness to do business does not involve an intention to
enter into a legal obligation: it merely invites offers. Case law suggests
that making that distinction is not always straightforward, but as a
general rule the following are considered invitations to treat:

42 See discussion in Scottish Law Commission, Discussion Paper on Formation of Contract
(Scot Law Com DP 154, 2012) para 2.1ff (henceforth ‘SLC DP 154°).
43 1952 SC (HL) 38.
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o Advertisements are generally regarded as ‘trade puffs’ whose pur-
pose is to generate business, even if they use the wording ‘special
offer’. **

e Mail order catalogues are not offers even if they invite customers
to place orders.*” This also accords with business sense for if every
order placed amounted to a concluded contract the supplier could
easily find himself in breach of contract if stock was in short
supply.

e Window and shop displays are equivalent to advertising and are
not offers.*® Tt may be that a similar analysis would apply to
websites offering goods for sale although there is little authority to
date.

e Inviting tenders to be submitted amounts to an invitation to treat,
the response to which is to make an offer by submitting a bid.*’

Characteristics of an offer

2.26 An offer is a proposal to enter into an agreement which invites
acceptance. It is therefore implicit that if the party to whom the offer is
made accepts, then a binding contract is formed. The terms of the offer
must be sufficiently definite to create legal obligations and the offeror
must intend to be legally bound. Offers (and acceptances) are usually in
words, either written or spoken, but an offer can also be inferred from
conduct, for instance when you take products from a supermarket shelf
to the checkout.*® For an offer to be effective it must be communicated
to the offeree and, logically therefore, acceptance cannot take place or
be inferred prior to the offer being communicated.

2.27 An offer is usually made to a specific offeree, particularly in a
commercial context. However, it is possible for an offer to be open to the
general public. In an exception to the general presumption that an
advertisement does not constitute an offer, one placed in a newspaper
advertising a reward of a specific sum of money to anyone who complied
with its terms™ was held to constitute an offer ‘open to the world’ which
was sufficiently specific in its terms to show an intention to be legally
bound upon acceptance. Likewise automatic ticket and vending
machines have been held to amount to ‘standing offers’ open for accep-
tance by anyone.””

44 Fenwick v Macdonald, Fraser & Co Ltd (1904) 6 ¥ 850; Philp & Co v Knoblauch 1907
SC 994.

45 Grainger & Son v Gough [1896] AC 325 at 334 per Lord Herschell.

46 Fuisher v Bell [1961]1 QB 394.

47 Harvela Investments Ltd v Royal Trust Co of Canada (CI) Ltd [1986] AC 207.

48 Pharmaceutical Society of Great Britain v Boots Cash Chemusts (Southern) Lid [1953] 1
QB 401.

49 Carlill v Carbolic Smoke Ball Co [1893] 1 QB 256.

50 Thornton v Shoe Lane Parking Ltd [1971] 2 QB 163.
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Revocation of offers

2.28 An offer can be withdrawn at any time prior to acceptance. The
offeror can change his mind and has the right to withdraw the offer
(locus poenitentiae) unless the offer contains within it a promise to keep it
open for a specific period (a ‘firm offer’). Withdrawal or revocation of
an offer must be communicated before it is effective.”’ In exceptional
circumstances the offeree may be deemed to have been notified that the
offer has been withdrawn because communication is assessed objectively.
In Burnley v Alford** the fact that the solicitor was on a shooting trip and
not in his office to receive a telegram withdrawing an offer did not pre-
vent the withdrawal being deemed to have been communicated. Com-
munication depends on the operation of normal business hours and
practices and had they been followed in this case the withdrawal would
have been received. A modern equivalent may be a business which does
not take care to check emails on a regular basis or fails to deal with an
inbox that is full.

Lapse of offers

2.29 Where a time limit has been set in the offer it must be accepted
within that time period or it lapses. The precise wording of the offer will
determine whether or not the offer can be withdrawn before the time
period ends. An offer stating that it will be open for acceptance for three
days has been held to contain a promise to keep it open and it cannot
be withdrawn;”® however, an offer stating that it must be accepted
within three days has a different semantic meaning and can be revoked
during those three days.”* If no time limit has been specified an offer will
lapse within a reasonable time. What is considered reasonable may be
influenced by factors such as trade practice; market fluctuations; the
mode of communication adopted by the parties; and a material change
of circumstances which renders the offer redundant.”

2.30 If an offer is rejected by the offeree it will lapse. Rejection is
implied if the offeree makes a counter-offer in response to the offer.”®
Finally, the death or insanity of the offeror will bring the offer to an end,
but his insolvency will have no effect.”’

The acceptance

2.31 Once an offer is met with an unqualified acceptance indicating
consent to its terms a contract is formed. Offers and acceptances are

51 Thomson v James (1855) 18 D 1.

52 1919 2 SL'T 123.

53 Littlejohn v Hadwen (1882) 20 SLR 5.

54 Heys v Kimball and Morton (1890) 17 R 381.

55 See McBryde, Contract, paras 6-49-6-50.

56 See paras 2.32-2.33 below.

57 There is little authority on the effect of insolvency on the process of contract
formation but see the discussion in SLC DP 154 (n 42) paras 3.39-3.42.
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generally made verbally, either orally or in writing, and if the offer pre-
scribes a certain mode of acceptance, for instance that it must be in
writing, the acceptance must be in the prescribed form. The law is fairly
relaxed on this question and if no mode of communication is mentioned
then the acceptance can take any form although normally the accep-
tance will follow the form in which the offer is made. An offer can also
be accepted by conduct if actions imply consent to the offer.”® Where a
landlord allowed his tenant to remain in possession of a farm after the
lease had come to an end, continued to accept payment of rent and
allowed the tenant to carry out improvements, the landlord’s actions
were deemed to amount to consent and the constitution of an agreement
of lease.” Another example involves accepting payment by cashing the
offeror’s cheque.”” However, silence does not amount to acceptance
because there must be some positive indication by words or conduct of
consent to the offer.

Qualified acceptances

2.32 If an acceptance attempts to alter material terms of the offer it
amounts to a qualified acceptance, with two dramatic results:

(a) it rejects the original offer which then lapses and is no longer open
for acceptance; and

(b) the qualified acceptance in itself becomes a counter-offer which
is open for acceptance.

2.33 This analysis can lead to confusing results for the parties involved
and highlights one of the limitations of the offer and acceptance frame-
work. The parties may believe they are negotiating to the point of
agreement, but imposing a legal analysis which categorises their com-
munications as either offers or acceptances can lead to unlntended
results. For instance in Wolf and Wolf v Forfar Potato Company°' an offer to
supply potatoes was made by telex from one company (FPC) to the
other (WW) and it included terms relating to delivery, carriage, inspec-
tion and payment. The responding telex from WW ‘accepted’ the offer
but made alterations in relation to some of the terms (hence it was a
counter-offer). A phone call then took place between the parties subse-
quent to which WW sent another telex accepting the original offer.
However, the court held that the original offer had been struck down by
the counter-offer and was no longer available for acceptance, contrary
to the expectations of the parties. Where two cross-offers are made with-
out knowledge of or reference to each other, both have been held to
amount to offers open for acceptance.®?

58 Carlill v Carbolic Smoke Ball Co [1893] 1 QB 256; University of Edinburgh v Onifade
2005 SL'T (Sh Ct) 63.

59 Morrison-Low v Paterson 1985 SC (HL) 49 at 78 per Lord Keith of Kinkel.

60 See McBryde, Contract, para 6-83.

61 1984 SLT 100.

62 Findlater v Maan 1990 SC 150.
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Standard form contracts and the ‘battle of the forms’

2.34 'The rule relating to counter-offers is particularly problematic in
a commercial context where parties often use standard form contracts,
1.e. pre-printed forms containing detailed terms of the contract which are
standard for the business in question and are not individually negotiated.
Indeed both parties to a commercial contract may have their own stan-
dard terms and conditions and the question in those circumstances is
which set is to regulate the contract?

2.35 On a strict application of the counter-offer rule the party who
sends their standard terms last will prevail. This is known as the battle of
the forms and the rule boils down to the fact that whoever fires the last
shot wins. For instance, Company A makes an offer subject to its stan-
dard terms. Company B accepts subject to Company B’s standard terms,
which would amount to a counter-offer and A’s offer would lapse. If
Company A then performs the contract, B’s counter-offer is impliedly
accepted and B’s terms will prevail. This application of the offer and
acceptance framework is problematic and can work against the funda-
mental principle of freedom of contract.

2.36 Lord Denning suggested in the late 1970s that a different approach
might-be adopted:*’

In many of these cases our traditional analysis of offer, counter-offer,
rejection, acceptance and so forth is out of date. . .. The better way is to
look at all the documents passing between the parties — and glean from
them, or from the conduct of the parties, whether they have reached
agreement on all material points — even though there may be differences
between the forms and conditions printed on the back of them.

This suggestion has not been adopted in the last thirty-five years, but
the problem continues to attract the attention of law reformers and
academics.”t The Scottish Law Commission recommends an approach
similar to that proposed in international instruments such as the Draft
Common Frame of Reference:* the principal question is whether or not
there is sufficient agreement and intention to establish the existence of
a contract between the parties so long as they are agreed on the matters
essential to that contract, for instance supply of goods or services and
price. Where there are conflicting standard terms those in common will
form part of the contract and those which conflict will not. Any gaps
would then be filled by the general law of contract, with implied terms
playing a particularly important role. These seem sensible suggestions,
although they do transfer much of the work of establishing the terms of a
contract onto the courts rather than the contracting parties.

63 Butler Machine Tool Co Ltd v Ex-Cell-O Corporation (England) Ltd [1979] 1 WLR
401 at 404.

64 SLC DP 154 (n42) ch 5.

65 SLC DP 154 (n 42) para 5.20.
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Communication of the acceptance

2.37 For an acceptance to be effective it has to be communicated to
the offeror. The general rule, as for offers, is that an acceptance is valid
once it has been brought to the attention of the offeror, hence the offeror
must be aware of the acceptance. However, the form in which the accep-
tance is given is highly significant because there are different rules for
acceptances depending on whether the mode of the acceptance is con-
sidered to be an instantaneous or a non-instantaneous communication.

The postal acceptance rule

2.38 An important exception to the general rule that offers and accep-
tances must actually be communicated to the other party is the postal
acceptance rule which provides that where an acceptance is sent by post
a contract is concluded at the point of sending rather than the point of
receiving the letter. The rationale behind the rule is that the acceptor
has done everything he could to accept and that he has no control over
the postal service and any delays which may occur.®®

2.39 This leads to difficulty when there is a competition between differ-
ent forms of postal communication, depending on how they are classi-
fied. In the important case of Thomson v James"” one of the negotiating
parties posted an acceptance on 1 December and on the very same day
the other party posted a withdrawal of the offer — both letters arrived on
the same day. The court had to decide what the priority was between
one party’s wish to accept and the other’s wish to withdraw from the
contract. It was held that a contract had been concluded at the point of
posting the acceptance, applying the postal acceptance rule, and that
an offeree was entitled to assume that an offer was open until he heard
otherwise.

2.40 'The rule will apply even if there is a long delay in the letter arriv-
ing,”® although it must ultimately reach its destination for a contract to
be formed.®” Tt should also be noted that although it is a default rule it
is open to the parties to disapply it and to agree that all communications
between them must be received before they are effective to conclude a
contract.

Classification of modes of communication

2.41 Most communications between the parties are likely to be instan-
taneous, therefore they must be received and understood by the other

66 Dunlop, Wilson & Co v Higgins & Son (1848) 6 Bell 195.

67 (1885) 18D 1.

68 Facobsen Sons & Co v Underwood & Son Ltd (1894) 21 R 654.

69 Mason v Benhar Coal Co Ltd (1882) 9 R 883 at 890 per Lord Shand.
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party. Hence telephone conversations and, by analogy, other communi-
cations like telex and fax which make use of telephone lines are con-
sidered instantaneous. There is a duty on the party communicating an
offer, a withdrawal or an acceptance to take reasonable steps to ensure
the other party has received and understood the communication. For
instance in a conversation by mobile phone should signal be lost it would
be reasonable for the other party to Call back and check that communi-
cation had been properly understood.”” There is little authority on mod-
ern forms of communication such as text message or email, but most
commentators take the view that they would also be treated as instan-
taneous forms of communication even though they are not always so,’’
and given the problematic nature of the postal acceptance rule it seems
unlikely that the courts will extend its reach to other forms of com-
munication.

2.42 'The rationale behind the postal acceptance rule is that the offeree
has done all he can to accept by putting his acceptance in the hands of
a trusted agent, the Post Office or now the Royal Malil, to deliver it to
the offeror. By analogy it has been extended beyond communications
that are posted to telegrams which are delivered into the hands of that
same trusted agent. It may be that courier firms would fall into the same
category.

Proposed reforms of the postal acceptance rule

2.43 The rule has been criticised as being artificial and contrary to the
expectations of most contracting parties. Its original purpose was to pro-
tect an offeree against withdrawal of the offer, but arguably the balance
has swung too far in favour of the acceptor and there is a need for the
law to balance the interests of both parties to a contract. Under the
current law if an acceptance is posted the acceptor has full knowledge of
the risks whereas the offeror will usually be unaware that a contract has
come into existence until the acceptance arrives. The acceptor could
carry out certain activities in performance of the contract, but the
offeror has no such advantage.

2.44 The Scottish Law Commission has recommended abolition of the
postal acceptance rule since 1977 and continues to do so,”* but recom-
mends retaining it in one instance in order to provide more protection
for the offeree. The proposal is that an offer should not be able to be
withdrawn once an acceptance has been posted.”” The result in Thomson
v James would, therefore, be no different.

70 Entores v Miles Far East Corporation [1955] 2 QB 327.

71 MacQueen and Thomson, Contract Law, para 2.35; McBryde, Contract, para 6-
118. For a contrary view see A D Murray ‘Entering into contracts electronically:
the real w.w.w’ in L. Edwards and C Waelde (eds), Law and the Internet (2nd edn,
2000).

72 SLC DP 154 (n 42) para 4.13.

73 At para 4.14.
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Contracts and writing

2.45 Itis a general pr1nc1ple that most contracts do not need to be in
writing in order to be valid.”* Commercial contracts are often detailed
written documents, running to hundreds of pages, so that the terms of
the agreement are clear and can subsequently be referred to in case of
doubt. The written document also marks a clear transition between the
negotiation stage and the contract proper and the parties can therefore
rely on the terms of the written document rather than what was said in
the negotiation process. However, this is a choice made by the parties
or their lawyers and there is no legal requirement to do so.

The Requirements of Writing (Scotland) Act 1995

2.46 'The rules on writing and formal validity of contracts are set out
in the Requirements of Writing (Scotland) Act 1995 (the 1995 Act’)
which begins by statlng that general principle.”” The main exception to
the general rule is that writing is requlred for contracts relating to real
rights in land.”® This includes missives for the sale of heritable property,
standard securities and leases of more than one year,”” as well as other
contracts which create, transfer, vary or extinguish any of the fixed list
of real rights.”® Such contracts must be ‘subscribed’, or signed at the
bottom of the document, by each granter in order to be Vahd and they
can be traditional paper documents subscribed in pen and 1nk ? or elec-
tronic documents authenticated by an electronic signature.® The Scot-
tish Law Commission has pointed out that in modern life many if not
most traditional documents start out in electronic form but are later
printed and signed in the usual way. It appears that the character of a
document, whether traditional or electronic, will be determined at the
point of execution according to the type of signature used.?’ Contracts
relating to a real right in land do not, therefore, exist unless they are in
the form prescribed in the 1995 Act and the parties are free to withdraw
from negotiations.

2.47 However, in certain circumstances the parties are personally
barred from denymg that a contract exists even if 1t 1s not in writing
when it ought to be. Four conditions must be satisfied:”

o There must be a prima facie contract, i.e. the parties must have

74 Certain specific contracts regulated by statute do require writing, for instance
the Consumer Credit Act 1974 and the Employment Rights Act 1996: see
MacQueen and Thomson, Contract Law, para 2.44.

75 1995 Act, s 1(1).

76 1995 Act, s 1(1)(2)(a)(i).

77 1995 Act, s 1(7).

78 See para 3.22.

79 1995 Act, s 2(1).

80 1995 Act, s 9B(1).

81 SLC DP 154 (n 42) para 7.9.

82 1995 Act, s 1(3)—(4).
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reached agreement on all the essentials and intend to be legally
bound.

o One party (‘the first person’) must have acted in reliance on the
putative contract.

o Those actions must be carried out by the first person with the
knowledge and acquiescence of the other party (‘the second person’).

e The first person (who has acted in reliance) must be affected to a
material extent by his actions, for instance by having incurred
expenditure, and must also be adversely affected to a material
extent if the second person were to withdraw from the agreement.

If all of these conditions are satisfied, the second person cannot withdraw
from the obligation even although it has failed the test for formal vali-
dity. The contract will survive.

2.48 An example will illustrate the operation of these provisions. Alan
and Bob orally agree that Alan will buy Bob’s land as the site of his new
development. Before the paperwork is complete Alan begins digging the
foundations, keen to make a start. On his way to work Bob notices that
Alan has brought in his mechanical digger and that work has begun but
he does nothing to prevent it. A week later Bob receives a much higher
offer for the land and has his solicitor draw up missives to sell it to
Charles. Alan and Bob certainly have an agreement but it is not for-
mally valid in terms of the 1995 Act. However, Alan has acted in reli-
ance on it and Bob knows this but does nothing to stop the work. The
only remaining condition is that Alan must be affected to a material
extent by his actions, for instance if he hired the digger or paid work-
men; and he must also be materially affected if the sale does not go
ahead, for instance if he had taken out a fixed-term loan for the purchase
and was committed to paying interest on it. A contract would exist
despite it not being in writing.

Execution in counterpart and remote transactions

2.49 In a global economy commercial contracts are often entered into
by multiple parties who may be spread across Scotland, the UK or the
world. As mentioned previously, it is possible for contracts to come into
existence other than by reference to offer and acceptance, particularly
in a commercial context where it is common for the parties to agree that
the contract will only come into existence once they have signed a final
written document incorporating all of their negotiations. If their agree-
ment is to be embodied in a single written document, or set of docu-
ments, until now this would mean a single ‘signing ceremony’ in which
all of the parties are gathered together in one location at significant cost
once travel and billing hours are taken into account for all concerned.
At the time of writing a new Bill is before the Scottish Parliament to
allow the parties to an agreement to sign and execute identical agree-
ments (counterparts) remotely, in their own geographical location, and
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for those documents to be regarded as a single agreement between the
parties.®’

2.50 The Legal Writings (Counterparts and Delivery) (Scotland) Bill**
was introduced into the Scottish Parliament in May 2014 and it provides
a legal basis for parties to conclude a contract by signing their own
counterpart of the agreement and then delivering it to the other party or
parties. In terms of contract formation, it is only once each counterpart
has been signed and delivered to the other parties that a contract is
formed unless the parties have agreed an alternative. The Bill allows for
a single nominee to take delivery of all counterparts to avoid the com-
plexity of sending multiple copies to a range of parties. It also provides
for digital signatures and electronic delivery of documents but envisages
that in most cases the documents will be signed by hand in the tradi-
tional way, but will subsequently be transmitted to the other parties or
to the nominee electronically as an email attachment or a fax. A further
innovation is to allow only part of the counterpart to be delivered so
long as that part is clearly part of the counterpart which has been
signed. As a minimum the signature page must be delivered. The elec-
tronically scanned or faxed version of the counterpart does not have
probative value and if the parties wish to register the contract in the
Books of Council and Session the original signatures, duly witnessed, will
need to be gathered together into a single document for registration.

Third party rights: jus quaesitum tertio (‘JQT”)

2.51 The parties to a contract may agree that a third party should be
given rights or benefits under their contract. In Scots law this is referred
to by the Latin phrase jus quaesitum tertio, the right of third parties. The
most obvious example is a life assurance policy which is a contract
between the insured and the insurance company but which will usually
stipulate that in the event of the insured’s death the proceeds of the
policy go to a family member. That person (known as the ‘tertius’) will
have a legally enforceable right in the contract although not a party to
1t.
For a valid JQT to exist the following conditions must be satisfied:

e There must be a contract in the first place — a JQ'I' can only arise
from a contract and not from another legal transaction such as a
trust.

e There must be intention on the part of the contracting parties to
benefit the tertius and this must be clearly expressed in order to be
legally enforceable.®

o The third party must be clearly identified even if not specifically
named or in existence.

83 For greater detail see SLC DP 154 (n 42) part 3.

84 SP Bill 50, 2014.

85 Funnie v Glasgow & South-Western Railway Co (1857) 3 Macq 75.

86 Morton’s Trs v Aged Christian Friend Society of Scotland (1899) 2 I 82.
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e The right must be made irrevocable.

Irrevocability

2.52 It is an essential feature of a JOT as the law currently stands that
it must be rendered irrevocable, i.e. it must be put beyond the power
of the contracting parties to change their minds. This may be done by
intimation or delivery to the tertius but it may be enough for the third
party to know about the right.”” In the leading case®™ a life assurance
policy had not been delivered but the tertius knew it existed and this was
enough to constitute a JQT. Lord Dunedin commented that irrevoca-
bility can be shown in various ways either expressly or by inference and
much will depend on the circumstances of the individual case.

INVALID AND UNENFORCEABLE CONTRACTS

2.53 This section will consider situations in which contracts are either
invalid or unenforceable and are, therefore, ineffective. The first part
examines ways in which a contract can be nullified because there is
deemed to be no consent or flawed (vitiated) consent and as a result the
contract 1s essentially invalid. Three classic vitiating factors are ex-
amined: fraud, error, and force and fear. The second part examines
situations in which a contract may become unenforceable, i.e. the con-
tract remains valid but it cannot be enforced usually because of external
events outwith the control of the parties or on grounds of public policy.
These two categories clearly have different conceptual underpinnings
but they are treated together since both have the effect of bringing per-
formance of the contract to an end.

Void and voidable contracts

2.54 A void contract, sometimes referred to as being null or null ab
wnitio, 1s one that has no legal effect and contractual remedies are thus
not available to the parties. Usually a contract will be void because
there is a flaw in the consent of one or both parties that is so severe that
the law deems there to have been no contract from the outset. By con-
trast a voidable (or annullable) contract is one that has come into exis-
tence but is retrospectively set aside because a vitiating factor, such as
misrepresentation, has later come to light with the result that consent
turns out to have been flawed. A voidable contract exists up to the point
when it 1s rescinded at which point the parties are obliged to restore each
other to their original starting positions (restitutio in integrum) by undoing
any effects of the contract, for instance by returning money or property

that has already changed hands.

87 See MacQueen and Thomson, Contract Law, paras 2.76-2.78 for discussion of other
ways in which a JQ'T might arise.
88 Carmichael v Carmichael’s Executrix 1920 SC (HL) 195.
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Implications for third parties

2.55 Usually it will be of little consequence to the contracting parties
whether a contract is deemed to be void or voidable. However, it is a
crucially important distinction where third parties are involved. The dis-
tinction is illustrated in the well-known cases of Morrisson v Robertson®
and MacLeod v Kerr.” In both a plausible rogue pretending to be some-
one else tricked the owner of goods into selling them to him: in the first
case, on the credit of the party for whom the rogue was pretending to
act; in the second, by paying with a cheque from a stolen chequebook
which was subsequently dishonoured. In both cases the rogue sold the
goods on to a good faith third party (and in both the rogue was later
convicted of the crime of theft). In both cases there was a competition
for the goods between the original owner/seller and the third party who
had bought in good faith. In Morrisson it was held that an essential error
as to the identity of the buyer rendered the contract void, that the rogue
had therefore never acquired title to the goods and so neither did the
good faith third party. The owner regained his cows. In MacLeod, by
contrast, the owner was held to be the victim of fraud, the contract was
voidable and, therefore, the good faith third party was entitled to keep
the car in question.

2.56 In such a scenario the law has to make a policy choice. There are
two innocent parties: the seller and the innocent third party buyer who
has no knowledge of the deception. Who should be protected? Normally
the law favours the third party and this is indeed the rule where a con-
tract is voidable, on condition that the third party has given value and is
in good faith (i.e. has no actual or constructive knowledge of the flaw).
However, if a contract is void the third party is not protected and can-
not acquire rights under a void contract. This will be a relatively rare
occurrence and only if the flaw in consent is so serious that no contract
has come into existence in the first place. A contract can be void where
there is dissensus, incapacity, force and fear and, in some cases, error. In
all other cases it will be voidable.

Fraud

2.57 Historically fraud had a wide meaning in Scots law and could
encompass a spectrum of behaviour ranglng from deliberate decelt to
simply taking advantage of someone in an unscrupulous way ' Under
the influence of the 1mportant English case of Derry v Peek” the meaning
of fraud narrowed so that in modern Scots law fraud amounts to inten-

89 1908 SC 332.

90 1965 SC 253. For comment see D Reid and H L. MacQueen, ‘Fraud or error: a
thought experiment?’ (2013) 17 Edin LR 343.

91 See D Reid, ‘The doctrine of presumptive fraud in Scots law’ (2013) 34 Journal
of Legal History 307.

92 (1889) LR 14 App Cas 337.
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. . . . . . 93
tional or reckless deceit or ‘a machination or contrivance to deceive’.

Within this narrow definition it has been said that ‘the categories of
fraud are never closed’”® and any behaviour which is intentionally
designed to deceive will amount to fraud. Fraud will render a contract
voidable and, as it also amounts to an intentional delict, damages can be
claimed. The principal manifestation of fraud in the modern law is in the

. . 9F
law of misrepresentation.”™

Misrepresentation

2.58 A misrepresentation is any inaccurate statement of fact which
would have resulted in any reasonable person refraining from entering
into the contract had that statement not been made. Advertisements are
not generally presumed to be statements of fact unless they claim to have
a factual basis, for instance in scientific research; nor are statements of
opinion or statements of future intent. Although misrepresentations
generally are to be found in written or oral statements, they can also
take the form of positive misleading conduct. Deliberately placing repro-
duction furniture which had been distressed to make it look old among
genuine antiques amounted to a misrepresentation because of the seller’s
positive misleading conduct.”® In a recent case involving a fake antique
table (described as being ‘designed to deceive’) which was offered at
auction the court held that in order for it to amount to a misrepresenta-
tion there must be intention to deceive, i.e. fraud.”’

2.59 A misrepresentation cannot generally be constituted by silence
unless there exists a duty of disclosure;” for instance where there is a
fiduciary or quasi-fiduciary relationship between the parties, or in the
special category of contracts which are considered of the utmost good faith
(uberrimae fidet) such as insurance contracts or partnership agreements.

2.60 Four conditions must be satisfied for a misrepresentation to be
operative:”

(a) the misrepresentation must be made by the other contracting
party — or their agent — and not a third party to the contract;

(b) it must be made prior to formation of the contract, generally in
the course of negotiations between the parties;

93 Erskine, Institute 111.1.16.

94 McBryde, Contract, para 14-03.

95 It should be noted that many commentators regard misrepresentation as an aspect
of the law of error, MacQueen and Thomson, Contract Law, para 4.27; for
discussion see Reid and MacQueen (n 90).

96 Patterson v H Landsberg & Son (1905) 7 F 675.

97 Lyon and Turnbull v Sabine [2012] CSOH 178. See M Hogg, ‘A Regency drama:
misrepresentation by appearance, reduction and restitutio in integrum’ (2013) 17
Edin LR 256.

98 Broatch v Jenkins (1866) 4 M 1030.

99 Ritchie v Glass 1936 SL'T 591.
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(c) the misrepresentation must cause the other party to be under a
material error; and

(d) there must be a causal link between the error and the reason for
entering into the contract.

Consequences of a misrepresentation

2.61 An operative misrepresentation will render a contract voidable
and it can be rescinded if restitutio in integrum is possible. In Boyd & Forrest
v Glasgow & South-Western Railway Co'™ the contract could not be
annulled even although an innocent misrepresentation was established
because construction work had already been carried out: ‘unless the
railway is obliterated, restitutio in integrum is impossible’.'°" Despite the
fact that the House of Lords has advocated a more flexible approach'®?
the Scottish courts continue to apply this condition strictly.

2.62 Misrepresentations can be made fraudulently, negligently or
‘innocently’ (i.e. without intention or negligence) and the distinction is
important in relation to remedies. A fraudulent misrepresentation
involves making an inaccurate statement intentionally or recklessly with-
out regard to its truth. As well as rendering the contract voidable damages
can be claimed in delict, since fraud is an intentional delict. A mis-
representation may also be made negligently, most notably by pro-
fessional or expert advisers whose opinions are likely to be relied on.'%
For such negli%ence damages can be claimed in addition to any contrac-
tual remedy.'"" However, if a misrepresentation is made innocently, i.e.
where a person honestly believes in the statement they are making but
it 1s false nevertheless, the only remedy is contractual (rescission) and no
damages can be claimed.'”

Error

2.63 ‘Error arises when there is a discrepancy between reality and a
party’s belief.”!%

One of the most complex areas which contract law must deal with is
the situation when people make mistakes. If I have entered into a con-
tract under some kind of error, how should the law deal with that error?
Subjectively, if I have made a mistake it would appear to be unfair to
insist on performance of the contract. On the other hand, setting aside
the contract on the grounds of my error may be equally unfair to the
other party, not to mention the difficulties of proof, and contracting

100 1915 SC (HL) 20.

101 At 36 per Lord Shaw.

102 Spence v Crawford 1939 SC (HL) 52 at 70 per Lord Thankerton.

103 This is an exception to the rule that statements of opinion do not constitute a
misrepresentation: Esso Petroleum Co Ltd v Mardon [1976] QB 801.

104 Law Reform (Miscellaneous Provisions) (Scotland) Act 1985, s 10.

105 Boyd & Forrest v Glasgow & SW Railway Co 1915 SC (HL) 20.

106 McBryde, Contract, para 15-36.
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parties need to be able to rely on obligations that have been entered
into. Much of the confusion which can be found in decisions involving
error comes back to the familiar tension between the subjective and the
objective approach. The application of objective criteria to an essentially
subjective problem is the heart of the error dilemma.

2.64 There are three basic types of error in contracts.'”” First, there
may be an error in expression where the terms of a written contract do
not match the agreement of the parties.'” Such errors can be recti-
fied.'” Secondly, there may be an error in performance, for instance if
money is paid in error or goods delivered to the wrong person. The
remedy 1n these cases usually lies in unjustified enrichment if it was not
caused by the fault of either party.''” Thirdly, there may be an error in
the consent of one or both parties, consensual error.

2.65 Scots law has always offered a remedy for a consensual error. The
traditional approach was that for the contract to be reduced the error
must be in ‘the substantials’ of the contract, sometimes referred to as
essential error. Error in the substantials must fall within one of five pre-
defined categories:''" the subject of the contract, the identity of the debt-
or in the obligation, the price, the quality of the thing bargained for,
or the nature of the contract. Such an error in theory prevents formation
of a contract with the result that any putative contract will be void.""”

2.66 Three types of consensual error are recognised: common error,
mutual error and unilateral error. A common error occurs where the
parties are mistaken as to the same thing,'"® for instance the extent of
boundaries in the sale of property. A mutual error occurs where the par-
. . 114

ties are both mistaken but are at cross purposes..  Both types of error
will prevent formation of a contract and can be considered examples of
dissensus. Both will also be rare.

2.67 The most problematic case is where only one of the parties is
labouring under an error, i.e. a unilateral error. A key question to ask is
whether the error was induced or not by the other contracting party. If

it was induced, this amounts to a misrepresentation and the contract will
be voidable.'"?

107 McBryde, Contract, para 15-01.

108 Anderson v Lambie 1953 SC 94.

109 Law Reform (Miscellaneous Provisions) (Scotland) Act 1985, ss 8, 9.

110 Morgan Guaranty Trust Co of New York v Lothian Regional Council 1995 SC 151.

111 Bell, Principles § 11; Stewart v Kennedy (1890) 17 R (HL) 25.

112 Morrisson v Robertson 1908 SC 332.

113 Hamalton v Western Bank of Scotland (1861) 23 D 1033.

114 Mathieson Gee ( Ayrshire) v Quigley 1952 SC (HL) 38.

115 See paras 2.58-2.62 above. There is some discussion to the effect that an induced
error (i.e. a misrepresentation) which falls within one of the five categories of error
in the substantials ought to lead to a void contract, as in fact was the case in
Morrisson v Robertson. There is little authority on this issue, but see the English case
of Shogun Finance Ltd v Hudson [2003] UKHL 62, [2004] 1 AC 919.
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116

2.68 An uninduced error will not be sufficient to annul a contract.
However, if such an error is combined with an additional factor it may
be operative:'!”

(a) if the contract is gratuitous;''® or

b) if the other party is aware of the error and takes advantage of that
party g
Eerror.

The second suggestion has both older and more recent authority in Scots
law and amounts to punishment of bad faith and sharp practice. In
Steuart’s Trs v Hart''? a contract was reduced on grounds of an unin-
duced unilateral error because the seller knew about the purchaser’s
error and took advantage of it, Lord Deas holding that ‘the purchaser is
not fairly entitled to take advantage of such an error’.'* More recently
in Angus v Bryden'®' and Parvaiz v Thresher Wines Acquisitions Ltd'** that
principle has been affirmed.

Force and fear

2.69 Force and fear or extortion was one of the earliest grounds of chal-
lenge to a contract in Scots law. The terminology is misleading in that
it suggests that to be a valid ground of challenge two elements are
required, namely force and fear. It would be more accurate to call this
ground of challenge force or fear since either may be sufficient depending
on the circumstances, and most of the cases focus on fear:'>

although we couple together force and fear as one ground of reduction,
the act of force is truly only one means of inducing fear, the true ground
of reduction being extortion, through the influence of fear induced in
[the] various ways.

2.70 In English law the equivalent terminology is duress. Force and
fear will be a relevant ground of challenge where some form of coercion
or pressure is applied to secure consent. The essence of the challenge is
that a deed was granted or a contract entered into without consent
because it was induced by fear and often threats. Force and fear is his-
torically regarded as being such a serious matter that consent is excluded
completely and any contract will be void.'**

116 Steel v Bradley Homes(Scotland) Ltd 1972 SC 48; Royal Bank of Scotland plc v Purvis
1990 SL'T 262; Spook Erection (Northern) Ltd v Kaye 1990 SLT 676.

117 This borrows from McBryde’s ‘error plus’ analysis, i.e. a unilateral error requires
an additional factor before it will be operative, see McBryde, Contract, para 15-
23.

118 Hunter v Bradford Property Trust Ltd 1970 SL'T 173.

119 (1875) 3 R 192.

120 At 200.

121 1992 SLT 884.

122 2009 SC 151.

123 Priestnell v Hutcheson (1857) 19 D 495 at 499 per Lord Deas.

124 Stair, Institutions 1.9.8. For discussion see J E du Plessis, Compulsion and Restitution
(2004) para 6.2.2.
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2.71 'The force or threat must be sufficient to annul consent; therefore
futile or empty threats will not be sufficient. In addition, the threat itself
must be illegitimate,'®” for instance threatening assault or harassment
of a family member but not a threat to report illegal behaviour to the
police, which would not be unlawful. In a commercial context English
law has developed the concept of economic duress. However, legitimate
commercial pressure, no matter how unpleasant it may be to undercut a
competitor’s prices or create other financial difficulties for him, will not
be sufficient as the law currently stands in Scotland unless it is unlawful
behaviour. Generally the law of contract will accept that in a capitalist
system economic pressures are a legitimate part of the operation of the
free market.

Unenforceable contracts

2.72  Contracts may become unenforceable because of events outwith
the control of the contracting parties which they have not foreseen, or
on grounds of public policy. It is important to note that, unlike contracts
which are void or voidable, the contract is not nullified retrospectively.
The contractual relationship between the parties still exists and trans-
actions which have already taken place, such as payment, are not invali-
dated. However, if the contract cannot be enforced it simply stops and
any future performance is suspended. Frustration of contract and illegal-
ity both render contracts unenforceable.

Frustration of contract

2.73 Frustration of contract arises where some external event ‘super-
venes’ between the time when the contract is formed and the time when
performance is due which renders performance illegal or impossible or
radically different in nature from what the parties had contemplated
when they entered into the contract. Frustration is a relatively rare
occurrence and most commercial contracts will contain force majeure
clauses which accept the risk that unforeseen events will happen but pro-
vide that the contract will continue nonetheless. They may even stipu-
late how the risk is to be allocated, in which case the parties have made
their own agreement about the consequences and they have contracted
out of the frustration regime.'*® Since frustration does not bring the con-
tract to an end any relevant terms of the contract remain enforceable
(e.g. an arbitration clause). It is only performance which is suspended.
For a contract to be frustrated neither party must have caused the
supervening event — the idea that neither of the parties is at fault is an
important one.'?’

125 Earl of Orkney v Vinfra (1606) Mor 16481.
126 MacQueen and Thomson, Contract Law, para 4.86.
127 Maritime National Fish Ltd v Ocean Trawlers Lid [1935] AC 524.
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Supervening illegality

2.74 Supervening illegality arises where there has been a change in the
law between the time a contract is formed and the time when perfor-
mance is due. Many of the cases on frustration deal with the outbreak of
war.'” A modern equivalent could perhaps be found in the conse-
quences facing companies that were trading with Iraq when sanctions
were imposed. Often supervening illegality is caused by emergency legis-
lation: for instance a wartime ban on importing pine wood rendered a
contract for the supply of wood illegal;'*? and a Scottish company found
itself trading with an enemy alien (an Austrian company) after the out-
break of the First World War, thus rendering any future supply of mar-
ine engines illegal.”” Had there been a state of war between the UK
and Austria when they entered into the contract the rules on illegal con-
tracts would have applied from the start.'”'

Supervening impossibility

2.75 Supervening impossibility arises where performance of the con-
tract has become impossible, not simply more difficult or more expen-
sive, because of a supervening event. For instance, the subject matter of
the contract may have been destroyed (rei interitus)'** or it may be held
constructively to have been destroyed if it has become impossible to use it
for its original purpose, such as a property that became impossible for a
tenant to live in because it had been requisitioned by the military.'*?
The same principle would apply where the qualities of a person are
essential to the contract (delectus personae), for instance a concert pianist
or a particular artist with unique and irreplaceable skills. The change of
circumstances must be outwith what the parties had contemplated when
they entered into the contract. Some changes may make performance
impossible, for instance a strike by workers, but a frustrating event must
be outwith the normal range of risks that the parties impliedly undertook
when they entered into the contract.

Supervening radical change of circumstances

2.76 A third category of events may frustrate a contract if they amount
to a radical change of circumstances. In this case the supervening event
does not render performance impossible or illegal but instead it destroys
the basis of the agreement between the parties, i.e. performance would
be radically different from what the parties had envisaged. It is not

128 See W W McBryde and I Scobbie,The Iraq and Kuwait conflict: the impact on
contracts’ 1991 SL'T (News) 39.

129 James B Fraser & Co v Denny, Mott & Dickson 1944 SC (HL) 35.

130 Cantiere San Rocco SA v Clyde Shipbuilding and Engineering Co Ltd 1923 SC (HL) 105.

131 See para 2.78 fI.

132 In Taylor v Caldwell (1863) 3 B & S 826, a building was destroyed by fire.

133 Mackeson v Boyd 1942 SC 56.
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enough for performance to be more difficult or less profitable'** but it
must destroy the common assumptions of the parties at the point when
they entered into the contract.

The consequences of frustration

2.77 Frustration renders a contract unenforceable (not void or void-
able) with the result that future performance is suspended and the parties
are free from their obligations after the supervening event has occurred.
Frustration only has future effect, so that any contractual effects which
have occurred before the supervening event took place will survive and
are not struck down. If one of the parties has already incurred costs, for
instance by having paid for a service that becomes impossible to render,
in principle the losses lie where they fall and no damages are payable.
Where the effects of frustration are inequitable the courts have been will-
ing to grant a remedy in unjustified enrichment.'” More recently the
Supreme Court has acknowledged that there may be scope in future for
an alternative approach based on ‘equitable adjustment’ of the contract
where it has been frustrated.'®

Illegal contracts

2.78 In all areas of private law court decisions are sometimes made not
on the grounds of a specific rule of law but on the grounds of public
policy and this is clearly illustrated in the area of illegal contracts, some-
times referred to as pacta illicita.">” As in the case of frustrated contracts,
if a contract is set aside on grounds of illegality it is neither void nor
voidable, but it becomes unenforceable and any future performance
simply stops.

2.79 Some contracts are illegal from the outset because they are in
explicit contravention of either a rule of common law or a statutory pro-
vision, for instance entering into a contract with someone to commit a
theft or an act of deception. Others may be impliedly illegal in that they
do not directly contravene a rule of law but the illegality is to be found
in the way in which the contract is performed. For instance, in Jamieson
v Watts Tr'*® under wartime regulations it was necessary to obtain a
licence to carry out construction work. Mr Jamieson, a joiner, did have

134 Tsakiroglou & Co Ltd v Noblee Thurl GmbH [1962] AC 93 where the cost of shipping
increased because of the closure of the Suez Canal but although the contract was
less profitable it was not held to be frustrated; see also Davis Contractors Ltd v
Fareham Urban District Council [1956] AC 696.

135 Cantiere San Rocco SA v Clyde Shipbuilding and Engineering Co Ltd 1923 SC (HL) 105.

136 Lloyds TSB Foundation for Scotland v Lloyds Banking Group plc [2013] UKSC 3 at para
[46] per Lord Hope; for further comment on equitable adjustment following the
Outer House decision in Lloyds see L Macgregor, ‘Long-term contracts, the rules
of interpretation and “‘equitable adjustment™ (2012) 16 Edin LR 104.

137 Only a brief overview of principles is set out below. For a more extensive
treatment of this complex area see McBryde, Contract, ch 19. Immoral contracts

would also come into this category but are not dealt with in this chapter.
138 1950 SC 265.
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the necessary licence to carry out work up to the value of £40 but he
exceeded the permitted value. His contract with his customer was not in
itself illegal but the way in which he had performed it was and as a
result the court would not ‘lend its aid in any way to one who has to

found on what he has illegally done or on his own turpitude’.'*

Illegality and fault

2.80 As a general principle illegal contracts are not enforceable. How-
ever, the consequences vary depending on the degree the parties are to
blame for the illegality either through their behaviour or their state of
knowledge. Where the parties are equally to blame (in pari delicto), i.e.
where both parties intend to commit or have knowledge of an illegal act,
the courts will refuse to implement the contract or to allow damages for
its breach. Any losses will lie where they fall.'™ On the other hand
where the parties are not equally blameworthy, in principle an innocent
party can sue under the contract to recover losses. In Dowling & Rutter
v Abacus Frozen Foods Ltd"*" illegal workers were supplied by Dowling to
work in Abacus’ fish processing factory. However, since the company
had no knowledge that the workers were illegal the court considered it
would be inequitable to deny them payment under their contract with
Abacus. Even where the parties are in pari delicto a remedy in unjustified
enrichment may be allowed if there is ‘no moral turpitude’ and the court
considers it equitable to do so.'*?

Illegality and restraint of trade

2.81 A restrictive covenant or a covenant in restraint of trade is per-
haps the most common type of illegal contract and an early example of
the operation of competition law. Any contract, or clause within it,
which unreasonably restricts a person’s freedom to trade is potentially
illegal and therefore unenforceable. Attempts by employers to restrict
the future employability of employees will be carefully scrutinised. Com-
monly employees may be asked to agree not to reveal the employer’s
trade secrets or not to work for a competitor. As a general rule if a con-
tract or term of a contract restricts a person’s economic freedom to an
unjustified extent, in light of what is reasonable in a market economy,
that term will be illegal and unenforceable.

2.82 In deciding if the contract or clause is reasonable there are some
general principles that provide guidance:

e It must be reasonable between the parties at the time the contract
. . .. 143
is formed and in the public interest.

139 At 279 per Lord Jamieson.

140 Cuthbertson v Lowes (1870) 8 M 1073.

141 2002 SLT 491.

142 MacQueen and Thomson, Contract Law, para 7.20.

143 Nordenfelt v Maxim Nordenfelt Guns and Ammunition Co Ltd [1894] AC 535.
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e It must be necessary to protect a legitimate interest and the ques-
tion to be asked is whether a lesser restriction would reasonably
have protected that interest. Factors such as the duration of the
restriction, its geographical extent, the range of people it applies
to, the nature of the business and the status of the employee within
that business are relevant.

2.83 If a restraint of trade clause is shown to be unreasonable it will
be unenforceable. However, where possible, unreasonable elements may
be severed from reasonable ones or from the rest of the contract (the
‘blue pencil’ rule).'**

CONTRACT TERMS: THE CONTENT OF A CONTRACT

2.84 Previously we have considered how contracts are created and
ways in which they may turn out to be flawed resulting in annulment or
non-performance of the obligations undertaken by the parties. This sec-
tion considers the content of the contract and what the parties have
agreed to, 1.e. the terms of the contract which will determine the respec-
tive rights and duties of the contracting parties. First, we will consider
the express terms of the contract, namely those which have been expressly
agreed by the parties. Questions may arise as to the precise scope of
those terms, the relationship between the terms of the agreement and
the prior negotiations of the parties and whether additional terms may
have been incorporated into the agreement (incorporation of terms).
Secondly, no matter how careful the drafting, inevitably contracts can-
not cover every eventuality and where there are gaps in the express
terms the courts may be required to imply terms. Many contracts consist
of a mixture of express terms, including terms incorporated by reference,
and implied terms. This section will also examine briefly the approach
of the Scottish courts to interpreting contracts where there is ambiguity
as to their meaning. Finally, more detailed consideration is given to good
faith and best endeavours clauses, suspensive and resolutive conditions
and exclusion clauses.

Express terms of the contract

2.85 The terms of a contract can derive from a number of different
sources and, since contracts generally do not need to be in writing, some
terms of the contract may have been orally agreed. For instance, if I
bargain with a salesman about the price of a new car and we reach
agreement on a suitable price that will be an express oral term of our
contract which will normally be incorporated into a written document
for signature. Even when the contract is in writing the express terms
may be found in several different documents. For instance, when nego-
tiating a property sale, offers and counter-offers are likely to go back and

144 Hinton & Higgs (UK) Ltd v Murphy 1988 SC 353.
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forth between the parties as they negotiate about the terms and condi-
tions of the sale. The express terms will be in writing between the parties
but may be found in several different documents. There are three prin-
cipal sources where the express terms of a contract may be found: in a
written document, in the negotiations between the parties or in an ex-
ternal written source.

Terminology

2.86 It is worth noting that Scots law generally refers to the provisions
of a contract as contract terms without distinction. This can be contrasted
with English law which classifies terms as conditions (material terms
which go to the root of the contract) and warranties (less fundamental
terms), a distinction which is important when identifying remedies for
breach of contract. In Scots law conditions and warranties are particular
types of contract term, as discussed below.'*’

Express terms in a written document

2.87 If there is a written agreement that will be the starting point for
determining the rights and obligations of the parties, but it may not be
the end point. The safest way to be sure of the content of an agreement
is to reduce the terms to writing and the presumption will be that the
express terms of the contract are to be found only in the written docu-
ment or documents:'*®

Where a document appears (or two or more documents appear) to com-
prise all the express terms of a contract or unilateral voluntary obliga-
tion, it shall be presumed, unless the contrary is proved, that the
document does (or the documents do) comprise all the express terms of
the contract or unilateral voluntary obligation.

This presumption can be rebutted if it can be proved that the parties
agreed additional terms not found in the written agreement for instance
if they had come to an agreement orally on specific details.'*

2.88 If, however, the contract contains an ‘entire agreement’ or. ‘entire
contract’ clause no evidence can be led of other express terms.'™ How-
ever, this does not generally prevent the 1ntroduct10n of implied terms,
Wthh are treated as an intrinsic part of the agreement.'* An entire agree-
ment clause is designed to prevent the other party from relying on any-

145 For warranties see paras 2.90-2.91; for conditions see paras 2.109-2.112.

146 Contract (Scotland) Act 1997, s 1(1); see also Macdonald Estates plc v Regensis
(2005) Dunfermline Ltd [2007] CSOH 123, 2007 SL'T 791 at para [126] per Lord
Reed.

147 Contract (Scotland) Act 1997, s 1(2).

148 Contract (Scotland) Act 1997, s 1(3).

149 MacDonald Estates plc v Regenesis (2005) Dunfermline Ltd at para [131] per Lord
Reed. A recent English decision leaves open the possibility that a contract could
include ‘an express specific exclusion of such implied terms’, see Axa Sun Life
Services plc v Campbell Martin Ltd [2011] EWCA Civ 133 at para 41.
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thing outwith the written document, for instance prior statements made,
the conduct of the parties or any other communication between them.
However, such a clause cannot exclude liability for fraud"" nor is it
thought that it would be effective to exclude liability for pre-contractual
misrepresentations.””' An entire agreement clause which operates in
effect as an exclusion clause must be reasonable in terms of the Unfair
Contact Terms Act 1977."?

Negotiations and express contract terms

2.89 When discussing formation of contract the general rule is that
there is no agreement between the parties until an offer has been met
with an unqualified acceptance. In principle, while the parties are at the
stage of negotiating their agreement they are entitled to withdraw and
are not generally under any legal obligation to enter into the contract
(although there may be a moral one if they have incurred costs and
spent time in the negotiating process). However, the negotiations are not
completely irrelevant to establishing contract terms. Indeed, as pre-
viously discussed, in a commercial context there may be many meetings,
telephone calls, emails and letters which pass between the parties discuss-
ing particular contractual issues before anything is put in writing and
some of the details of those communications may not make it into the
final written agreement. The question may then arise as to which of the
issues discussed in negotiations can be regarded as terms of the contract.
Some statements made in the course of negotiations have no legal effect;
others may amount to representations; some will amount to terms of the
contract (sometimes called warranties).

2.90 Statements which only amount to an invitation to treat, adver-
tising pufls or techniques used by salesmen, bargaining positions adopted
by the parties and expressions of opinion or future intention — none of
the above are deemed to have legal effect unless it is proved they were
intended to be part of the contract. Statements made which may have
induced or influenced the other party to enter into the contract are
known as representations. These may have legal effect in a negative
sense in that there may be a right of action if they amount to an inaccu-
rate statement of fact, i.e. the law of misrepresentation. If so the contract
may be reduced if restitutio in integrum is possible and there will be a
remedy in damages if the representation has been made fraudulently or

150 Boyd & Forrest v Glasgow & South-Western Railway Co (1915) SC (HL) 20 at 35 per
Lord Shaw.

151 Inntrepreneur Pub Co (GL) v East Crown Ltd [2000] 2 Lloyd’s Rep 611; Axa Sun Life
Services plc v Campbell Martin Ltd makes the distinction between what the parties
have agreed and ‘representations’ which induced one party to enter into the
agreement and which are, logically, outwith the scope of an entire agreement
clause (at para 81 per Rix LJ). See also I MacNeil, ‘Excluding liability for
misrepresentation’ (1998) 3 Scottish Law and Practice Quarterly 226.

152 Thomas Witter Ltd v TBP Industries [1996] 2 All ER 573; see paras 2.116-2.123
below.
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negligently. Statements of fact made in negotiations which become part
of the contract are express terms or warranties. If a warranty is false the
remedy will lie in breach of contract.'?

291 'There is considerable difficulty in distinguishing between repre-
sentations and warranties with little judicial guidance in Scotland other
than a general principle of looking objectively at the absence or presence
of contractual intention. The timing of the statement will be relevant
and the nearer it is to the point of formation of the contract the more
likely it is to be a warranty.'*

Terms outwith the negotiations

2.92 Another possible source of express terms are those which have not
been discussed by the parties at all in negotiations. Parties may attempt
to introduce new terms at the point of formation of the contract, for
instance standard pre-printed forms containing details of the contract
which have not previously been discussed in any detail. This is re-
ferred to as incorporation of terms and can take place in three ways:
by signature; by reference; or by a prior course of dealing between the
parties.

Incorporation by signature

2.93 Contracts do not need to be in writing, nor do they need to be
signed in order to be valid. However, if the parties have put their signa-
ture to a document they are bound by its terms and the express written
terms are deemed to have been incorporated by the signature of the par-
ties. A signature is taken to be ‘conclusive’’”” and to indicate agreement
regardless of whether the parties have taken the time to read the
document carefully (unless the signature has been obtained by fraud or
duress).

Incorporation by reference

2.94 There are occasions on which a contract may refer to a separate
external document which contains additional terms in an attempt to
incorporate those terms by reference. Many of these cases concern tickets
in various forms. For instance, the purchaser of a train ticket in Scotland
will find on the reverse of the ticket that it is ‘issued subject to National
Rail Conditions of Carriage’ which are available either on the National
Rail website or ‘available from staffed stations’. Few of us are likely to
make any effort to find those conditions, far less read them, and yet our
contract of carriage with the rail company is subject to those terms. A
Glasgow Underground ticket is similarly ‘subject to published con-

153 For discussion see MacQueen and Thomson, Contract Law, paras 3.14-3.19.
154 Malcolm v Cross (1898) 25 R 1089.
155 McCutcheon v David MacBrayne Ltd 1964 SC (HL) 28 at 40 per Lord Devlin.
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ditions” without any indication of where said conditions may be found.
The question is whether or not such terms have been effectively incorpo-
rated and the courts apply a three-stage test to determine whether or not
they have become express terms of the contract.

(a) Is the document itself contractual in nature? Tickets are generally
deemed to have contractual effect, particularly travel tickets and
tickets of deposit, but in some situations they merely function as a
receipt showing that the customer has paid.'”® The function of
the document will be relevant; hence invoices, receipts and deli-
very notes do not generally have contractual effect.

(b) Are the terms and conditions known to the parties prior to formation of the
contract? Consistent with the principle that consent is required, the
terms of the contract must be known to the parties prior to for-
mation of the contract. Notices or documents containing contract
terms must therefore be displayed in such a way that they can
be read and understood when the contract is entered into. For
instance, a notice in a car park excluding liability for any damage
caused must be displayed prior to taking a ticket from the
machine and entering the car park.'”’ Similarly, online trans-
actions usually require an act of consent to indicate acceptance of
the seller’s terms and conditions prior to payment.

(¢) Has sufficient notice been given? Where contract terms are particularly
unusual or onerous, they must be drawn to the other party’s
attention:'®

The question really is whether a particular condition is of such an

unusual nature that it should specifically be drawn to the attention

of the other party rather than being left simply as part of a large col-
lection of other terms and conditions which are of a fairly standard
nature

Clauses excluding liability or imposing a personal cautionary obli-
gation are sufficiently onerous to warrant attention being drawn
to them in a specific way.'” If, for example, a notice excluding
liability for loss or damage in a nightclub cloakroom is not dis-
played prominently and drawn to a customer’s attention ques-
tions may arise as to the validity of such an exclusion clause.'®”

Incorporation by a prior course of dealings

2.95 One final means of incorporation is where the parties have had a
prior course of dealings. This may be true even if the term was not speci-
fically brought to the other party’s attention prior to formation of the

156 Taylor v Glasgow Corporation 1952 SC 400.

157 Thornton v Shoe Lane Parking Ltd [1971] 2 QB 163.

158 Montgomery Litho Ltd v Maxwell 2000 SC 56 at 59 per Lord Sutherland.

159 Hood v Anchor Line ( Henderson Bros) Ltd 1918 SC (HL) 143.

160 Exclusion clauses are also regulated by the Unfair Contract Terms Act 1977, see
para 2.116 ff.
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contract. In order for a term to be successfully incorporated there must
be a regular and consistent course of dealings between the parties which
is sufficient to demonstrate that they knew about and consented to the
term or terms in question.'®’ Contract terms which are known to
operate within a particular commercial sector may also be relevant.'®?

Implied terms

2.96 Implied terms may be needed where there are gaps in the agree-
ment between the parties and issues arise which the express terms of the
contract do not provide for. In certain circumstances the courts can find
that terms have been implied into the contract. This may be regarded
as controversial and an unwarranted intrusion upon the freedom of the
parties because, it could be argued, the courts are writing terms for the
parties and are taking control of the contractual process. In the commer-
cial world parties do not want to rely on implied terms since they can
introduce uncertainty and the aim is for the express terms of the contract
to cover as much as possible.

2.97 There are two broad categories of implied terms: terms implied
in law, which apply to all contracts of a particular type, and terms
implied in fact which apply to the particular facts of the individual case
before the courts and which are needed to fill any gaps left by the
express terms. In both cases the common intention of the parties is a
priority: terms implied in law are included unless the intention of the
parties is otherwise indicated in the contract; terms implied in fact will
only be implied if the intention of the parties can be deduced from the
facts and circumstances.

Terms implied in law

2.98 Terms can be implied into certain nominate contracts by statute.
The most common example is the Sale of Goods Act 1979 which con-
tains a number of implied terms, for instance that goods sold are to
be of satisfactory quality.'®® Terms can also be implied by the common
law, for instance in contracts of hire, loan, insurance or employment.
Historically terms could also be implied from custom and trade practice
within a particular commercial sector,'®* but this will be relatively rare
in modern times.

Terms implied in fact

2.99 Terms will only be implied in fact if the court deems it would
have been the intention of the parties to agree to those terms had they

161 McCutcheon v MacBrayne 1964 SC (HL) 28.

162 United Central Bakeries Ltd v Spooner Industries Litd [2013] CGSOH 150.
163 Sale of Goods Act 1979, s 14(2) and see Chapter 6: Sale of Goods.
164 William Morton & Co v Muir Bros & Co 1907 SC 1211.
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considered it. Any implied term must, therefore, be reasonable for both
parties in the circumstances:

If the condition is such that any reasonable man on the one part would
desire for his own protection to stipulate for the condition, and that no
reasonable man on the other part would refuse to accede to it then it is
not unnatural that the condition should be taken for granted . . . with-
out the necessity of giving it formal expression.

This suggests an approach which attempts to discern what two reason-
able contracting parties would have agreed to had they considered the
issue and any implied term should not, therefore, be heavily weighted in
favour of one party.'®

2.100 The implied term must also be necessary to give effect to the con-
tract. This is sometimes referred to as a test of what business efficacy
requires,'®’ the underlying idea being that the contract would not work
as the parties had intended it to without implication of the term:'®®

[W]hat the law desires to effect by the implication of terms is to give
such efficacy to the transaction as must have been intended at all events
by both parties who are business men; not to impose on one side all the
perils of the transaction, or to emancipate one side from all chances of
failure.

The courts will not go further than is necessary for the working of the
contract.

Interpretation of contracts

2.101 Interpretation of contracts is a complex topic and only a brief
overview of the general principles is possible in this chapter. The Scottish
Law Commission has recently reviewed this area and extensive detail
can be found in its Discussion Paper on Interpretation of Contract.'®

2.102 As well as being able to imply terms where reasonable and neces-
sary, another method of judicial control of contracts is through interpre-
tation of the express terms of the contract where the parties are in
disagreement. Law is a linguistic discipline and words are inherently
uncertain and ambiguous and their meaning can change depending on
the context. The aim of interpretation is once again to give effect to the
common intention of the parties and the judicial approach is objective.
The starting point is the written word, what the parties have expressed
in the contract itself, not what they did or said in the context of negotia-
tion or after the bargain was concluded.

165 William Morton v Muir Bros at 1224 per Lord McLaren.

166 7 & H Ritchie Ltd v Lloyd Ltd 2007 SC. (HL) 89.

167 Ritchie v Lloyd at para 37 per Lord Rodger.

168 The Moorcock (1889) 14 PD 64 per Bowen L]J.

169 Scottish Law Commission, Discussion Paper on Interpretation of Contract (Scot Law
Com DP 157, 2012), henceforth ‘SLC DP 157°.
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The English approach

2.103 English law altered its course after the landmark decision in
Tnvestors Compensation Scheme v West Bromwich Building Society'”® in which
Lord Hoffmann adopted a purposive approach to interpretation. This
involves having regard to the context in which words are used, including
surrounding circumstances and the ‘factual matrix’ of the contract —
i.e. anything which would have affected the way in which words would
have been understood by a reasonable person in possession of all the
relevant background knowledge at the time of contracting. However,
English law has not gone so far as to include prior negotiations between the
parties.

The Scottish approach

2.104 Lord Hoffmann’s approach has certainly been acknowledged by
the Scottish courts, but not enthusiastically embraced thus far, perhaps
displaying greater reluctance to interfere with the freedom of the con-
tracting parties.'”” The current position of Scots law can be summarised
by the following seven principles borrowed from the Scottish Law Com-
mission’s analysis of recent Scottish case law:'”

1. The words used by the parties must generally be given their ordi-
nary meaning.

2. A contractual provision must be construed in the context of the con-
tractual document or documents as a whole.

3. Where a contract has been professionally drafted the words may be
expected to have been chosen with care and to be intended to
convey the meaning which the words chosen would convey to a
reasonable person.

4. The process of construction is objective, according to the standards
of a reasonable third party aware of the commercial context.

5. Regard is to be had to the circumstances in which the contract came
to be concluded to discover the facts to which the contract refers and
its commercial purposes objectively considered, although this is

170 [1998] 1 All ER 98.

171 Chartbrook Ltd v Persimmon Homes Ltd [2009] 1 AC 1101.

172 See most notably Bank of Scotland v Dunedin Property Investment Co Ltd 1998 SC 657,
also Multi-Link Leisure Developments Ltd v North Lanarkshire Council [2009] CSIH 96,
2010 SC 302.

173 SLC DP 157 (n 169), para 5.13. These principles have been distilled from analysis
of the following recent Scottish cases: City Wall Properties (Scotland) Ltd v Pearl
Assurance ple [2003] CSOH 21, 2004 SC 214; Middlebank Ltd v University of Dundee
[2006] CSOH 202; Macdonald Estates plc v Regenesis (2005) Dunfermline Ltd [2007]
CGSOH 123, 2007 SLT 791; Autolink Concessionaires ( M6) ple v Amey Construction Ltd
[2009] CSIH 14; MRS Distribution Ltd v DS Smith (UK) Ltd 2004 SL'T 631; Emcor
Drake & Scull Ltd v Edinburgh Royal Joint Venture [2005] CSOH 139, 2005 SLT
1233; Forbo-Nairn Ltd v Murrayfield Properties Ltd [2009] CSIH 94; Credential Bath
Street Ltd v Venture Investment Placement Ltd [2007] CSOH 208.
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limited to matters known or reasonably expected to be known by both
parties.

6. Where more than one construction is possible, the commercially
sensible construction is taken to be what the parties intended.

7. The court must not substitute a different bargain from that made
by the parties.

2.105 These principles of interpretation demonstrate that the Scottish
courts could be said to adopt a modified purposive approach, ‘seeking to
give effect to the actual words used in the light of the circumstances sur-
rounding the parties at the time they entered their contract’,'”* but care-
ful to preserve the intention of the parties and reluctant to rewrite their
contracts. How this approach will be applied in future cases is not yet
entirely clear. The recent decision of the Supreme Court in Lloyds TSB
Foundation_for Scotland v Lloyds Banking Group plc' ™ is in line with the modi-
fied Scottish approach outlined above,'’® if the surrounding circumstances
are taken to include the state of knowledge of the parties at the time of
formation of the contract. However, the application of that same
approach led the Inner House and the Supreme Court to reach opposite
conclusions based on what they thought it reasonable for the parties to
have known at the time.'”” It remains the case, both in Scotland and in
England, that pre-contractual negotiations are not generally permitted
as an interpretative tool in relation to the intentions of the parties (some-
times referred to as the ‘exclusionary rule’),'”® but they may be used in
a limitelc719 way to shed light on the surrounding background circum-
stances.

Particular contract terms

2.106 Three particular types of contract terms are considered in more
detail below, namely good faith and best endeavours clauses, suspensive
and resolutive conditions, and exclusion clauses.

Good faith and best endeavours clauses

2.107 Since the decision in Smith v Bank of Scotland"®® lawyers in Scot-
land have become increasingly familiar with the idea of good faith and

174 SLC DP 157 (n 169), para 5.1.

175 [2013] UKSC 3.

176 I.e. that the ‘words must be read in the light of what a reasonable person would
have taken them to mean, having regard to what was known in 1997 [the time of
formation of the contract]’ at para 46 per Lord Hope.

177 Compare the Supreme Court decision, [2013] UKSC 3 at para 34 per Lord Hope,
with that of the Inner House, [2011] CSIH 87, 2012 SC 259 at para 12 per Lord
President Hamilton.

178 Bank of Scotland v Dunedin Property Investment Co Ltd 1998 SC 657; Luminar Lava Ignite
Ltd v Mama Group plc and Mean Fiddler Holdings Ltd [2010] CSIH 01, 2010 SC 310;
Chartbrook Ltd v Persimmon Homes Ltd [2009] UKHL 38.

179 SLC DP 157 (n 169), paras 5.17-5.20.

180 1997 SC (HL) 111 at 121.
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its role in domestic legislation'®" as well as in international instru-
ments.'® And in a commercial contract it is not uncommon for the par-
ties to agree to act in good faith or equivalent terms. This goes back to
the fact that they are often in a long-term business relationship and in
practice, as well as in law, commercial parties want to act towards
each other in a way that is fair and transparent in order to preserve that
relationship.

2.108 A number of recent cases have considered the content and effect
of clauses which require the parties to use ‘all reasonable endeavours’
or ‘best endeavours’, which the courts consider closely analogous to a
good faith principle. It is instructive to consider how the Scottish courts
have interpreted the content of such an obligation. In Mactaggart &
Mickel Homes Ltd v Hunter'®® the contract provided that one of the parties
should ‘use reasonable endeavours’ to obtain planning permission for a
development. Lord Hodge suggested that there was a hierarchy in the
standard of behaviour expected: the obligations imposed by a require-
ment to use ‘reasonable endeavours’ is less onerous than those requiring
‘all reasonable endeavours’ (which raises the question whether there
were any reasonable steps that could have been taken but were not),
which in turn is less onerous than the even higher standard of ‘best
endeavours’, which ‘requires a party to take all the reasonable courses
he can.”'® However, such obligations do not mean that a party must act
completely altruistically or disregard its own commercial interests in the
process.'® Further guidance is given by Lord Glennie who had to con-
sider a clause to ‘use all reasonable endeavours’, linked to an obligation
to act in good faith. In his view the distinction between using ‘all reason-
able’ and ‘best’ endeavours was ‘likely to be metaphysical rather than
practical’,'®® but it would involve being ‘prudent’. This suggests that the
party under such an obligation must consider his own financial and com-
mercial interests; i not required to continue making such endeavours
when it becomes clear they are unlikely to be successful; and if difficulties
are encountered he should inform the other party.'®” A contractual obli-
gation to act in good faith involves observing ‘reasonable commercial
standards of fair dealing’.'®® The Inner House has confirmed this

181 Most of which emanates from European Union Directives, for instance Unfair
Terms in Consumer Contracts Regulations 1999 (SI 1999/2083); Commercial
Agents (Council Directive) Regulations 1993 (SI 1993/3053); and Consumer
Protection from Unfair Trading Regulations 2008 (SI 2008/1277).

182 Draft Common Frame of Reference 111.-1:103; Convention on the International
Sale of Goods, art 7.

183 [2010] CSOH 130.

184 At para 63, quoting with approval Rhodia International Holdings Ltd v Huntsman
International LLC [2007] EWHC 292 (Comm), 2 Lloyd’s Rep 325 at para 33.

185 Mactaggart v Hunter at para 63.

186 EDI Central Ltd v National Car Parks Ltd [2010] CSOH 141 at para 20.

187 At paras 20—21.

188 At para 23, adopting the words of Morgan J in Berkeley Community Villages Ltd v
Pullen [2007] 3 EGLR 101 at para 97.
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approach and, in addition, has stated that it would be a defence to an
action for breach of contract to show that taking particular steps would
not have been successful in achieving the desired result.'®

Suspensive and resolutive conditions

2.109 Obligations may be contingent — i.e. they are conditional on
some future event happening or not happening. It is possible for a con-
dition to delay the contract coming into existence, for instance a stipu-
lation that the parties’ agreement must be embodied in a written
document and signed by both.'” This should be distinguished from the
situation where the contract exists but performance of the parties’ obli-
gations is conditional on some other event. In Scots law there are two
principal types of condition: suspensive and resolutive, the former sus-
pends performance of an obligation, the latter resolves (or dissolves) it.'"!

2.110 A suspensive condition (sometimes called a condition precedent)
1s the most common type of condition where the parties agree to delay
performance until a future event has happened or not happened. For
instance, A and B are respectively the buyer and seller of property which
A plans to develop into a block of flats. A and B may have agreed all
of the essential terms of the missives but they may also agree that the sale
will only go ahead if planning permission for the block of flats is granted
by the local authority. The contract between A and B exists but the
respective obligations to transfer title to the property and to pay the
price will not be triggered unless the condition is fulfilled or ‘purified’. If
planning permission is not granted the contract will effectively come to
an end because performance is unenforceable. If no date is specified, per-
formance cannot be suspended indefinitely and the condition must be
tulfilled within a reasonable time.

2.111 By contrast, a resolutive condition is one which, when fulfilled,
brings the contract to an end. The condition is often a time period or
date. This is a relatively uncommon term of a contract but, for instance,
A and B entered into a sub-letting agreement which was conditional on
obtaining the head landlord’s consent by a certain date otherwise either
could resile from the contract. However, the letter of consent was not
obtained until eight days after the date stipulated. Lord Sutherland held
that this was a resolutive condition and failure to obtain consent by that
date brought the contract to an end.'”?

189 EDI Central Ltd v Natwonal Car Parks Ltd [2012] CSIH 6 at para 28 per Lord
Mackay.

190 Such a term may be contained in a preliminary agreement, such as ‘Heads of
Terms’, used to record the outcome of negotiations for the sale of a business.

191 For a fuller discussion see J Thomson, ‘Suspensive and resolutive conditions in
the Scots law of contract” in A J Gamble (ed), Obligations in Context: Essays in honour
of Professor D M Walker (1990).

192 Ford Sellar Morris Properties plc v E W Hutchison Ltd (No 4) 1990 SC 34 at 37.
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2.112 There is another sub-division in that suspensive and resolutive
conditions can be either potestative or casual conditions: a potestative
condition is one which is within the power of one or both parties to fulfil;
by contrast, a casual condition is not within the power of the parties, but
fulfilment depends on a third party or on chance. If one party has it
within his power to fulfil the condition he must not do anything to pre-
vent it being fulfilled; otherwise, on grounds of fairness, the condition
will be held to be fulfilled.'”® Much will depend on the construction of
the contract but it makes good business sense as well as good legal sense
for the parties to act reasonably in fulfilling conditions that are within
their power to fulfil unless they are clearly optional.

Exclusion clauses

2.113 Finally, in considering the terms of a contract, consideration
must be given to the way in which the law exercises control over exclu-
sion clauses, i.e. clauses where parties attempt to avoid (an exclusion
clause proper) or limit (a limitation clause) their liability. Such clauses
are common in commercial contracts as a way of allocating risk between
the parties and if the parties are broadly of equal bargaining power it
may be a commercially sensible approach. However, the law is some-
what hostile to such clauses, particularly where they have not been indi-
vidually negotiated, and a range of judicial controls developed to
subject them to further scrutiny. First, the rules of incorporation of terms
can be applied to determine whether or not an exclusion clause con-
tained in a notice or in a set of standard terms and conditions has been
effectively incorporated into the contract.'” Secondly, the courts will
interpret such clauses narrowly. Thirdly, the Unfair Contract Terms Act
1977 (‘UCTA’) places statutory controls on exclusion clauses.

Interpretation of exclusion clauses

2.114 It is not uncommon in written contracts for the parties to draft
exclusion clauses widely to minimise any risk to themselves, even to the
point of excluding liability for loss or damage caused by their own fault
or negligence. Where an exclusion clause attempts to exclude liability for
negligence it must be carefully drafted in order to be effective. Unless the
word ‘negligence’ is used unequivocally (in which case the clause will
stand) the clause will be interpreted narrowly and the contra proferentem
rule of interpretation will apply to any ambiguity, meaning that the
court will prefer the interpretation which least favours the party
attempting to rely on the clause. The rationale for such a rule is a pre-

193 Bell, Principles § 50; Smith v Stuart 2010 SCLR 131, affd 2010 SC 490.
194 See paras 2.94-2.95.
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sumption that one ]?arty is unlikely to release the other from liability for
his own negligence.'?

2.115 Limitation clauses (whereby there is no attempt to exclude lia-
bility, merely to limit its value) ‘are not regarded by the courts with the
same hostility as other clauses of exclusion; this is because they must be
related to other contractual terms.”'?® The rules developed in relation to
exclusion clauses proper do not apply to limitation clauses, which should
be interpreted according to general principles.

The Unfair Contract Terms Act 1977

2.116 The intervention of Parliament to control contract terms runs
contrary to the principle of freedom of contract, and it does so for policy
reasons. The Unfair Contract Terms Act 1977 is a UK-wide statute,
Part II of which, along with Schedule 2, applies to Scotland. As the title
indicates, despite the judicial controls available, there was governmental
concern at the potential for abuse of contract terms, particularly where
there is a risk of unfairness in the terms of contracts and where contracts
are drawn up in advance on the basis of standard terms. However, in
another sense the title is misleading in that UCTA does not regulate all
unfair contract terms, only those attempting to avoid liability, i.e. ex-
clusion clauses.'?’

The scope of UCTA

2.117 UCTA applies to clauses inserted by businesses (widely defined
to include companies, firms, professions, sole traders, government
departments, local and public authorities) into contracts either with a
consumer or with another business. Its scope is wide in that most types
of contract (and non-contractual notices) are included'”® except for
Insurance contracts, contracts relating to the creation or transfer of a
real right in land, and contracts setting up or dissolving corporate en-
tities such as companies and partnerships.

195 W & S Pollock & Co v Macrae 1922 SC (HL) 192; Lord Wilberforce regarded it
as ‘inherently improbable that one party should agree to discharge the liability of
the other party for acts for which he is responsible’ (Smith v UMB Chrysler
(Scotland) Ltd 1978 SC (HL) 1 at 7).

196 Ailsa Craig Fishing Co v Malvern Fishing Co Ltd 1982 SC (HL) 14 at 57 per Lord
Wilberforce.

197 Detailed consideration is only given to provisions which deal with contract terms
between commercial parties, although UCTA provides additional protection for
consumers. Unfair contract terms are also controlled by the Consumer Contract
Regulations 1999 (SI 1999/2083) but these apply only to consumer contracts and
are not discussed in this chapter.

198 UCTA, s 15.
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Statutory controls

2.118 Two different control mechanisms are used in the Act depending
on what type of liability the business is attempting to exclude: the first
declares the clause to be void, the second subjects it to a fair and reason-
able test. The broadest provision of UCTA concerns attempts to exclude
liability for any breach of duty (which would include a duty arising from
contract or from delict, including liability for negligence) ‘arising in
the course of a business’ or ‘from the occupation of business premises’.'"?
Section 16 applies whether or not the clause was negotiated between the
parties. Section 16(1)(a) states that clauses which attempt to exclude
or limit liability for personal injury or death will always be void. Section
16(1)(b) states that attempts to exclude or restrict liability for any other
loss or damage will be effective only if the court judges them to be fair
and reasonable. The party who is attempting to rely on the clause bears
the onus of proving that the clause is fair and reasonable.””

Standard form contracts

2.119 Section 17 provides that attempts to exclude liability for breach
of contract (either non-performance or performance that was substan-
tially different from what could reasonably have been expected) where
the contract is concluded on one of the party’s standard terms, even in a
commercial context, are also subject to the fair and reasonable test. To
come within the scope of section 17 the standard terms must be in a pro
forma document and the same terms must invariably be imposed on
customers.””!

2.120 Some guidance is given on what is to be regarded as ‘fair and

reasonable’ both in UCTA and in subsequent case law. The following

factors are relevant:*"?

(a) the state of knowledge of the parties at the time the contract was
entered into;

(b) equality of bargaining power, i.e. the extent to which the parties
are on an equal footing;

(c) availability of goods and services elsewhere, the extent to which
there is freedom of contract in the particular market;

(d) the difficulty of the tasks to be performed;

(e) the practical consequences of not allowing the exclusion; and

(f) insurance implications — could the business insure itself and does
the other party know that the business has insurance cover?

199 UCTA, s 16(1).

200 UCTA, s 24(4).

201 Border Harvesters Ltd v Edwards Engineering (Perth) Ltd 1985 SL'T 128.

202 UCTA, s 24 and Smith v Eric § Bush [1990] 1 AC 831. For detailed discussion of
the fair and reasonable test see D Cabrelli, Commercial Agreements in Scotland: Law
and Practice (2006) paras 22.16-22.17.
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Limitation clauses

2.121 UCTA provides additional factors to be taken into account when
. .. . . 203
assessing whether a limitation clause is fair and reasonable:

(a) the resources available to the party seeking to rely on the limi-
tation clause; and
(b) how far it was open to that party to cover himself by insurance.

Breach of implied terms

2.122 Special provision is made in sections 20 and 21 for any exclusion
of liability for breach of implied terms in contracts of sale or hire pur-
chase. Any attempt to exclude the obligation to pass good title will be
void. Attempts to exclude other implied terms are subject to a fair and
reasonable test. The range of factors to be considered in this context is
set out in Schedule 2:

(a) strength of bargaining power;

(b) whether there was true freedom of contract and whether the cus-
tomer had a choice of contracting with another party;***

(c) knowledge of the term; and

(d) whether the goods were specially made or adapted for the
customer.

2.123 Although the legislation provides different factors for assessing
what is fair and reasonable in different contexts the courts have indi-
cated that any of the factors can be referred to by a court.’” Since the
test 1s flexible in the first place, the court is not limited in what it can
consider.

BREACH OF CONTRACT

2.124 'The concept of breach of contract is fundamental to contract law
and is the most common reason why contract cases end up in court. The
law of breach of contract provides a default set of rules setting out what
constitutes a breach and which remedies are available when things go
wrong. However, before examining the rules of breach it should be
pointed out that the vast majority of contracts are either performed to
the satisfaction of the parties or, if things do go wrong, they are likely to
attempt to find resolution through negotiation or other dispute resolu-
tion processes such as arbitration or mediation. Remedies for breach are
a last resort, particularly if the parties are in a long-term commercial
relationship, because it is highly likely that litigation will mark the end
of that relationship, not to mention the considerable time and cost
involved for both sides.

203 UCTA, s 24(3).

204 Considered in Denholm Fishselling Ltd v Anderson 1991 SL'T (Sh Ct) 24.
205 Singer Co (UK) Ltd v Tees and Hartlepool Port Authority [1988] 2 Lloyd’s Rep 164.
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2.125 There are various ways in which the parties may fail to perform
their obligations under a contract. Company A enters into a contract with
Company B to install a new computer system having agreed the cost and
the date for installation to begin. If B fails to appear on the agreed date
it will be a breach of contract. If B gives advance notice that some of the
components have not arrived and this would result in a delay, it is an
anticipatory breach of contract. If B completes the installation but no-
one in the company can access the company’s server it amounts to defec-
tive performance. If only half of the staff can access the server it amounts
to a partial failure to perform. All of these scenarios constitute a breach
of contract and in Scots law the type of breach is generally irrelevant
as regards the remedies available, although there is an important distinc-
tion between breaches that are material and those that are not.

2.126 Scots law, like English law, also distinguishes between what are
known as self-help remedies, which allow the innocent party to take
action to defend his position, and judicial remedies which require the
intervention of the courts.

Self-help remedies for breach of contract

The mutuality principle

2.127 Underpinning the so-called self-help remedies is the idea that in
most contracts there is an element of reciprocity in the obligations that
the parties undertake towards each other. Those obligations are often
interdependent in that the performance of one party is dependent on the
performance of the other. This is referred to as the mutuality principle
which has two effects in relation to a breach of contract: where obli-
gations are interdependent if one party (the breaching party) does not
perform his obligations he cannot enforce performance by the innocent
party; and, as a logical counterpart, the innocent party can withhold his
performance and cannot be compelled to perform with the result that
the breaching party may not be entitled to a remedy. This principle
underpins the remedies of retention and rescission.

Retention

2.128 Retention allows the innocent party to withhold his reciprocal
performance in the event of a breach and is the most obvious application
of the mutuality principle. Before retention can be applied it must be
shown that the obligations undertaken are genuinely counte;‘garts,
which will be presumed unless there is evidence to the contrary.?’® An
obvious example is withholding payment if work has not been carried

206 Inveresk plc v Tullis Russell Papermakers Ltd [2010] UKSC 19, 2010 SC 106 at para
42 per Lord Hope. This may not be the case in relation to employment contracts:
see D Gabrelli, “The mutuality of obligations doctrine and termination of the
employment contract: McNeill v Aberdeen City Council (No 2)° (2014) 18 Edin LR
259.

printed on 2/10/2023 1:17 PMvia . Al use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

Breach of contract 69

out as agreed in order to persuade the workman to rectify the problem.
However, payment can only be retained for the work it relates to, i.e.
the obligations must be direct counterparts. So, where payments under a
contract are made in instalments, an instalment can be withheld only for
the breach to which it corresponds but not for obligations performed
before or after the breach.?”” In an employment context the manager of
Celtic foothall club was unable to suspend his obligation to be resident
in Glasgow when he argued that it was in response to his employer’s
breach of the obligation of ‘mutual trust and confidence’ because it was
not a direct counterpart.””®

2.129 Retention of performance by the innocent party does not bring
the contract to an end; rather it is designed to rescue the contract by
persuading the other party to perform his side of the bargain. Where
retention is permissible the innocent party is not treated as being in
breach of contract despite his failure to perform.

Rescission

2.130 Rescission is where the innocent party brings the contract to an
end or rescinds. Rescission is only available in response to a material
breach or a repudiation by the wrongdoer (indicating that he no longer
wishes to be bound by the contract). In principle there must also be a
material breach before retention is available, but the degree of material-
ity required may be less than for rescission although the issue has been
little explored.”””

Material breach

2.131 There is no definitive statement of what constitutes a material
breach of contract but it is sometimes described as going to the root or
being of the essence of the contract. It is open to the parties to agree that
certain terms are fundamental to the contract and any breach thereof
will be treated as a material breach entitling the innocent party to
rescind. There is, however, a danger for the innocent party. If he
rescinds in response to what he believes to be a material breach and it
turns out not to be, his actions will in themselves amount to a breach
of contract. In the classic Scottish case Wade v Waldon® the popular
comedian George Robey was hired to appear in Glasgow. Shortly before
he was due to appear Robey discovered that the show had been can-
celled. The manager had relied on clause 6 of the contract with Robey
which provided:

All artistes engaged . .. must give fourteen days notice prior to such
engagements, such notice to be accompanied by bill matter.

207 Bank of East Asia v Scottish Enterprise 1997 SL'T 1213.

208 Macari v Celtic Football & Athletic Club 1999 SC 628.

209 See MacQueen and Thomson, Contract Law, paras 5.11-5.12.
210 1909 SC 571.
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Since Robey had neither notified nor sent publicity materials the
manager took this to be a material breach and cancelled the shows.
However, the court found that Robey’s failure to perform was indeed a
breach but it did not go to the root of the contract and therefore did not
constitute a material breach. The manager was not entitled to rescind
the contract and, in addition, cancellation of the shows was in itself a
material breach entitling Robey to damages.

2.132 Whether or not late performance or defective performance
amounts to a material breach is a question of facts and circumstances,
unless the parties have so stipulated.”’’ The question is whether the
consequences of such a breach are so severe that the contract has to
come to an end. In most cases of late or defective performance it will be
more practical to allow the party in breach an opportunity to cure the
problem rather than bring the contract to an end. In relation to pay-
ment the party in breach must be given a reasonable time to pay before
it can be treated as a material breach justifying rescission.’

Repudiation

2.133 A second scenario in which a party is entitled to rescind is in
response to a repudiation. This is sometimes referred to as an antici-
patory breach and it arises where the other contracting party has
indicated his refusal to perform his obligations under the contract. Tech-
nically repudiation is not in itself a breach and only becomes one when
it 1s ‘accepted’ by the other party. Acceptance turns the repudiation into
a breach and entitles the acceptor to rescind. Returning to the computer
installation example above, if Company B telephones in advance to indi-
cate that it is unable to perform the contract on the stipulated date
because some of the components are not in stock, this does not neces-
sarily amount to a repudiation. Company B may be able to procure the
components elsewhere and may begin the work a few days later than
planned, which may be acceptable to Company A. However, if time is
of the essence, Company A may ‘accept’ the failure to perform, rescind
the contract, thus bringing it to an end, and hire an alternative provider.

2.134 The question of whether there is in fact a refusal to perform is
judged objectively, and must be more than a mere threat or anticipation
of non-performance that may never be fulfilled.?'* However, once refusal
has been indicated it is open to the innocent party to rescind immedi-
ately for anticipatory breach, which may be of practical value and
allows time to find an alternative contractor, or to wait until the date of
performance and rescind for actual breach of contract.

2.135 It is also open to the innocent party to insist on performance of
the contract rather than accept repudiation. In White and Carter ( Councils)

211 For further detail see MacQueen and Thomson, Contract Law, paras 5.35-5.39.
212 Rodger (Builders) Ltd v Fawdry 1950 SC 483.
213 Blyth v Scottish Liberal Club 1982 SC 140.
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Ltd v McGregor®™* a contract for advertising on litter bins contained an
accelerated payment clause under which, if there was failure to pay for
one month’s advertising, the whole amount due under a three-year con-
tract would become payable. McGregor attempted to repudiate, indi-
cating he wished to cancel the contract, but the company did not accept
the repudiation, choosing instead to affirm the contract and implement
the accelerated payment clause. The company was entitled to payment
because it had a ‘legitimate interest’*'” in performance of the contract
and it may also have been relevant that it was able to perform its obli-
gations under the contract without the co-operation of the breaching
party. The Scottish Law Commission has voiced criticism of the decision
recognising that it could lead to wasteful or unreasonable conduct and
has proposed modifications of the rule.*'®

Consequences of rescission

2.136 It is not entirely accurate to say the contract is at an end when
it is rescinded for material breach. Its effect is to free the innocent party
from future obligations but not from obligations, for instance payment,
corresponding to satisfactory performance prior to the breach.*'” In
limited circumstances the law of unjustified enrichment may provide a
remedy after a breach of contract where partial performance of a con-
tract has taken place?'® although the courts tread warily so as not to
undermine the rules of contract law.*"?

Judicial remedies for breach of contract

2.137 Remedies for breach of contract are cumulative and the use of
self-help remedies does not prevent the innocent party from applying to
the courts for a judicial remedy, nor does one judicial remedy exclude
others. The available remedies can broadly be classified as those which
are designed to compel performance and those which compensate the
innocent party for failure to perform.

Specific implement

2.138 Specific implement has been described as a ‘primary remedy’
. 290 - .. . .

in Scots contract law™" in that it is always apposite for the innocent
party to seck to compel performance following a breach of contract.”

214 1962 SC (HL) 1.

215 At 14 per Lord Reid.

216 Scottish Law Commission, Duscussion Paper on Remedies for Breach of Contract (Scot
Law Com DP no 109, 1999) paras 5.12-5.17, henceforth ‘SLC DP 109’.

217 Graham v United Turkey Red Co 1922 SC 533.

218 H L. MacQueen ‘Unjustified enrichment and breach of contract’ 1994 JR 137.

219 Connelly v Simpson 1993 SC 391.

220 SLC DP 109 (n 217), para 6.1.

221 Although some doubt has been cast on its primacy given how rarely it is sought
or granted (see MacQueen and Thomson, Contract Law, para 6.6).
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The underlying principle is that the parties should get what they con-
tracted for and the courts will enforce performance. Non-compliance can
lead to imprisonment of the party in breach.”*> However, like all judicial
remediegégit 1s discretionary and may be refused in the following circum-
stances:

(a) Where the decree sought is not sufficiently precise. In Retail Parks
Investments Ltd v Royal Bank of Scotland plc (No 2)*** the bank was
under an obligation to keep the premises open for ‘retail purposes’
but had proposed leaving only cash withdrawal machines which
was held to breach the terms of the lease. However, in relation to
specific implement it was held that the court could specify the
goal (retention of premises for retail banking) but need not specify
the precise means by which performance was to be achieved.

(b) Where performance is impossible.
(¢) Where performance would cause exceptional hardship or injustice.
(d) Where performance would be of a highly personal nature, for

instance in contracts which depend on relationships such as
employment contracts.

(e) Where replacement performance is readily available, for instance
if the goods or services are readily available elsewhere.

Action for payment

2.139 An action for payment is the most common judicial remedy since
the most common method of breaching a contract is failure to pay. It
1s procedurally distinct in that enforcement is by way of diligence to
recover any sums due.?*’

Interdict

2.140 The judicial remedy of interdict can be viewed as the reverse of
specific implement in that it prevents rather than compels actions. It can
be sought to prevent conduct likely to lead to a breach of contract and
is therefore anticipatory in nature. It is possible to obtain an interim
interdict which acts as a temporary remedy pending a full investigation
of the facts and circumstances. Before granting interim interdict the
court must consider whether on the balance of convenience an order
should be granted. The innocent party must first present a prima facie
case.

2.141 An interdict cannot be granted in order to require somebody to
do something. However, the distinction between positive and negative
obligations may be a fine one. In Church Commussioners for England v Abbey

222 Law Reform (Miscellaneous Provisions) (Scotland) Act 1940, s 1(1).

223 This summary borrows from SLC DP 109 (n 217), paras 6.2-6.7.

224 1996 SC 227; see also Highland and Universal Properties Ltd v Safeway Properties Ltd
2000 SC 297.

225 See Chapter 12: Judicial Security: Diligence.
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226

National plc™™” Abbey National were in breach of a ‘keep open’ clause
in a lease requiring them to occupy premises in a shopping centre. The
landlord sought to interdict the defenders from failing to occupy the
premises and was ineffective because it amounted to compelling the
tenants to do something and to fulfil their obligations under the lease.
Lord President Hope noted that the function of an interdict is ‘a negative
one . . . namely to prevent taking of action in breach of the obligation,

not to compel performance of it directly by order of the court’.**’

Damages

2.142 The final remedy to be considered is different in nature from the
other judicial remedies considered above in that it seeks financial com-
pensation as a substitute for performance. In effect, the breaching party
is permitted to pay rather than perform. However, damages must
directly relate to any loss suffered by the innocent party as a result of the
breach and Scots law does not allow punitive damages.””® The aim is
to put the innocent party in the position they would have been in had
the contract been performed. Damages can be claimed for actual loss
caused; for consequential losses, 1.e. losses which flow directly from the
actual loss caused; and it may be possible in some circumstances to claim
a ‘nominal’ award of damages if the innocent 9party has suffered ‘trouble
and inconvenience’ as a result of the breach.?” For instance, if Company
B installs a computer system defectively with the result that none of the
employees of Company A can access a computer for a period of three
days, Company A will be entitled to compensation for the cost of rectify-
ing the problem by calling in other experts (the loss caused). However,
if a three-day shut-down of all computers has also led to a loss of revenue
those losses can also be claimed as consequential losses. Claims for
damages must not be unreasonable.”*

Causation

2.143 A further limitation on claims for damages is the rule of caus-
ation that the loss must be caused by the breach of contract. This is
sometimes expressed as asking whether ‘but for’ the breach the loss
would have occurred. The breach may not be the only operative cause
of the loss but it must be a material cause.”"

Other limitations on claims _for damages

2.144 Not all losses can be compensated and the law has developed a

226 1994 SC 651.

227 At 660.

228 Nor has Scots law thus far provided ‘gain-based’ damages as English law did in
Attorney-General v Blake [2001] 1 AC 268.

229 Wilkie v Brown 2003 SC 573 at para 21 per Lord Justice-Clerk Gill.

230 Ruxley Electronics and Construction Ltd v Forsyth [1996] AC 344.

231 Monarch Steamship Co v A/B Karlshamns Oljefabriker 1949 SC (HL) 1.
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number of limiting devices to prevent excessive claims. The test of re-
moteness™ > requires that the loss must arise directly in the ordinary
course of events (without special knowledge on the part of the contract-
ing parties)”” and must be of such a type as the parties might reason-
ably have contemplated.”®* In addition the parties are under a duty to
mitigate their losses and avoid incurring losses where possible. This
could again be seen as amounting to a requirement that the parties act
reasonably.

232 Hadley v Baxendale (1854) 9 Exch 341.
233 Balfour Beatty Construction (Scotland) Ltd v Scottish Power plc 1994 SC (HL) 20.
234 See H L. MacQueen, ‘Remoteness and breach of contract’ 1996 JR 295.
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Chapter 3

General Principles of
Property Law

WHY DOES PROPERTY LAW MATTER
FOR COMMERCIAL LAW?

3.01 Commercial law is to a large extent the law of trade. Trading
assets involves buying and selling them. This is often financed by loans
which are secured against other assets. Buyers will not be content merely
to have a contract obliging the seller to make them owners of goods, they
want that contract to be fulfilled. A lender may only be willing to lend
if the borrower gives a right in security which allows the lender to sell
some of his or her property if the debt is not paid.

3.02 Trade also involves risk. Things may not work out as parties
hope. If commercial transactions do not work out as parties hope, they
may find that their assets are not sufficient to meet their obligations.
That means that the debtor will not be able to pay every creditor in full.
This situation is known as insolvency and it is handled through processes
such as sequestration and liquidation, which are discussed later in this
book. Crudely put, they involve selling off the debtor’s assets and sharing
the proceeds between the creditors. No-one gets all that they are entitled
to because there is not enough to go round.

3.03 In this situation, property rights in the debtor’s assets are much
more valuable than contractual rights against the debtor. They give
direct access to the assets without the need to share with other creditors.
Imagine that Susan has four tonnes of wheat and no other assets. She
gets a bit confused and makes contracts for the sale of a tonne of wheat
with six different people. She does not have enough wheat to fulfil all
of the contracts. Insolvency processes are about sharing the four tonnes
of wheat between the six buyers. None of the buyers will get a whole
tonne (or its value) from the insolvency official.

3.04 If, however, Susan has transferred a tonne of wheat to Brenda
(one of the buyers) before the insolvency process starts, then Brenda will
not have to share her wheat with the other buyers. The insolvency pro-
cess 1s about sharing Susan’s assets between her creditors. Brenda’s tonne
is no longer one of Susan’s assets. It belongs to Brenda and she does not
owe any obligations to Susan’s creditors. Of course, this means that the
others now have to share three tonnes between five buyers. Brenda

75
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received full performance but that makes things worse for everyone
else.

3.05 Cases like this show that a sound grasp of the basic principles of
property law is essential for the commercial lawyer. This chapter is
intended to give a brief outline of these principles. For reasons of brevity,
citation of authority will be kept to a minimum. For a more detailed
account, texts devoted to property law should be consulted.’

KINDS OF RIGHTS

Real and personal; absolute and relative

3.06 The key distinction in property law is between personal and real
rights.? Personal rights are the ‘correlative’ or mirror image of obliga-
tions. If David has borrowed £100 from Colin, then he owes Colin £100
(and perhaps some interest as well). That, in turn, means that Colin has
a personal right against David for payment of the £100 (and the in-
terest). Colin’s personal right against David and David’s obligation to
Colin are two sides of the same coin. Put another way, a personal right
is a right that somebody does or refrains from doing some action. The
person against whom the right is held is obliged to act or refrain from
acting in that way.

3.07 Personal rights are so called because they are enforceable against
a certain person or group of persons (whoever owes the relevant obliga-
tion) and only them. Colin can sue David for enforcement of the right
to the £100 but he cannot sue anyone else because only David owes the
obligation. Contracts are the most important source of personal rights
in commercial law, but personal rights can also arise from delict, unjusti-
fied enrichment, nregotiorum gestio (benevolent intervention in another’s
affairs) and trusts. Personal rights are sometimes said to be relative
because they express the specific relationship between particular persons.
Whatever the origin of a personal right, it behaves in much the same
way once it has been created.

3.08 Real rights are different from personal rights. Where a personal
right is a right against a person or group of persons for the fulfilment of
a particular obligation, a real right is a right ‘in’ a thing. The term ‘real
right’ is derived from the Latin word for thing: res. Because the object
of the real right is a thing rather than conduct by a particular person, it
is valid against the whole world. Most importantly, it can usually be
enforced against whoever is in possession of the thing. Because they can
be enforced against the whole world, real rights are said to be absolute
rather than relative.

1 G L Gretton and A J M Steven Property, Trusts and Sucession (2nd edn, 2013); K
G C Reid The Law of Property in Scotland (1996).

2 See the judgment of Lord Hope in Sharp v Thomson 1995 SC 455, especially at
461-75.
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3.09 Thus, if Olivia owns a car and it is stolen, she can recover it from
the person in whose possession it is found, irrespective of how that person
got hold of the car. This can be contrasted with the position of someone
with a contractual right to the car. Imagine that Olivia contracts to sell
the car to Brian. Before ownership is transferred to Brian, the car is
stolen. The thief ‘sells’ the car to Peter. Peter had no idea it was stolen.
Olivia can sue Peter to recover the car because she owns it. Brian, on the
other hand, has a personal right to the car arising from the contract of
sale but he has no real right. His personal right means that he can sue
Olivia for breach of contract seeking damages (or, if she has recovered
the car, delivery of the car itself). Peter, however, is not a party to the
contract of sale so it cannot be enforced against him.

3.10 Some rights, particularly intellectual property rights such as copy-
right, patents and trademarks are enforceable against the whole world
without there being an obvious ‘thing’ for the right to be in. In relation
to these, it might be suggested that they are absolute rights (i.e. rights
which are good against the whole world) but not real rights because
there is no res (thing). Although copyright can protect an artistic work
such as a picture, it does not concern the physical picture itself. Rather
it relates to the expression of ideas found in the picture.

3.11 However, it is also possible to see the intellectual products which
are covered by the intellectual property right (whether that be a picture,
song or work of literature protected by copyright, an invention covered
by a patent or an image, phrase or sound protected as a trademark) as
incorporeal things and the relevant intellectual property rights as real
rights in these things. Some care must be taken with this approach. If a
song is a thing which can be the subject of real rights, we might expect
that it is possible to own the song. That, however, is not the case. The
greatest right which the law admits in the song is copyright, which is not
the same as ownership.

3.12 Intellectual property rights work by conferring a monopoly on the
rightholder: the holder of a patent over an invention is the only one who
1s allowed to manufacture the relevant product. Thus they can be said
to be exclusive privileges. Historically, there were other types of exclusive
privilege, such as the monopoly rights of royal burghs in respect of trade.
In the modern era, however, intellectual property rights are the only
important rights of exclusive privilege as a result of the general hostility
to monopolies.

Ownership and the subordinate real rights

3.13 Scots lawyers explain a person’s relationship with his or her
corporeal property in terms of ownership: the principal real right. The
concept appears to be a simple and familiar one. If a car belongs to
Oliver, he is said to own that car. The aspiration to own a home is a
regular topic in news reports.
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3.14 Various attempts have been made to define ownership: it is some-
times said to be the exclusive and absolute right of use and enjoyment
of the thing.” Others feel that this does not capture everything which an
owner can do and snnply say that it is ‘the most complete right a person
can have in a thlng or the main real right’.” Some present it as the
‘residual’ right in a thing;® still others are sceptlcal about the possibility
of or need to offer a definition of ownership.” To some extent, the scepti-
cism about a definition and the idea of ownership as a r651dual right
spring from a common root: the grant of subordinate real rights.

3.15 The owner of a thing can grant subordinate real rights in it. For
instance, if Lionel owns some land, he might grant a lease to Teresa and
a standard security to Calum. Once he has granted these rights, the free-
dom which Lionel has to deal with his property is limited. Teresa, rather
than Lionel, is entitled to possess the property, and Lionel can only
transfer it subject to Calum’s standard security. The rights which Teresa
and Calum enjoy can be enforced against someone to whom Lionel
transferred the property because they are real rights.

3.16 In some sense, Lionel’s rights in respect of the property are dimin-
ished. For this reason subordinate real rights can be described as encum-
brances on Lionel’s right of ownership. On one view, Lionel has carved
out a bit of his ownership and transferred it to someone else. This has led
some scholars, particularly in the French legal tradition, to describe sub-
ordinate real rights as dismemberments of ownership.

3.17 We might think of ownership as being a bit like a box of
chocolates: as the owner grants subordinate real rights he gives away
chocolates. Even after all the chocolates have been given away, the
owner is still holding the box and is therefore still the owner.® Even if
Lionel has burdened his property with so many subordinate real rights
that he has no meaningful freedom to decide what happens to it, he is
still the owner just as much as he was before he granted the rights. For
this reason, it is difficult to define ownership in terms of what the owner
can do since that can vary quite a lot from case to case. Thus some con-
sider ownership to be a residual right.

3.18 We should be conscious that ownership is not as simple as first
appears but it is important not to overstate the difficulties. The concept
of ownership in Civilian systems such as Scots law has been worked out

3 Erskine, Institute 11.1.1; Bell, Principles §1284. This is sometimes expressed with
the Latin expression ius utendi fruendi abutend:.

4 E.g. Draft Common Frame of Reference VIII-1:202.

5 Stair, Institutions 11.1.28.

6 S J Grossman and O D Hart, ‘The costs and benefits of ownership: a theory of
vertical and lateral integration’ (1986) 94 Journal of Political Economy 691.

7 S R Simpson, ‘“Towards a definition of “absolute ownership’: II" (1961) 5 Journal
of African Law 145.

8 The analogy is not completely accurate since, in theory, it is always possible to
grant further subordinate real rights so the box of chocolates is never empty.
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over thousands of years and it helps us to analyse many of the most
important property law problems. We can be relatively confident in
saying that ownership establishes a default rule: in the absence of any
rule or right to the contrary, the owner gets to decide what happens to
his or her property. It is up to someone who wants to object to the own-
er’s conduct in respect of the property to point to the rule of law or right
which restricts his or her freedom.

3.19 Ownership is the right which a person has in his or her own
things. Subordinate real rights are the rights which a person can have in
other people’s things.

3.20 Scots law recognises a fixed list of types of subordinate real rights.
This is known as the principle of numerus clausus. Attempts to create real
rights outside this list will be ineffective. This principle is one of the
major features which distinguishes the law of property from the law of
contract. The reason for the principle is the third party effect of real
rights. Since contracts do not impose obligations on third parties, third
parties have little or no interest in being able to discover the content of
the contract. Therefore, the contracting parties are generally entitled to
craft their contracts as they wish, creating bespoke regimes which fit
their needs. The position is somewhat different for real rights.

3.21 As explained above real rights affect everyone. They are particu-
larly important to singular successors: those who acquire the property
from a former owner. Therefore, third parties (particularly those who
are considering acquiring the property) have a strong interest in dis-
covering which real rights affect an asset. This process is made much
casier if there is a limited number of potential real rights to consider and
if the creation of these rights is attended by some publicity.

3.22 The subordinate real rights are:

e rights in security: which allow the security holder to realise the
value of an asset in order to satisfy a debt due to him or her and/
or to retain possession until payment;

e proper liferent: which allows the liferenter to possess property for
his or her lifetime;

e lease of land:” which allows possession for a specified period of time
on condition of payment of rent;

e servitudes: which allow the rightholder to make some use of the
property burdened by the servitude, typically for the benefit of
neighbouring property. The classic example is a right of way; and

e the right to enforce a negative real burden: which allows the
rightholder to veto certain uses or modifications of property by the
owner.

9 The position of leases is slightly more complex than that of other subordinate real
rights. In many Civilian systems, a lease is considered as a contract which transfers
to successors with or without their consent, rather than as a subordinate real
right.
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Some would also suggest that being in possession confers a real right not
to be forcibly dispossessed, which is a distinct real right.'” This view
might be contested on the basis that a bare possessor could not be main-
tained in possession in the face of a judicial challenge by the owner,
while the other real rights would remain. It has also been suggested that
rights held by the public, such as public rights of way, are real rights
because they are generally enforceable.'!

3.23 As noted above, some would see intellectual property rights and
other rights of exclusive privilege as real rights because they are enforce-
able against the whole world. Others would suggest that they are ab-
solute but not real because there is no res.

Common ownership

3.24 'The potential for the grant of subordinate real rights shows that
more than one person can have a real right in a thing. CGan more than
one person own a thing? They can. Indeed they can do so in two differ-
ent ways: common ownership and joint ownership. The most important
instance of the latter is the trust and joint ownership is discussed along
with the rest of the rules on trusts below.

3.25 In common ownership the right of ownership is shared, reflecting
each person’s share of the property. Each common owner is entitled to
make normal use of the property, transfer his or her share and grant
rights in security over it. Acts which would affect other owners, such as
leasing the property or granting servitudes, can only be done with their
consent.'” Each common owner is entitled to raise an action for division
and sale under which the property will be sold and each common owner
will receive his or her share of the proceeds.'” If property is transferred
to more than one person, the assumption is that they will have equal
shares but it is possible to vary this so that one party has 75 per cent and
another 25 per cent or one 60 per cent and another 40 per cent.

Competing rights

3.26 One of the most important differences between real and personal
rights is the way in which they compete with other rights. There are
three basic principles: personal rights rank par: passu; real rights trump
personal rights; and competing real rights rank by date of creation.

Personal rights rank pari passu

3.27 An earlier personal right does not normally enjoy priority over a
later one. Each creditor is entitled to seck satisfaction without worrying
too much about other creditors. If the debtor does not have enough

10 K G C Reid, The Law of Property in Scotland (1996) para 5.
11 Reid, Law of Property, para 5.

12 Bell, Principles §1072-5.

13 Bell, Principles § 1079.
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assets to satisfy all creditors, insolvency law will usually compel each one
of them to take a proportionate cut.

3.28 Imagine that Gary has a gambling problem. He borrows /3,500
from Frances on Monday and loses it on the horses. On Tuesday, he
borrows £4,500 from Serena which he loses in the casino. Chastened by
his losses, he goes home to stay with his mum who gives him free board
and lodgings. After some time, he is sequestrated. After gathering in
Gary’s assets, the insolvency official finds that Gary has /5,000 of assets
but £8,000 worth of debts. The pari passu principle means that Frances
cannot claim full payment on the basis that her debt was constituted
first. Instead each of them will be entitled to five-eighths of their debt: so
Frances would get £2,187.50 and Serena would get £2,812.50.

Real rights trump personal rights

3.29 Since a real right is good against the world, it is good against the
holders of any personal rights with which it is in conflict. Peggy con-
cludes a contract with Harriet under which Harriet has the right to use
Peggy’s car every Tuesday. Peggy then pledges the car to Cathy in
security for a debt which she owes her. When property is pledged, the
pledgee (Cathy) is entitled to possession until the debt is paid.'* Harriet’s
right and Cathy’s right appear to be in conflict: when Tuesday comes,
Harriet’s contract says she is entitled to take the car but Cathy’s pledge
says she is entitled to hold onto it. In such a situation, Gathy wins. Her
right of pledge is a real right, which is enforceable against Peggy,
Harriet and anyone else. Harriet’s personal right, on the other hand is
only enforceable against Peggy and so is no use in a dispute with Cathy.
Harriet would, however, be able to sue Peggy for breach of contract.

3.30 The most common cause of a conflict of rights is insolvency and
it is here that rights in security come into their own. Consider the fol-
lowing case. Widget Co Ltd has four creditors, each of whom is owed
£100,000. It owns a factory worth £200,000 and other assets worth
£100,000. Total assets are therefore /300,000 and total liabilities
are £400,000. If expenses are ignored, each unsecured creditor would get
around £75,000. If, however, two of the creditors (Al and Betty) had
secured their debts by way of standard securities over the factory, the
picture would be different. Al and Betty would be entitled to sell the fac-
tory and share the proceeds between themselves, taking £100,000 each.
The two unsecured creditors would be left to share the remaining
£100,000 worth of assets, leaving them with /50,000 each.

3.31 'This story is a little bit like that of Susan, Brenda and the wheat
which was discussed at paras 3.03—3.04. But the secured creditors’ prefer-
ential treatment cannot be explained on the basis that the factory
belongs to them and not to Widget Co Ltd. Although the company has
granted standard securities, it remains the owner. Rather, the result is

14 See para 11.27.
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explicable on the basis that a standard security is a real right and may
therefore be invoked in disputes with the other creditors just as much as
it can be used against the company.

3.32 'The rule that personal rights are trumped by real rights means
that holders of personal rights are very vulnerable in insolvency situa-
tions: they have to share the assets equally and the assets start being shared
out only after those with real rights have taken their entitlement.

Real rights rank by date of creation

3.33 The rule that real rights rank ahead of personal rights in respect
of the item of property which they affect governs the interaction of real
rights and personal rights. Since it is possible for more than one real
right to exist in an asset, a rule is also needed to regulate the relationship
of these rights to one another.

3.34 Al and Betty both had a standard security which burdened the
factory. Since the value was enough to satisfy both of them, their respec-
tive priority did not matter. If, however, the factory was only worth
£150,000, then its sale would not be enough to satisfy both Al and Betty.
Unlike personal rightholders, Al and Betty will not rank par: passu. They
will rank according to the date of creation (sometimes expressed in the
Latin phrase prior tempore potior jure)."” Therefore, if Al’s standard security
was created first, Betty would not receive any of the proceeds of the sale
of the factory until Al had been paid in full.'® It is possible for Al and
Betty to make an agreement between themselves which alters this, so
that both rank together (and thus take a proportionate cut in the case of
the assets being of insufficient value). Alternatively, Al may agree to give
up his prior rank so that Betty ranks ahead of Al.

TRUSTS

3.35 Under normal circumstances the owner of property uses it for his
or her own benefit. There is one important exception to this however:
the trust. The basic idea behind the trust is that property is owned by a
trustee or trustees but not used for their benefit. Rather they administer
it for the benefit of other parties, known as beneficiaries, in accordance
with a set of aims known as trust purposes. The situation is set up by a
truster who transfers the property to the trustee and imposes the duty to
administer it for the benefit of beneficiaries.'” In the typical case, there
are at least three parties: a truster, a trustee and a beneficiary. Tracey
might transfer a number of buy-to-let properties to Trudy in trust for
Bertie. Trudy owns the properties but profits arising from rental income
should go to Bertie (although his precise entitlement would depend on

15 Which means ‘first in time, stronger in right’.
16 Conveyancing and Feudal Reform (Scotland) Act 1970, s 27(1).
17 Bell, Principles § 1991.
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the terms of the trust). Bertie and Tracey have personal rights against
Trudy which they can use to compel her to act in accordance with the
trust.

3.36 It is also possible for one person to perform two roles. So Tracey
might transfer the properties to Trudy to be held for Tracey’s benefit. In
that case, she would be both truster and beneficiary and Trudy would
be the trustee. Alternatively, Tracey might declare that, from now on,
she would hold the properties for Bertie. This needs to be done in writing
and intimated to Bertie'® but once these steps have been fulfilled, Tracey
is the trustee in respect of those assets and Bertie is the beneficiary. The
only combination which is not possible (because it would be pointless)
is being a trustee and beneficiary. In that situation, the trustee would be
obliged to administer the property for his or her own benefit, but that
is what a normal owner does anyway.

3.37 Where there is more than one trustee, the trustees are said to have
joint ownership. In contrast to common ownership, individual trustees
have no share of the property which they can deal with individually and,
where a trustee ceases to perform that role, he or she ceases to be owner
of the trust property automatically. Where a new trustee is assumed, he
or she acquires joint ownership automatically.

3.38 Trusts have one characteristic which has given rise to extensive
use of the trust in commercial contexts: trust assets are protected from
the trustee’s personal creditors.'” This means that the beneficiaries under
the trust enjoy exclusive access to these assets held in trust for satisfaction
of their rights. This has led some to question whether the beneficiaries’
rights can be said to be truly personal and others to doubt whether it is
possible to properly rationalise the trust in Scots law.

3.39 The trust can be explained without abandoning the principle
that the beneficiaries’ rights are personal by the idea of separation of
patrimonies. As discussed in Chapter 1, a patrimony is the totality of a
person’s assets.

3.40 A patrimony can be thought of as a suitcase, into which all your
property is put. Your creditors are entitled to seize and sell items from
the suitcase in order to satisfy your debts to them. A trustee has two suit-
cases: a personal patrimony containing his own assets which is liable for
his personal debts, and a trust patrimony which is liable for the trust’s
debts (most importantly the personal rights of beneficiaries). The benefi-
ciaries do not have to share these assets with the personal creditors of the
trustee but that is because the assets are in a different patrimony, not
because the beneficiaries’ rights are stronger than any other personal
rights. They do not have access to the second suitcase.

18 Requirements of Writing (Scotland) Act 1995, s 1(2)(a)(iii); Allan’s Trs v Lord
Advocate 1971 SC (HL) 45.

19 Heritable Reversionary Co Ltd v Millar (1892) 19 R (HL) 43; Bankruptcy (Scotland)
Act 1985, s 33(1) (b).

printed on 2/10/2023 1:17 PMvia . Al use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

84 General principles of property law

3.41 By comparing the position of creditors of the trust we can see that
separation of patrimonies, rather than some special quality of the benefi-
ciaries’ rights, explalns the trust’s insolvency effect Trust creditors are
entitled to payment in priority to the beneficiaries.”” An example might
be a plumber who does work on the buy-to-let properties which Trudy
holds in trust for Bertie. Bertie is not entitled to payment until it is clear
that there are sufficient assets to pay the plumber.

3.42 'The fact that a trust can be sequestrated independently of seques-
tration of any of the trustees also points to the trust being a separate
patrlmony ! As discussed in Chapter 13, in personal insolvency, seques-
tration is the mechanism by which the assets of a person whose liabilities
outweigh the contents of his or her patrimony are gathered in, sold off
and distributed to the creditors. In the same way, the creditors of the
trust can petition for the sequestration of the trust. If the trust merely
consisted of a special right held by the beneficiary, it is difficult to see
how such an insolvency treatment could make sense.

3.43 The idea of the trust as a separate patrimony also helps to explain
the operation of the trustees’ joint ownership. The asset is in the trust
patrimony, which is a single patrimony controlled by multiple trustees.
Since it is a trust patrimony, power over the patrimony is vested in the
trustees because they are trustees. If someone resigns as a trustee he or she
necessarily gives up authority over the trust patrimony.” Thls contrasts
with common ownership where each common owner has his or her own
right of ownership in his or her personal patrimony. The contrast between
joint and common ownership can thus be illustrated in these diagrams.

Common ownership:

Albert Bertha
Albert’s patrimony Bertha’s patrimony
Ownership
Blackacre

20 Lamond’s Trs v Croom (1871) 9 M 662.
21 Bankruptcy (Scotland) Act 1985, s 6(1).
22 Trusts (Scotland) Act 1921, s 20.
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Trustees’ joint ownership:

Albert % ;i Bertha
Albert’s patrimony Trust patrimony Bertha’s patrimony
|
Ownership
Blackacre

KINDS OF PROPERTY
Rights as rights and rights as things

3.44 Real rights and personal rights do have one very important thing
in common however. They are ways in which the law conceptualises
relationships between persons and the ‘real world’. Personal rights
express the relationship between persons. Saying Christine has a right to
payment against Debbie expresses something about the relationship
between Christine and Debbie which is relevant to the law: Debbie is
obliged to pay a sum of money to Christine and the courts will give
Christine aid in her efforts to secure that payment. Real rights express
something about a person’s relationship with a thing. Saying that Brian
has a servitude of access over a piece of land expresses something about
Brian’s relationship with that piece of land and (by virtue of that fact)
his relationship with everyone else: namely Brian is entitled to take
access to his property (e.g. his house) across that piece of land and every-
one else must refrain from obstructing Brian’s efforts to do this. Rights
express the relationship between persons and the real world but the law
must also find a way of expressing the relationship between a person and
his or her rights.??

3.45 This is important because rights themselves are important assets
which can be traded. In fact, many of a business’s more important assets
will be rights: real rights such as leases or standard securities, personal
rights against debtors, intellectual property rights such as copyright,

23 Strictly speaking, where this chapter says ‘his or her’, it should say ‘his, her or
its’ since juristic persons such as partnerships, companies and limited liability
partnerships can have personal and real rights in just the same way as natural
persons.
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patents and trademarks. These rights can be transferred in more or less
the same way as physical things. Transfer of a right has a special name.
It is known as assignation.

3.46 The traditional approach to conceptualising the relationship
between a person and his or her rights in Scotland, as in the rest of
Europe, is based on a scheme presented by the Roman jurist Gaius in his
Institutes (‘the Gaian scheme’). He proposed a general class of things,
which he subdivided into corporeal and incorporeal things:

things

corporeal things incorporeal things

3.47 Corporeal things are items with a real, physical existence such as
plots of land, cars, lorries, sacks of coal and so on. Incorporeal things, on
the other hand, are assets which cannot be touched. The main items in
this class are rights. Since all things can be owned, the real right of
ownership expresses the relationship between a person and his or her
assets. Christine owns her personal right against Debbie or a lease over
another plot in much the same way as she owns a plot of land. On this
model, a person’s patrimony comprises things which he or she owns.
Christine’s affairs may be illustrated in the following way:

Christine
Ownership
Ownership
Ownership
¢
Whiteacre
v Right to
payment
Christine’s patrimony Lease
v
Blackacre

Debbie

EBSCChost - printed on 2/10/2023 1:17 PMvia . All use subject to https://ww. ebsco.coniterms-of -use



Kinds of property 87

3.48 This approach makes it easy to explain why rights are transfer-
able and to apply principles developed in the context of corporeal prop-
erty to incorporeal assets. Just as the owner of a plot of land can
transfer it, so can the owner of a right to payment. In every case, what is
transferred is ownership of the relevant thing. In one case the thing is the
plot of land; in the other it is the right to payment. Further, if subordi-
nate real rights (such as rights in security) are conceptualised as burdens
on or dismemberments of ownership, then it is easy to understand which
subordinate rights might be granted in incorporeal things.

3.49 Such an approach does, however, face one major challenge: owner-
ship is generally recognised as a real right. Indeed, it is the principal real
right. If real rights are things, and ownership is a real right, then it
appears that it should be possible to own ownership. That, however, sets
up a problem of perpetual regression, since the same thing could be said
regarding the ownership of the right of ownership, so the ownership of
the ownership of the ownership would be owned, and so on.

3.50 There are various possible responses to this problem. One is to
suggest that ownership is a special kind of real right which cannot be
owned.” Another is to suggest that ownership is not a real right.”” Both
of these approaches can be seen as efforts to retain the Gaian scheme
or a modification of it. A further option is outright rejection of the Gaian
scheme. This rejection is most closely associated with German scholars,
in particular with the Pandectist school, but it is also adopted by some
modern scholars in Scotland.”®

3.51 Key to the Pandectist approach is the idea that a patrimony
rather than ownership is the mechanism which explains the relationship
between a person and his or her rights. On this view, the patrimony
contains a person’s rights but nothing else. Rights reach out from the patri-
mony to things in the real world.

3.52 This approach avoids the problem of perpetual regression in the
ownership of ownership. It is possible to apply principles of transfer
developed in relation to land or corporeal moveables to dealings with
rights to payment or leases because each case involves moving a right
from one patrimony to another. If Christine assigns her right against
Debbie, it moves from her patrimony to that of the assignee. If she trans-
fers Whiteacre, the real right of ownership over Whiteacre moves from

24 Reid, Law of Property, para 16.

25 The most famous statement of this view is S Ginossar, Droit réel, propriété et créance:
Elaboration d’un systéme rationnel des droits patrimoniaux (1960). In addition to being
in French, this work is very difficult to locate. A good summary of Ginossar’s views
and those of his later interpreters can be found in G Gretton ‘Ownership and its
objects’ (2007) 71 Rabels Z 802 at 810-815.

26 Most notably Gretton ‘Ownership and its Objects’ (n 25 above) and R G
Anderson, Assignation (2008), para 1-09.
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Christine
Patrimony
|
Right to payment
Ownership Lease
Whiteacre Blackacre Debbie

her patrimony to that of the transferee. On the Pandectist view, nothing
more need be said.

3.53 The Pandectist approach faces greater challenges with subordi-
nate rights in rights. If Christine wants to grant a right in security over
the lease of Blackacre, it is relatively easy for the Gaian scheme to
explain it: the lease 1s a thing and can therefore be the object of a real
right in security. The fact that Christine owns the lease explains why she
should be able to burden it. Should Christine become insolvent, the
security holder’s real right explains the priority over unsecured creditors.

3.54 The Pandectist can say that she should be able to deal with the
lease because it is part of her patrimony, but there is more difficulty in
explaining the nature of the subordinate right which she grants. Simi-
larly, the status of the right in security as a real right is more difficult to
invoke to explain any insolvency protection. Explanations of how this
may be are possible but they are rather complex and, in the view of the
writer of this chapter, a little awkward.?” The other, more pragmatic
problem with the Pandectist approach is that most lawyers in the western
tradition have been using Gaian language for a very long time and it
would take a significant intellectual effort to displace that tendency.

3.55 Both views of the relationship between persons and their rights are
respectable. Each helps to explain one part of the law and struggles with
another. They have implications for the language used in discussions of
assignation and rights in security but few, if any, implications for the
substance of the rules used. Once the basics of both systems are properly
grasped, it becomes possible to translate from one view to the other
without too much difficulty. The rest of this chapter and the chapters on
rights in security are written from a Gaian perspective, although the

27 See further Gretton ‘Ownership and its objects’ (n 25 above) at 840-844.
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alert reader will have noticed the Pandectist approach in the diagrams
at paragraph 3.43.

Kinds of property: heritable and moveable; corporeal and
incorporeal

3.56 As well as recognising different kinds of rights, Scots law recog-
nises different kinds of property. The distinction between corporeal and
incorporeal things has already been discussed. There is a further distinc-
tion between heritable and moveable property.

3.57 The heritable-moveable distinction is basically a distinction
between land and rights in land on the one hand, and everything else on
the other. In many systems, the equivalent of heritable property is called
immoveable property because land cannot really be moved. Of course,
it would be possible to dig up a lot of the soil from a plot of land, put it
in a lorry and drive it away but the digging up of the soil would separate
it from the land. This separation of the soil from the earth would mean
it was no longer part of the land and therefore no longer heritable. As
well as land itself, rights in land are heritable: so servitudes or rights in
security over land are examples of incorporeal heritable property.

3.58 The term heritable derives from the old Scots law of succession,
under which the land passed to the heir, while the moveable property
passed to an executor who administered it according to either the decea-
sed’s will or the law of intestate succession. There are some examples of
heritable property not connected to land,” but they are not important
for the purposes of this book.

3.59 Combining the two divisions of types of property gives four pos-
sible categories:

Corporeal heritable Incorporeal heritable

Corporeal moveable | Incorporeal moveable

While the basic principles remain the same, the details of the rules about
how property is dealt with vary depending on which of the four cate-
gories a right falls into.

ACQUIRING AND DEALING WITH PROPERTY

Publicity principle

3.60 Since property rights affect third parties it is important that they
are discoverable by third parties, particularly potential purchasers. For

28 Erskine, Institute, I11.1i.6.
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that reason, a public act is usually required for the constitution or trans-
fer of real rights. Until that act is completed, the grantee will not acquire
the real right.

3.61 Publicity benefits third parties but it imposes costs on the parties
to the transaction because it means doing something extra for the sake of
notifying others. There is a balance to be struck between the effective-
ness of the notice and the burden it puts on the transacting parties.
Where this balance lies varies depending on the type of property and the
nature of the transaction (as will be discussed below). The principal
means of publicity are registration and change of possession.

Specificity principle

3.62 The other general principle which plays an important role in the
rules on acquiring and dealing with property is the principle of specifi-
city. Since real rights are rights in particular things, it is important to
know which thing is being burdened or transferred. For this reason, a
disposition®” of ‘some of my land’ could not effectively transfer anything.
The Keeper of the Register would not know which plot was being trans-
ferred. This principle explains why section 16 of the Sale of Goods Act
1979 requires goods to be ascertained before ownership can pass. Like
the publicity principle, the specificity principle is not always strictly
adhered to. The main exception is found in section 20A of the Sale of
Goods Act 1979 and it is discussed in Chapter 6: Sale of Goods below.

Original acquisition

3.63 Most property which is relevant to commercial life is already
owned by someone and is acquired by a grant from that person. How-
ever, it 1s possible to acquire property without the involvement of any
prior owner, indeed, without there being any prior owner at all. This is
known as original acquisition of property. It is so called because the
owner acquires a fresh right to the property rather than having someone
else’s right transferred to him.

3.64 There are a number of different mechanisms for original acquisi-
tion. The key common factor is that, in every case, the legal effect results
from some physical act done to the property, which explains the irrele-
vance of any prior owner. The terms for the various mechanisms by
which this occur may look rather puzzling. They are derived from Latin
and this area of property law draws very heavily on Roman law.

Occupation

3.65 The simplest method of original acquisition is occupation. If prop-
erty is ownerless, anyone may acquire it by taking possession of it with

29 The special term for the voluntary transfer of land. The deed by which land is
disponed is known as a disposition.
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the intention of becoming owner. This principle derives from Roman
law and is expressed in the maxim quod nullius est fit occupantis. However,
it is of very limited relevance.

3.66 It has no application to land because land in Scotland cannot be
ownerless. Where no other owner can be identified, land is deemed to be
in the ownership of the Crown. This is a remnant of the now abolished
feudal system of land tenure. Secondly, occupation cannot apply to
property which has been owned. If property has been owned and is then
lost or abandoned, another maxim applies to it: quod nullius est fit domini
regis — what is owned by no-one belongs to the Crown. That means that
even when property is lost or abandoned, it does not become ownerless.

3.67 Taking these two factors together, only moveable property which
has never been owned is liable to occupation. Wild animals form a slight
exception to this. It is impossible to tell whether a wild animal has never
been captured or has been captured and escaped. Therefore, wild animals
are treated as capable of occupation even if they have been owned and
then escape.

Specification

3.68 Where items are taken and used to make a new thing (a nova
species: thus the name) specification occurs. Of course, if the items belong
to the person who makes them, there is no issue. If Spencer bakes bread
using flour, yeast and water which belong to him then the ingredients
are his and so is the loaf. The law of specification addresses what
happens when a new thing is made from someone else’s property, as
where Spencer uses Olivia’s flour and yeast to make his loaf. The ration-
ale for the rule is that the raw materials have ceased to exist and that the
person who made the new thing is entitled to it, although the owner of
the raw material is entitled to compensation from the acquirer.*

3.69 Where the process is irreversible and the manufacturer is not
aware that the property belongs to another, the manufacturer becomes
the owner of the new thing.”’ Where, however, the process can be
reversed, ownership remains with the owner of the raw materials. So
Spencer owns the loaf, even if he uses Olivia’s ingredients. If, however,
he had made a salad by adding some cherry tomatoes to some mixed
leaves which belonged to Olivia, she would remain owner of the leaves
because it would be easy enough to pick out the tomatoes and thus
return things to their former state.

Accession

3.70 A similar logic is apparent in accession. This applies where one
thing becomes attached to another in such a way as to be subsumed into

30 International Banking Corporation v Ferguson, Shaw & Sons 1910 SC 182.
31 Bell, Principles § 1298; McDonald v Provan (of Scotland Street) Ltd 1960 SL'T 231.
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it. The thing which is subsumed (the accessory) becomes part of the
other thing (the principal). The result is that the accessory ceases to
have an existence independent of the principal. This in turn means that,
if the accessory belongs to one person and the principal to another, the
owner of the accessory will lose his or her right of ownership because the
object of the right will disappear. As a matter of law, nothing new is
acquired by the owner of the principal: the whole point of the doctrine is
that the identity of the principal remains the same. Thus where paint is
used to paint a wall, the paint becomes part of the wall. However, the oper-
ation of accession may significantly increase the value of the principal.

3.71 'There are three elements to accession: attachment, functional sub-
ordination and permanence.’® All must be present in some degree for
accession to take place. The need for attachment is obvious: without it
there would still be two separate objects. Functional subordination is
important because it provides guidance as to which of two objects is the
principal and which is the accessory. In some cases this is obvious: move-
ables accede to land rather than the other way around. Where there are
two moveables, however, working out which has acceded to the other
1s important because it is the former owner of the principal who becomes
owner of the item. Functional subordination is not the same as value.
A diamond may be worth very much more than the ring it sits in but it
is nonetheless functionally subordinate to it.*> The better view is that the
parties’ intentions are not relevant to the operation of accession. Unless
the attachment has some degree of permanence, one object can hardly
be said to become part of the other. If the three elements of attachment,
functional subordination and permanence are present, the fact that the
person who did the attaching did not intend that accession should operate
is irrelevant.

3.72 Where an object is productive, the items produced by the object
belong to its owner. So, if Bob owns a cow and it has a calf, the calf
belongs to Bob. If he has an apple tree, the apples belong to him. This is
sometimes said to be accession by fruits. This title is somewhat perplex—
ing since these processes are the opposite of accessmn one thing is
coming out of another rather than belng subsumed by it.>* Nonetheless,
the rule has commonsense appeal. It is difficult to see who else could
reasonably be owner of the new thing.

Confusion and commixtion

3.71 In specification and accession, one right of ownership is lost
because its object has disappeared. Commixtion and confusion cover the
case where properties belonging to two different people are mixed
together in such a way that it is impossible to separate what belongs to
one owner from what belongs to another. In both cases, the result is that

32 Reid, Law of Property, para 571.
33 Stair, Institutions, 11.1.39.
34 Stair, Institutions, 11.1.34.
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the ‘contributing’ owners become common owners of the result of the
35

combination.’
3.74 Confusion applies to liquids: so if 600 litres of petrol belonging to
Enid are mixed with 300 litres of petrol belonging to Freddy the result-
ing 900 litres are owned in common by Freddy and Enid. Enid has a
two-thirds share and Freddy gets a one-third share. Commixtion applies
to solids: so if five tonnes of wheat belonging to George are mixed with
five tonnes which belong to Helen, the resulting ten tonnes of wheat are
owned in common by George and Helen. Each has a half share.

Prescription

3.75 The methods of original acquisition discussed so far operate more
or less instantaneously. They are the law’s response to an action which
fundamentally affects the physical state of the thing in question. There
is, however, another method of original acquisition which only happens
after a long period of time: positive prescription. Positive prescription
only affects land and the requirements vary slightly depending on
whether ownership or a subordinate real right is being acquired.

3.76 'To acquire ownership of a piece of land, it is necessary to have a
foundation writ and to possess it as of right, ‘openly, peaceably and with-
out judicial interruption’ for ten years. A foundation writ is a registered
deed (usually a disposition) which would have entitled the possessor to
the land had it been effective.® From this it becomes evident that the
effect of positive prescription here is to cure a void transfer. This process
1s, however, excluded in cases where the deed is forged and the grantee
is aware of that fact.”” Suppose that Bob forges Bill’s signature on a dis-
position to Carol (who is unaware of the forgery). Carol registers the
disposition and takes possession of the property. These acts will not make
Carol the owner because the disposition was not granted to her by Bill,
the owner of the property. If, however, she possesses the land for ten
years after registering the disposition, she will become the owner of the
plot instead of Bill.

3.77 'The possession requirements are designed to ensure that the own-
er has opportunity to challenge the prescriptive acquirer’s right. The
possession needs to be as of right so that someone who only possesses the
plot because the owner lets them do so will not acquire it by prescrip-
tion. The possession needs to be open so that the owner is alerted to the
need to challenge the possessor’s right to the plot. Possession is peaceable
and without juridical interruption if no-one challenges the possessor’s
right to possess. Taken together, the requirements mean that the posses-
sor is behaving as owner and no-one with a relevant interest has ques-

35 Bell, Principles §1298.

36 Prescription and Limitation (Scotland) Act 1973, s 1(1).
37 1973 Act, s 1(2)(b).
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tioned this for ten years. That being the case, it makes sense to bring the
legal situation into line with the facts on the ground.

3.78 In the majority of cases where it operates, positive prescription
cures voidness of which the grantee 1s not aware. However, it also plays
a role in bringing land whose owner cannot be traced back into circula-
tion. This is done by registering an a non domino disposition (that is, a
disposition by a non-owner) and waiting for the clock to run out. Of
course, for this to operate, the Keeper must be willing to accept the a non
domino disposition. The Keeper will only accept such a disposition if the
land has been in possession of the a non domino disponer and/or the
grantee for at least a year counting back from the application to register
the deed. Further, the Keeper will only accept the registration if notifica-
tion of the application to register has been given to the person who is
currently entitled to the property or, if no such person can be traced, to
the Crown.”® If the Keeper decides to accept the deed for registration,
she must notify the person entitled to the property or the Crown, if this
is reasonably practicable.”? These requirements are designed to ensure
that the property is truly out of circulation before the a non domino dis-
position can be registered and that, even after this happens, the owner has
every opportunity to step in and assert his or her right to the property.

3.79 It is also possible to acquire subordinate real rights by positive
prescription.*” Possession still requires to be open, peaceable and without
judicial interruption, and as of right, but requires to be for twenty years
rather than ten.*' In practice, the most important subordinate real
rights acquired by prescription are rights of way, which are a type of
servitude which allow the holder to access his property by passing over
the burdened property. In contrast to other subordinate real rights, it is
possible to acquire a servitude by prescriptive possession without having
registered a relevant deed.*? For servitudes, the notion of possession is
somewhat difficult: the servitude is not a thing which can be held. How-
ever, exercise of the right is taken to be equivalent to possession.

Voluntary grant of real rights

3.80 Since most property which is commercially significant is already
owned by someone, the most important method for acquisition of prop-
erty or of a subordinate real right is by a grant from someone else (usually
the owner of the property). This is sometimes known as derivative acqui-
sition because the acquirer’s right derives from someone else’s right.
Thus where Olivia grants a disposition of a piece of land to Albert and
he registers it, Albert’s right is derived from Olivia. Similarly, if Albert

38 Land Registration etc (Scotland) Act 2012, s 43(3)—(4).
39 2012 Act, s 45(1)—(2).

40 1973 Act, ss 2-3.

41 1973 Act, ss 2(1)(a) and 3(1) and (2).

42 1973 Act, s 3(2).
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then grants a standard security to Bank of Alba Ltd, the bank’s right is
derived from Albert’s.

3.81 The basis for recognition of these grants is the owner’s freedom to
deal with property as he or she wishes. For the same reason, the holder
of a subordinate real right is entitled to discharge the right and thus to
disencumber the property.

3.82 The fact that the acquisition derives from the granter’s act implies
three requirements for an effective grant: the granter must intend to bring
the transfer about; since real rights are being transferred or created, this
intention must usually be expressed in some formal, external act to give
third parties notice of the right; and the granter must have the power
to make the relevant grant (usually because he owns the property which
1s transferred or encumbered).

Intention

3.83 From the requirement of intention, it follows that if Victoria is
physically forced to sign a deed which purports to transfer property to
William, that deed will be ineffective. Ineffective grants are typically
said to be void. Even if William complies with the requisite formalities,
he will not become owner because Victoria did not consent to the trans-
fer. Similarly, if Ivor intends to transfer a cow to David but delivers it
to Daniel, who knows of this, Daniel will not acquire the cow because
there was no intention to make him the owner."

3.84 In most cases, the property which is being dealt with has some
value. For that reason, the main focus of discussion is on the granter’s
intention. However, there may be situations where someone tries to
make a grant to someone who does not want it. For instance, the prop-
erty in question might be very expensive to maintain. Therefore, the
consent of the acquirer is also required for a valid transfer. Since both
granter and acquirer must consent to a transfer, it is commonly said that
a transfer or real agreement is necessary.

3.85 Often, however, the acquirer’s intention is less formally expressed
than that of the granter. Thus, where land is disponed, the transferor’s
intention to transfer must be expressed in formal writing. The acquirer’s
intention, on the other hand, is inferred from their accepting delivery
of the deed and presenting it for registration. Similarly, an assignor must
express his or her intention to transfer a personal right to the assignee
but very little is required of the assignee in terms of indicating consent to
the transfer. It is even open to the assignor to make the intimation which
completes the transfer.

43 Illustrated by the facts and result but not the reasoning in Morrisson v Robertson

1908 SC 332.
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Formalities: heritable property

3.86 The intention to grant a real right usually requires some formal
expression. In the case of heritable property, the formalities are quite
extensive: the grant must be made in formal writing** and the written
grant must usually be registered in the Land Register.*’ This writing can
be either traditional writing on paper, subscribed with pen and ink,*
or an electronic document authenticated by an electronic signature.*’
This serves to preserve the terms of the grant in a durable medium and
as an ‘indication of seriousness’ which helps to ensure that grants made
are truly intended. Registration is in a public register and is thus a
mechanism for giving notice to third parties. The requirement of regis-
tration is an application of the publicity principle.

3.87 Failure to register can have serious consequences if the seller
resells the property or becomes insolvent. Until registration, the seller
remains the owner and thus retains the power to transfer the property.
As discussed at paras 3.100-3.101, the fact that the seller is still the owner
also means that the property is open to seizure by the seller’s creditors.

Formalities: corporeal moveable property

3.88 There is no general register of corporeal moveable property.*®
The main reason for this is that corporeal moveables have tended to be
of less value than land. For the same reason, there was less concern
about preserving the terms of any grant or making sure that grants were
seriously intended. At Scots common law, the only applicable formality
was delivery. Both constitution of rights in security and transfers of
ownership were effected by delivery accompanied by intention on the
part of granter and grantee.” This remains the main rule for Scots law:
where corporeal moveables are transferred as a gift or bartered, owner-
ship will not pass before delivery. The rule is, however, subject to one
very significant exception.

44 Requirements of Writing (Scotland) Act 1995, s 1(2)(b).

45 Registration of Leases (Scotland) Act 1857, s 20B; Conveyancing and Feudal
Reform (Scotland) Act 1970, ss 11 and 14-17; Land Registration (Scotland) etc
Act 2012, ss 50-51. There are some exceptions to the requirement for registration.
Constitution of a lease of less than 20 years is completed by taking possession:
Registration of Leases (Scotland) Act 1857, s 1. Where a servitude is granted, it
may be completed by exercise of the servitude right rather than by registration:
Campbell’s Trs v Corporation of Glasgow (1902) 4 F 752 at 757 per Lord Kinnear.

46 Requirements of Writing (Scotland) Act 1995, s 2(1).

47 1995 Act, s 9B(1). An electronic signature is a mechanism similar to the chip
and PIN devices used for payment by debit or credit card.

48 The register of keepers of vehicles kept by the Driver and Vehicle Licensing
Authority does not have property law effect because it is a register of keepers
rather than owners. There is a register of ships, and dealings with ships are effected
by registration in that register: Merchant Shipping Act 1995, Sch 1, para 1. There
is also a Register of Aircraft Mortgages in which security rights over aircraft
may be registered: Mortgaging of Aircraft Order 1972 (SI 1972/1268).

49 Bell, Commentaries, 11, 11.
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3.89 Victorian legislative reforms which are now embodied in the Sale
of Goods Act 1979 removed the requirement of delivery for transfers
which are made in pursuance of contracts of sale. Section 17 of the 1979
Act provides that, where goods are sold, ownership will pass from seller
to buyer at the moment when the parties intend as long as the goods are
specific or ascertained (i.e. as long as the principle of specificity is satis-
fied). This means that ownership can pass before delivery or, if the par-
ties prefer, at some point after delivery (usually when the price has
been paid). An agreement to delay transfer until the price or other debts
owed by the buyer to the seller have been paid is known as a retention
of title clause.

3.90 Often, there will be no discernible intention regarding the
moment of transfer. If that is the case, then section 18 supplies five rules
which effectively create presumptions about when ownership is to pass.
They are discussed in Chapter 6: Sale of Goods.

Formalities: incorporeal moveable property

3.91 Incorporeal moveable property cannot be delivered because there
is no physical thing which can be handed over. Of course, intention to
transfer still requires to be expressed and, in the case of 1ntellectual prop-
erty rights, this requires to be done in writing.”

392 In some spec1al cases, there is a register on which transactions can
be publicised.”’ Tt should be noted that the existence of such a register
does not necessarily imply a straightforward transfer by registration
regime, like the one which applies to land, but even in such cases, those
who rely on the register will generally be protected from unreglstered
dealings.”® One of the most important instances of the use of a register to
publicise dealings with incorporeal property is company shares.

3.93 Company shares can be transferred only by changing the entry
in the shareholders’ register maintained by the company. A share certifi-
cate (in effect an extract from the register of shareholders) is sufficient
evidence, unless the contrary is shown, of the shareholder’s right to the
relevant shares.”® Since it is only prima facie evidence, a true owner
(e.g. a person from whom a share certificate is stolen by a thief who suc-
ceeds in having his name inserted on the sharcholders’ register) is
entitled to vindicate his rights against a person wrongly recorded as the

50 Registered Designs Act 1949, s 15B(3); Patents Act 1977, s 31(6); Copyright,
Designs and Patents Act 1988, s 90(3); Trade Marks Act 1994, s 24(3).

51 Registered Designs Act 1949, s 17; Patents Act 1977, s 32; Trade Marks Act
1994, s 63; Companies Act 2006, ss 113 and 771. The fact that most shares are
held and traded through intermediaries (effectively bodies which hold shares in
trust for those who want to invest in the companies) limits the significance of the
companies’ register of members in those cases.

52 Registered Designs Act 1949, ss 15B(2) and 19; Patents Act 1977, s 33(1); Trade
Marks Act 1994, s 26(3).

53 Companies Act 2006, s 768; s 127.
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owner and to have the register corrected. However, a bona fide pur-
chaser of shares is entitled to rely on a certificate issued by the company
as evidence of the seller’s right to the shares. If the seller is not in fact
entitled to sell the shares, the buyer cannot be registered as a sharcholder
but is giltitled to damages from the company at the market price of the
shares.

3.94 Where there is no register and no possibility of delivery, another
mechanism for publication must be found. For the transfer of personal
rights, that method is intimation to the debtor. So, if David owes Cecil
£50 and Cecil wants to transfer his right to payment to Angela, two
stages are necessary: a transfer agreement known as an assignation and
intimation of the assignation to David.

3.95 As with corporeal property, failure to complete the second step
exposes the grantee to the risk either of transfer by the assignor to a second
assignee who intimates first, or of the assignor’s insolvency. Further,
intimation plays a role in protecting the debtor from prejudice. Until
intimation is made, payment to the assignor will relieve the debtor of
liability. Further, the debtor is entitled to set off against the assigned
claim any debt owed by the assignor to the debtor which was constituted
prior to intimation.

The ‘nemo plus’ rule: power to make the relevant grant

3.96 In addition to an intention to make the grant properly expressed,
it 1s required that the granter has the power to make it. This is some-
times expressed by the maxim nemo plus juris ad alium transferre potest quam
ipse haberet: no one can transfer to another a greater right than he himself
has.” If Ferdinand purports to dispone a field which belongs to Geral-
dine, his action will be ineffective. Geraldine owns the field so she is the
one with power to transfer it or burden it with subordinate real rights.
The rule is not without exceptions, which are discussed below, but it
remains a cornerstone of Scots property law.

3.97 In the majority of cases, the only person with the power to make
the relevant grant is the owner of the asset affected by the grant. How-
ever, that is not always the case. Many rights in security empower the
security holder to sell the relevant property if the debt is not paid. When
the security holder does so, he or she is able to transfer the property from
the current owner to the buyer. What is necessary, therefore, is the
power to transfer or burden the thing. The owner has that power but it

54 Re Bahia and San Francisco Railway Co Ltd (1868) 3 QB 584 at 594. In English law,
the company’s liability is based on the principle of estoppel: it cannot deny the
title of the seller because the certificate issued by the company causes the buyer to
believe that the seller owned the shares. It is likely that the same rule would be
applied in Scotland based on personal bar (which is the Scottish equivalent of this
type of estoppel).

55 A briefer but broadly equivalent maxim is nemo dat quod non habet: no-one can give
what he does not have.
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can also be granted to others. When the right in security is granted, the
owner grants a conditional power to transfer to the security holder. (It
1s conditional because the security holder will only have the power to sell
if the debtor fails to pay the debt.)

3.98 The nemo plus rule means that it is important for potential pur-
chasers to know that the person they are buying from owns the property
(or has the power to sell it for some other reason). The general rule is
that a non-owner cannot make anyone else the owner. Therefore, if you
buy from a non-owner, the true owner will be able to come and demand
what you bought back from you. It does not matter that you really
believed that the seller owned the relevant asset. Of course, you will
have a right to damages from the seller but he or she might have made
off with the money by then.

3.99 It should also be borne in mind that a granter may have the
power to make an effective transfer although he acts wrongfully in
making the transfer. Making the grant was a breach of an obligation.
However, since the obligation was not owed by the grantee, he or she
may be able to rely on the grant despite its wrongful nature.

3.100 To take a simple example: Sophie concludes a contract with
Florence to sell her flat for £150,000. The next day, Gary (who is una-
ware of the contract) offers to buy the flat for £200,000. Sophie decides
that she could do with the extra money so she quickly concludes a
second contract with Gary and dispones the flat to him. Gary registers
the disposition, still unaware of the prior right. Sophie’s conduct is
wrongful: she has breached her contract with Florence. In that sense, she
was not entitled to act as she did.

3.101 However, her grant to Gary is effective. Sophie was still the
owner of the flat when she made the grant to Gary. She still had the
ownership and so what she gave to Gary was no greater than what she
had herself. Therefore, the nemo plus rule is not a problem for Gary.
Sophie’s breach of contract will of course make her liable to Florence in
damages since the transfer does not set aside her contractual obligations.

The ‘nemo plus’ rule: scope of the right

3.102 The rule says that no one can transfer a greater right than he
himself has. This has implications, not only for cases where a granter has
no right at all but also for cases where the granter’s right is limited. If
Alf has a servitude over Blackacre, he can transfer the servitude to some-
one else. However, having the servitude does not entitle Alf to make
anyone the owner of Blackacre. Similarly, if Tessa has a lease of a shop
for 30 years, she may be entitled to transfer it to someone else but when
she does so, she can only transfer an entitlement for so much of the lease
as is still to run. In other words, no-one can expand the scope of a right
by transferring it to another.

3.103 This aspect of the nemo plus rule is particularly important in the
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context of assignation where it is expressed in its own maxim assignatus
ulitur jure auctoris: the assignee uses the right of the author. The assignatus
utitur rule (or rather, the assignatus utitur aspect of the nemo plus rule) has
important implications for debtor protection.

3.104 Rights are assets which, in the absence of any special rule, the
rightholder is entitled to transfer without the consent of the debtor. The
justification for this is that the right belongs to the rightholder and
persons are generally entitled to deal with their assets as they see fit.
However, since the debtor does not have a say in whether the transfer
takes place, he or she should not be prejudiced by its occurrence.

3.105 The assignatus utitur rule plays a key role in ensuring this protec-
tion. It means that any defences which the debtor had against the
assignor may also be invoked against the assignee. If David owes Colin
£100 under a contract for the supply of goods, David will typically be
entitled to withhold payment until the goods are supplied. Colin can
assign his right to Agnes before delivering the goods but, if he does so,
Agnes will not be able to force David to pay unless Colin has supplied
the goods.

Transfer by non-owners: currency and negotiable instruments

3.106 The normal rule is that a grant by someone who lacks the power
to make the relevant grant is ineffective.”® In some circumstances, the
law will protect those who deal with certain granters who lack the power
to make the relevant grant. The main reason for these protections is to
facilitate commerce. Were such protection not afforded, expensive and
time-consuming attempts to establish sellers’ rights would need to be
undertaken. This would be bad for the economy as a whole.

3.107 The commonest example of this kind of rule is so deeply
embedded that most people do not even think about it: cash payment. If
Anna sells something to Brian and he pays her in notes or coins, she will
not ask him to demonstrate that he owns them. It is quite possible that
Brian may have stolen them or found them on the street but in the
absence of special circumstances such as notes which are stained with
special ink, Anna would have no way of knowing this. For this reason,
the presumption of ownership which generally arises from possession is
much stronger in the case of money and the person from whom Brian
stole the money would not be able to reclaim it from Anna.’

3.108 Slmllar protections are afforded to recipients of negotiable
instruments.”® These are documents which embody a right to payment.
One of the purposes of this embodiment is to allow the right to be trans-
ferred by transferring the document. The ease with which negotiable

56 E.g. Sale of Goods Act 1979, s 21(1).

57 Stair, Institutions, 11.1.34; Bell, Principles § 1333.

58 Negotiable instruments are discussed in more detail in Chapter 9: Payment
Obligations.
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instruments can be transferred is enhanced by the fact that anyone who
receives a bill of exchange in good faith (i.e. without knowing that the
transferor does not own it) and for value is treated as the owner of the
instrument.””

3.109 The protection afforded to those who receive cash and negoti-
able instruments is very extensive. Protection for those who receive other
types of property is more limited. The protections cover situations where
the third party is particularly likely to be misled into thinking that the
granter has the power to transfer the asset in question or to grant a
subordinate real right in the asset.

Transfer by non-owners: Sale of Goods Act 1979

3.110 In the Sale of Goods Act 1979, there are three main cases where
buyers are protected: where the owner is personally barred from denying
the seller’s authority to sell; where ownership has passed but the seller
1s still in possession; and where ownership has not passed but the buyer is
already in possession.

3.111 The first case is addressed in section 21(1). It sets out the basic
nemo plus rule but then makes an exception for cases ‘where the owner of
the goods 1s by his conduct precluded from denying the seller’s authority
to sell’. This covers the situation where the owner has given the impres-
sion that the seller had authority to sell and this has been relied on by
the buyer. So if Olivia leads Bertie to believe that her dog is in fact
owned by Sidney, section 21(1) would mean that Bertie would become
owner if Sidney sold him the dog.

3.112 The other two situations, covered by sections 24 and 25, deal
with the consequences of the abandonment of the delivery requirement.
As noted at paragraph 3.89 above, the 1979 Act removed delivery as a
requirement for transfer of ownership in sale situations. Delivery was a
means of giving notice to third parties of the transfer. Once it was aban-
doned, it became more difficult for third parties to identify the owner
of the goods. Sections 24 and 25 protect third parties who are misled. In
both cases, the third-party acquirer needs to be in good faith (i.e. to
believe that the person in possession is the owner) and to have taken
delivery of the goods.®”

3.113 Section 24 deals with the case where ownership has passed but
there has been no delivery. In such a situation, the seller remains in pos-

59 Bills of Exchange Act 1882, s 38(2).

60 Both sections refer to ‘delivery or transfer’ to the third party, which seems to
suggest that transfer is an alternative to delivery. However, in Michael Gerson
(Leasing) Ltd v Wilkinson [2000] EWCA Civ 250, [2001] QB 514, the Court of
Appeal suggested that transfer of possession was necessary in all cases, although
constructive delivery (where the transferee acquires possession by virtue of the fact
that the person who has physical control of the goods acknowledges that they are
held on the transferee’s behalf) was accepted as sufficient.

printed on 2/10/2023 1:17 PMvia . Al use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

102 General principles of property law

session but a third party dealing with the seller has no way of knowing
that the seller no longer owns the goods in question. A third party who
buys the goods from the seller in good faith and takes delivery of them is
protected. Section 24 says that such a delivery ‘has the same effect as if
the person making the delivery or transfer were expressly authorised by
the owner of the goods to make the same’. Thus, the seller is treated as
the first buyer’s agent and so a transfer is effected from the first to the
second buyer.

3.114 For example, Olivia sells her dog to Sidney but Sidney asks her
to keep it for the weekend when he will be away on holiday. During the
weekend, she sells the dog a second time to Bertie who is in good faith
and takes possession. The application of section 18, rule 1 means that
Sidney became the owner of the dog as soon as the contract with Olivia
was concluded. However, section 24 operates to protect Bertie so owner-
ship passes from Sidney to Bertie.

3.115 Section 25 deals with the converse case: where there is a reten-
tion of title clause meaning that the goods are still owned by the seller
but the seller has allowed the buyer to take possession of them. As with
section 24, it would be difficult for a third party to know about this
arrangement.

3.116 The wording of section 25 is a little complex but, broadly stated,
it works in the same way as section 24: the buyer in possession is treated
as the seller’s agent and so ownership is transferred directly from the
seller to the third party. So if Olivia sells the dog to Sidney but they
agree that she will remain owner for a trial period of two weeks, so
Sidney can see if she and the dog get along, Olivia will retain ownership
although she delivers the dog to Sidney. If, however, Sidney sells the dog
to Bertie after two days, Bertie will become owner provided that he is
in good faith and takes delivery. Ownership would pass directly from
Olivia to Bertie.

3.117 Subsection (2) of section 25 sets out an important exception to
the protection in section 25. It does not apply where the buyer in posses-
sion had acquired the goods under a consumer credit agreement. ‘Con-
sumer credit agreement’ is defined in section 8(1) of the Consumer Credit
Act 1974. Confusingly, the definition does not require that the credit be
given to a consumer. It simply defines a consumer credit agreement as an
agreement under which an individual gets credit of any amount. Equally
bizarrely, the Consumer Credit Act 1974 defines the term ‘individual’ as
including partnerships of two or three partners, at least one of whom is
not a body corporate, and unincorporated associations.”’

3.118 Since the most common reason for retention of title is that the
goods have been supplied on credit, this means that section 25 protection
will usually be limited to third parties who buy from companies or

61 Consumer Credit Act 1974, s 189.
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limited liability partnerships. The situation is further complicated by
section 27 of the Hire Purchase Act 1964. That section provides equiva-
lent protection to that found in section 25 of the 1979 Act for third
parties who buy cars from hire purchasers or buyers in protection.
Unlike section 25 of the 1979 Act, section 27 of the 1964 Act does not
exclude consumer credit agreements but its protection is limited to third
parties who are ‘private purchasers’. That means that it does not extend
to third parties whose business is the sale of motor vehicles or the finan-
cing of such sales.”” None of this reflects well on the architects of the
relevant legislation. It may be clarified somewhat by some examples.

3.119 Edward sells some computers to Cawdors and Associates, a
firm of solicitors which operates as a partnership. The computers are
supplied on credit and Edward and Cawdors agree that ownership
will remain with Edward until he is paid. Cawdors sell the computers
on to Peterson Thirlstane, another firm of solicitors. Cawdors go bust
and Edward tries to get the computers back from Peterson Thirlstane.
Can Peterson Thirlstane rely on section 25?

3.120 Cawdors were a buyer in possession and they delivered the goods
to Peterson Thirlstane who were in good faith, so all the requirements
of section 25(1) were fulfilled. However, Cawdor had received the goods
on credit and, as a partnership, they are an individual in terms of the
Consumer Credit Act 1974. Since they are an individual and they
received the goods on credit, this is a consumer credit agreement within
the terms of section 8 of the 1974 Act. That in turn means that the ex-
ception in section 25(2) applies, so Peterson Thirlstane are not protected.

3.121 If, however, Cawdors and Associates had been a limited liability
partnership rather than a general partnership, Peterson Thirlstane would
have been safe. A limited liability partnership is a body corporate® so it is
not an individual in terms of the 1974 Act. That means that the supply to
it of computers on credit would not be a consumer credit agreement in
terms of section 8 of the 1974 Act. Therefore, the exception in section 25(2)
of the Sale of Goods Act 1979 would not apply. Since Peterson Thirl-
stane fulfil the requirements of section 25(1), they would be protected.

3.122 Alternatively, if Edward had supplied cars rather than com-
puters to Cawdors and these had been sold on, Peterson Thirlstane
would be entitled to rely on section 27 of the Hire Purchase Act 1964
since Peterson Thirlstane’s business does not involve dealing in motor
vehicles or financing such dealing.

Transfer and grant by non-owners: Land Registration etc
(Scotland) Act 2012

3.123 Most transactions which affect land must be registered so third

62 See the definition of ‘trade or finance purchaser’ and of ‘private purchaser’ in the
Hire Purchase Act 1964, s 29.
63 Limited Liability Partnerships Act 2000, s 1(2).
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parties have notice of what has happened. This might be thought to be
all the protection potential purchasers would need against dealing with
a non-owner who purports to sell them land or grant a subordinate real
right over it. If every transaction is publicly registered, it should be pos-
sible to work out who owns each piece of land. However, mistakes occur
even in the process of registration. It may be, for instance, that a fraud-
ster has forged a disposition and managed to convince the Keeper of the
Register to enter him or her as owner when in fact they are not. A third
party consulting the register would then be misled.

3.124 The Land Registration etc (Scotland) Act 2012 (‘the 2012 Act’)
contains rules which protect third parties who transact with those who
appear from the register to be owners but in fact are not. This makes the
register more reliable for those who are buying property and thus facili-
tates dealings with land. Of course, protecting the buyer who relies on
an inaccurate entry on the register has a downside. If the buyer becomes
owner, the former owner loses his or her right. This downside also exists
in relation to currency and corporeal moveables but it has been taken
more seriously in the context of land because land tends to be more valu-
able. The 2012 Act makes provision, not only for the protection of those
who rely on the register but also for the compensation of those who lose
out as a result of that protection.

3.125 There are two levels of protection for those who rely on the
register: a money guarantee from the state and validation of void grants.
For the sake of simplicity, the transfer of ownership will be used as an
example but the 2012 Act also protects other grantees.

3.126 The money guarantee is known as the Keeper’s warranty. When
the Keeper accepts a putative transferee’s application for registration,
she warrants to the applicant that the register is correct in showing him
or her as owner and that none of the subordinate real rights which
should be shown on the register as affecting the property have been
missed out.®* The Keeper may exclude or restrict the warranty in circum-
stances where it is appropriate (usually because of doubts about some
aspect of the rights claimed by the applicant).®” If it turns out that the
applicant did not become the owner, perhaps because the register was
inaccurate in showing that the person who granted the disposition to the
transferee was the owner, then the register will be rectified to reflect the
true position®® and the transferee who made the application will be
entitled to compensation from the Keeper.®’

3.127 Bob sees a nice house in an area he would like to move into.
He checks the Land Register and finds that the owner is Frank, who was
registered as owner and moved in one month ago. Frank agrees to sell

64 Land Registration etc (Scotland) Act 2012, s 73.
65 2012 Act, s 75.

66 2012 Act, s 80.

67 2012 Act, s 77(1).
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the house to him. Bob pays the price, moves in and registers his disposi-
tion. T'wo months later, Olivia appears. She says that she is the true
owner of the property and that Frank appeared on the register because
he had forged her signature on a disposition. If she can prove that this is
the case, the register will be rectified and Bob will get a pay-out under
the Keeper’s warranty. Of course, since Olivia owns the house, Bob will
have to move out unless he comes to some arrangement with Olivia.

3.128 The Keeper’s liability is excluded in a number of circumstances,
set out in section 78 of the 2012 Act. The most important exceptions are
set out in paragraphs (b) and (c). An applicant who knows that the
register will not be accurate when his or her entitlement is entered is not
entitled to compensation. Neither is an applicant who caused the Keeper
to make an inaccurate entry by a failure to take reasonable care in
making the application. So, if Bob knew that Frank was not the owner
at the time when he registered his disposition, his right to compensation
under the Keeper’s warranty would be excluded.

3.129 Assuming that none of the section 78 grounds applies, Bob may
well be grateful for the money since Frank is likely to be long gone and
the chances of recovering damages from him may be minimal. However,
what Bob wanted was the house not the money. There are circumstances
in which Bob would get the property rather than mere monetary com-
pensation: that is the second level of protection. Of course, giving that
protection to Bob involves taking the property away from Olivia, so
more stringent conditions are applied.

3.130 The conditions are set out in section 86(3) of the 2012 Act. As
with the Keeper’s warranty, Bob requires to be in good faith and the
disposition needs to be accepted by the Keeper without excluding war-
ranty. The extra requirement is that property had either been possessed
for one year by the disponer; or, alternatively, the disponer and the
applicant had possessed the property for a year between them without
the inaccuracy being drawn to the Keeper’s attention.

3.131 So, if Frank had acquired the house eighteen months before sell-
ing it to Bob, then on registration, Bob would become the owner of the
house.®® Alternatively, if Frank had taken possession one month before
the sale but more than eleven months expired before Olivia returned to
challenge Bob’s right, he would be safe. In that case, Bob would become
owner eleven months after moving in because that would be the point
when the combined possession of Bob and Frank reached one year.” In
either case, the result is that ownership passes directly from Olivia to
Bob. Frank never was and never becomes the owner. If that happens,
Olivia is entitled to compensation from the Keeper.”’

68 2012 Act, s 86(4)(a).
69 2012 Act, s 86(4)(b).
70 2012 Act, s 94.
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3.132  There are equivalent rules which protect assignees of registered
leases’" and grantees of servitudes.”” Grantees of standard securities are
only protected by the Keeper’s warranty. The reason for this is that,
unlike the other rights just mentioned, money from the Keeper can give
the grantee of security complete satisfaction. All that the standard secur-
ity entitled its holder to do was to sell the property for the satisfaction
of a debt. It should be a matter of indifference whether the money is
generated by the sale of the property or comes from the Keeper’s funds;
therefore, there is no good reason for curing the standard security and
thus burdening the real owner’s title.

Voidable grants

3.133 The problems discussed so far are problems which would mean
that the grantee did not acquire the right at all: if there is no intention
to make the grant, if the proper formalities are not complied with or if
the granter did not have the power to make the relevant grant, the result
is that the grant is void. That means that it is totally ineffective and no
right is conferred on the grantee.

3.134 However, there is another class of cases where there is a problem
with the grant but it has less drastic consequences. Some grants are said
to be not void but voidable. This means that the grant is initially effec-
tive but that someone has a personal right against the grantee which
entitles him or her to have the grant reversed. Usually, the reason for
this is that the grant involved a wrong against the person who is entitled
to have it reversed.

3.135 The simplest example is a fraudulently induced transfer. In that
case, the transferor truly intends to transfer the property but that con-
sent has been wrongfully obtained. For instance, Freddy might lie to
Vanessa, telling her that he is her long-lost grandson. She might gift
some land to him because she believes this. She really intended to trans-
fer the land to him but that intention was induced by Freddy’s fraud.
Therefore the transfer is voidable at Vanessa’s instance.

3.136 In many cases the granter is the person who is entitled to avoid
the transaction but this is not necessarily the case. Some of the most
important grounds of voidability involve cases where a third party is
entitled to set the transaction aside.

3.137 If a creditor of the granter has used the diligence of inhibition
against the granter, then any grant of a real right affecting heritable
property will be voidable at that creditor’s instance.”” Similarly, grants
made by an insolvent debtor which operate to the prejudice of his or her

71 2012 Act, s 88.
72 2012 Act, s 90.
73 See paras 9.35-9.42.
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creditors may be voidable at the instance of those creditors or of the
. . . . 74
insolvency official acting on their behalf.

3.138 Turther, although a contract of sale will not prevent the seller
from transferring the subjects of sale to a third party or from burdening
them if the buyer has not yet become owner, the grant to the third party
may be voidable at the buyer’s instance under the so-called ‘offside goals
rule’.”” It allows the holder of a personal right to a real right (e.g. some-
one with a contractual right to have property transferred or to have a
subordinate real right granted) to set aside a grant made by the party
obliged under that right on two conditions. The first is that the grant
which is challenged must prejudice the prior personal right in some way.
This is fairly obvious in the case of a double sale: if the seller has trans-
ferred the object of the sale to someone else he will no longer be in a
position to transfer it to the buyer. The second condition is that the sub-
sequent grantee must either know about the prior personal right or have
received the grant gratuitously.

3.139 Sidney contracts with Bertie to sell his house and then makes a
second contract with Glenda for the sale of the house. Glenda registers
her disposition first so she becomes the owner. However, Bertie will be
able to set aside the transfer from Sidney to Glenda if he can show that
Glenda knew of Bertie’s contract with Sidney when she concluded fer
contract with Sidney. If the transfer to Glenda was not a sale but a gift,

Bertie would be able to set it aside without the need to show that she was
in bad faith.

3.140 The justification for the offside goals rule is connected to the
rules allowing challenge to acts by an insolvent debtor. In each case, the
actions of the granter would, if allowed to stand, defeat the interests of
a prior personal right holder. Where the recipient of the second grant is
in bad faith or gratuitous, this is not thought to be fair.

3.141 As far as the grantee is concerned, it makes little difference
whether the grant is void or voidable: in either case challenge will lead
to loss of enjoyment of the right or the property. However, the difference
between a void grant, where the grantee receives no right and a voidable
grant, which is effective albeit liable to be set aside, is very important for
SUCCESSOTS.

3.142 If the initial grant is void, then the nemo plus rule means that any
attempt by the grantee to pass on what was granted will be ineffective
and the owner will be able to recover the property even if it has been
transferred on to a third party. If, however, the grant is merely voidable,
then the grantee has the relevant right unless and until the grant is set
aside. That means that he is able to transfer the right or burden the rele-
vant property. The recipient of this further grant is not bound by the

74 See paras 10.25-10.54.
75 Rodger (Builders) Ltd v Fawdry 1950 SC 483.
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personal right which enables the first grant to be set aside. Therefore, the
recipient of the further grant is safe.

3.143 So, if Glenda was in bad faith regarding the contract between
Sidney and Bertie, the transfer to her would be voidable. Her right is
precarious because Bertie could come along and have it set aside in
court. If, however, she sells the house on to Tracy (who is unaware of
any of this), Tracy will become the owner and will not be subject to any
challenge from Bertie. Glenda was the owner and so she had the power
to make Tracy the owner, and Bertie’s personal right against Glenda is
none of Tracy’s business.

3.144 'The recipient of the further grant will find him or herself vulner-
able, however, if that grant was gratuitous or if the recipient was in bad
faith (i.e. knew or should have known that his or her author’s right was
voidable). This rule is set out for sale of goods in section 23 of the 1979
Act but it also applies as a matter of common law to transfers of other
kinds of property and to rights burdening them. So, if Tracy knew about
the circumstances in which Glenda acquired the house, Bertie could set
aside the transfer from Glenda to Tracy and the transfer from Sidney to
Glenda. That would enable him to enforce his contract against Sidney
and thus become owner of the house. Since the further grant defeats the
personal right to reverse the transaction, Tracy’s vulnerability, as being
of bad faith and a gratuitous recipient, in this situation can be seen as
an application of the offside goals rule.

Judicial acquisition

3.145 In certain circumstances, the court will intervene to transfer
property from one person to another or to grant subordinate real rights.
This is done in order to secure the fulfilment of the former owner’s obli-
gations. Although judicial acquisition occurs without the consent of, and
usually against the will of, the former owner it is nonetheless a form of
derivative acquisition. For that reason the nemo plus rule applies to judi-
cial acquisition: the court can confer no better right on the acquirer than
it takes from the former owner.

Adjudication in implement and execution by the sheriff clerk

3.146 'The simplest form of judicial acquisition is adjudication in imple-

ment. It is a long-recognised but rarely used remedy by which effect can

be given to an obligation to convey heritable property. It is done by

raising an action in the Court of Session, the end result of which is that

the relevant heritable property is declared by the court to belong to the
76 vy : .77

pursuer,”” which is then completed by registration.

3.147 Adjudication in implement is a Court of Session remedy, which

76 J Graham Stewart, A Treatise on the Law of Diligence (Edinburgh, 1898) pp 667—
69.
77 Titles to Land Consolidation (Scotland) Act 1868, s 62.
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means that it is quite expensive for the parties involved. However, an
equivalent is supplied by section 5A of the Sheriff Courts (Scotland) Act
1907, which provides that the sheriff may direct the sheriff clerk to
execute the deed which should have been granted by the defender and
that a deed so executed is effective as if it had been granted by the
defender.

Reduction

3.148 Where a grant which affects heritable property is voidable, the
personal right to reversal of the transaction is given effect by reduction.
Like adjudication in implement, reduction of a transfer operates as a
judicial conveyance. Reduction only takes effect against good faith third
parties on registration of the decree in the public register.’®

Insolvency officials

3.149 The appointment of a trustee in sequestration operates to vest
everything in the debtor’s patrimony (other than exempt assets) in the
trustee in sequestration.”” However, with regard to heritable property,
this vesting requires to be completed by registration and the trustee must
leave 28 days from the date of publication of the sequestration proceed-
ings before registering.?” The purpose of this window is to allow those
to whom the bankrupt has granted real rights to register their grants. If
they do not do so prior to the trustee’s registration, they will not get the
right which they were granted and will rank as unsecured creditors in
the sequestration.

3.150 Where the insolvent debtor is a company rather than a natural
person, the relevant mechanism for selling off the assets for creditors’
benefit is liquidation rather than sequestration. In most cases, this does
not involve transfer of assets to the insolvency official: the liquidator
simply takes control of the company and uses that authority to dispose of
the assets. However, the liquidator may apply to the court for an order
which vests the company’s property in him or her.”'

Diligence

3.151 As well as acquiring ownership as a result of judicial action, it
is also possible to acquire rights in security in the debtor’s assets. The
general Scots law term for this mechanism is diligence.?” However, the
term diligence has a slightly broader scope than judicial rights in security.
It covers both freeze diligences, which restrict the debtor’s capacity to
make grants affecting his or her property, and seize diligences, which give
the creditor a right in security in the asset against which diligence is done.

78 Conveyancing (Scotland) Act 1924, s 46.

79 Bankruptcy (Scotland) Act 1985, s 31. See paras 10.26-10.31.
80 1985 Act, ss 31(1A)—(1B).

81 Insolvency Act 1986, s 145.

82 See generally Chapter 12: Judicial Security: Diligence.

printed on 2/10/2023 1:17 PMvia . Al use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

Chapter 4

Agency

INTRODUCTION

What is agency?

4.01 The idea that one person can transact on behalf of another is
essential to modern business practice. The person on whose behalf an
action is done is known as the principal, the person doing the act is
known as the agent. In this chapter, for the sake of ease of expression,
the principal will be referred to with the feminine pronoun, the agent
with the masculine, and the third party with the neuter pronoun (‘it’).
So, in the typical case, a male agent will be transacting on behalf of a
female principal with a third party which is a juristic person.

4.02 The core idea is that the agent acts but this act is attributed to the
principal; it is treated as if the principal had done it herself. If Peter is
Alice’s agent and he makes an offer to buy some whisky from Teldi Ltd
on Alice’s behalf then the contract which would result from Teldi’s
acceptance is one between Alice and Teldi. Peter made the offer but it is
treated as if it was made by Alice.

4.03 Many of the materials which discuss agency do so in terms which
suggest that all agents do i1s conclude contracts on behalf of their princi-
pals. However, it is clear that agents can also perform other juridical
acts' on their principals’ behalf: they can transfer property,? appeal deci-
sions of courts or tribunals,” and make or accept payments.

4.04 Many European systems have a broader notion of agency. They
recognise that agents may carry out acts in the principal’s name which
are attributed to the latter. They call this direct agency. However, they
also recognise a second category: indirect agency. In indirect agency, the
agent acts in his own name but does so for the principal’s benefit.
Crudely put, the result is that acts done are attributed to the agent but
agency rules regulate the relationship between principal and agent.

1 In this chapter, the term ‘juridical act’ is used in a very broad sense to mean any
voluntary conduct intended to affect someone’s legal position.

2 E.g. Factors Act 1889, s 2(1), applied to Scotland by Factors (Scotland) Act
1890, s 1(1).

3 Goodall v Bilsland 1909 SC 1152.

4 International Sponge Importers Ltd v Andrew Watt & Sons 1911 SC (HL) 57.
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4.05 This means that, as far as the rest of the world is concerned, the
principal has no part in the transaction. However, the agent will have a
duty to communicate the benefit of the transaction to the principal and
the principal will have a duty to indemnify the agent for any expenses
associated with it. To return to the earlier example, if Peter was an
indirect agent he would make the offer to buy the whisky in his own
name. That would make him a party to the contract of sale so he would
be liable to Teldi for the price and Teldi would be obliged to supply the
whisky to him rather than to Alice. However, Peter would be obliged
to pass the whisky on to Alice (or to deal with it in accordance with her
instructions) and Alice would be obliged to pay Peter the price which
he paid Teldi. Lawyers in the UK have tended not to classify this kind
of arrangement as agency, although agency on behalf of an undisclosed
principal (discussed at paras 4.56-4.66 below) might be regarded as half
way between direct and indirect agency.

Why might an agent be used?

4.06 There are many reasons why a principal may prefer to transact
through an agent rather than acting personally. The simplest and one of
the commonest is lack of time. If Stella owns and runs a shop and wants
to keep it open when she is at the wholesaler buying more stock, she
might employ Alf to look after things while she is away. Since Stella is a
sole trader, a customer who buys something from the shop when she is
there makes a contract of sale with her. Is it any different if Alf is man-
ning the till when the purchase is made? No, Alf is Stella’s agent, selling
on her behalf. This remains so even if Alf is an employee as employees
often act as agents.

4.07 Another common reason is that the agent has special knowledge
or expertise which the principal lacks. This is why most people who are
buying or selling a house do so through a solicitor (sometimes called a
law agent). The solicitor knows what needs to be done and what prob-
lems to look out for. Similarly, a company looking to expand into a new
country may employ an agent who understands the local business condi-
tions to run its affairs there.

4.08 A company has another important reason for transacting through
an agent. A company is a juristic person, with no physical body. As such,
it lacks the physical presence necessary to express consent. Since expres-
sions of consent or intention are essential to most juridical acts, this is a
problem. It is addressed to some degree by the Requirements of Writing
(Scotland) Act 1995, which has procedures for subscription by various
kinds of juristic person.” They are, however, relatively cumbersome and
are of no relevance where writing is not used. If the shop was owned
by a company rather than by Stella, Alf’s position as an agent would be

5 Requirements of Writing (Scotland) Act 1995, Sch 2. See Chapter 1: Introduction
to Juristic Persons, paras 1.40-1.43.
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even more important. Unlike Stella, the company could not man the tills
and sell directly to customers. Its only practical means of selling is
through agents.

4.09 In agency, there are three parties whose interrelationships need
to be considered: the principal, the agent and the third party. If every-
thing works properly, there should be a relationship between the princi-
pal and the third party by virtue of the agent’s act on the principal’s
behalf. There will also be legal relations between the agent and the prin-
cipal by virtue of the rules which regulate the agent’s duties to the
principal and vice versa. There should be no legal relations between the
agent and the third party because the agent is merely the conduit
through whom the principal acts. If things go wrong, however, the agent
may find himself liable to the third party. Each of the three relationships
will be considered in turn.

PRINCIPAL-THIRD PARTY RELATIONS

4.10 Under normal circumstances each person transacts on his or her
own behalf but not on behalf of anyone else. This is important because
juridical acts involve the exercise of private autonomy: they are part of
the way in which the law enables us to live our lives as we choose.
Autonomy does not make much sense if someone else is making the deci-
sions. If giving effect to the contracts which Alice makes is part of the
law’s recognition of her private autonomy, it is difficult to see how this
end is served if the contract comes into existence because of Peter’s
actions rather than Alice’s.

4.11 Further, persons are usually entitled to choose with whom they
deal. In a sense this is also part of private autonomy. When Bill decides
to enter into a contract of sale he may wish to buy from Sally but not
from Sophie and the law respects that choice.

4.12 'The law of agency seems to challenge both of these basic values:
the agent does the act but it is the principal who is bound, and the third
party deals with the agent but ends up transacting with the principal.
These apparent anomalies are dealt with by two concepts which are cen-
tral to the relationship between principals and third parties: authority
and disclosure.

Authority

4.13 Agency involves an agent acting on behalf of the principal but
that is not the first step. Peter cannot just wake up one morning and
decide that he will conclude a contract on Alice’s behalf with Teldi Ltd
or that he will make a gift of her car to Trudy. If Peter had no authority
to conclude the contract with Teldi, then Teldi will not be able to
enforce the contract against Alice. If Peter had no authority to give the
car to Trudy then Alice will be entitled to get it back from her.
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4.14 If Peter is to be Alice’s agent, Alice must do something which
gives him the authority to bind her. Without authority to bind Alice, no
juridical act which Peter does in Alice’s name will be attributed to her.
In this way, Alice’s autonomy is recognised. Peter can do things which
bind Alice but his power to do so derives from Alice’s actions. Alice exer-
cises her autonomy in conferring the power on Peter. All of this means
that, when trying to work out if an act of a purported agent binds the
alleged principal in a question with a third party, the first question to
ask is whether the agent had authority to do the relevant act.

Scope of authority

4.15 It is rare for a principal to want to confer universal authority on
the agent. The agent will usually be authorised to do some acts but not
others. When Stella leaves Alf in charge of the shop, she wants him to
be able to sell goods to customers but not to sell the premises to a prop-
erty developer. Therefore, it is necessary to ask not just whether the
person who acted was the principal’s agent but also whether the act in
question was within the scope of his authority. The scope of authority
can vary widely: an agent may be commissioned to undertake a specific
sale or purchase or to manage all of the principal’s business affairs.
Agents whose authority is limited to particular tasks are sometimes
referred to as special agents and those with wider authority as general
agents.® However, in every case the key question is whether the agent
had authority to do the particular act in question.

Kinds of authority

4.16 There are three broad types of authority: actual, retrospective and
apparent. Actual authority is authority which has been granted by the
principal prior to the transaction at issue. Retrospective authority, which
is usually called ratification, is granted after the fact by the principal.
Apparent authority covers situations where the principal has not granted
authority either before or after the agent’s act but is nonetheless bound
because she is responsible for the third party’s belief that the agent was
authorised.

Actual authority

4.17 An agent has actual authority when the principal has granted
power to do the relevant act beforehand. This grant is a juridical act by
the principal and it is usually done in the context of a contract between
the princi_})al and agent in which the latter takes on obligations to the
principal.

4.18 It is often suggested that an agent need not have active capacity

6 E.g. Bell, Principles §219.
7 E.g. Freeman and Lockyer v Buckhurst Park Properties (Mangal) Ltd [1964] 2 QB 480
at 502 per Diplock L]J.
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since he is a mere conduit for the principal’s act.” If this is the case, it
implies that the conferral of authority may be a unilateral act by the
principal since requiring the agent’s consent would imply his partici-
pation in the constitution of the agency relationship. Someone without
active capacity would not be able to so participate and thus could not
become an agent in the first place.” In England, it is accepted that
agency may arise from a unilateral conferral of authority by the prin-
cipal.’ Of course, explaining the basis of the agent’s duties to the
principal becomes more difficult if agency can come into existence with-
out the agent having to consent.

4.19 Like most other juridical acts, the conferral of authority need not
be in writing and need not take any particular form. It may be done
expressly or impliedly. In the latter case, the principal does not state
explicitly that he or she authorises the agent. Rather, the authority is
implied from the circumstances of the case.

4.20 Thus, where an agent is given a task, authority is given to do
everything necessary to complete the task,'" so a solicitor who is asked to
purchase land on someone’s behalf is authorised to have searches made
of the land register to make sure that there are no problems with the
seller’s title. Further, appointment to some roles implies authority to
enter into certain kinds of transaction: a partner in a general partnership
has authority to bind the firm in its usual business relations'? and the
managing director of a company has wide-ranging authority to bind
the company.'® This authority will often depend on what is usual in the
given field of activity.'*

4.21 Implied authority is based on the presumption that this is what
the principal intends but that principle can be rebutted. So it would be
open to someone instructing a solicitor to require the solicitor to get
specific authority before ordering a search of the land register and
section 5 of the Partnership Act 1890 envisages that the partners may
agree to limit the authority of some or all of the partners.

Ad hoc agency

4.22 A recent line of decisions in the Outer House has suggested a
further category of agency which, if it is accepted, is best considered as a

8 E.g. J J Gow, Mercantile and Industrial Law of Scotland (1964) p 516; A D M Forte
and J P Van Niekerk, ‘Agency’ in R Zimmermann, D Visser and K Reid (eds),
Mixed Legal Systems in Comparative Perspective, p 240 at 245. As to the meaning of
active capacity see Chapter 1: Introduction to Juristic Persons, para 1.05.

9 E.g. Age of Legal Capacity (Scotland) Act 1991, ss 1(1)(a) and 9(b).

10 P Watts and F M B Reynolds, Bowstead and Reynolds on Agency (19th edn, 2010)
para 1-006.

11 Black v Cornelius (1879) 6 R 581.

12 Partnership Act 1890, s 5.

13 Freeman and Lockyer v Buckhurst Park Properties (n 7).

14 Black v Cornelius.
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type of implied authority."” It is known as ad hoc agency. The concept
is the creation of Lord Drummond Young and its precise contours are
not yet clear. The basic idea is that, in cases where there is a mismatch
between the parties to a contract and those who are performing the obli-
gations and enforcing the rights, the person who is acting as a de facto
party to the contract can be considered to be the agent of the true con-
tracting party in order to get round the mismatch.

4.23 The usual reason for the mismatch is either that the contract has
been concluded by one member of a group of companies but is then per-
formed by another member of the group, or that a business is restruc-
tured. A sole trader may transfer her business to a limited company of
which she is the shareholder and director but neglect to assign contrac-
tual rights to the company or secure the consent of the other parties to
the delegation of the obligations to the company.

4.24 Thus, in Laurence Mclntosh Ltd v Balfour Beatty, a contract was
entered into by a partnership called Laurence McIntosh & Sons. The
partners of that firm later created Laurence MclIntosh Ltd and were in
the process of transferring the business from one to the other. Lord
Drummond Young deployed the concept of ad hoc agency to cover the
gap between the practical moment when the company took over the
business and the legal transfer of rights and responsibilities. During that
gap, the company was considered to be the agent of the partnership.'®

4.25 The basis for ad hoc agency appears to be that, in a given situa-
tion, the best method of making sense of what the parties are doing, in a
way that keeps all the contracts running, is to assume that one person
acts on behalf of another. It should be borne in mind, however, that
Lord Drummond Young did not consider the inference appropriate in
“formal’ situations like litigation.'’

4.26 The idea has been subject to academic criticism'® and has not
been endorsed at appellate level so it is not clear whether it will become
an established part of the Scots law of agency. The basis for the implica-
tion of authority certainly differs from classic implied authority since,
in cases of the type envisaged by Lord Drummond Young, it is likely
that the ‘agent’ would consider itself to be acting for its own benefit and
thus on its own behalf rather than that of the nominal principal.

Retrospective authority (ratification)

4.27 Agents do not always remain within the bounds of the authority

15 Whitbread Group plc v Goldapple Ltd (No 2) 2005 SLT 281; Laurence MclIntosh Ltd v
Balfour Beatty Group Ltd [2006] CSOH 197; Stirling v Westminster Properties Scotland
Ltd [2007] CSOH 117.

16 [2006] CSOH 197 at paras 15-19.

17 Stirling v Westminster Properties Ltd at para 20.

18 L Macgregor and N Whitty, ‘Payment of another’s debt, unjustified enrichment
and ad hoc agency’ (2011) 15 Edin LR 57.
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granted to them by their principals. The reasons why this may happen
are diverse but one obvious one is a misunderstanding of the scope of the
authority on the part of the agent. In more extreme cases, someone with
no authority at all may purport to act as agent for another. In some
cases, however, the person in whose name the act was done may be
happy with the transaction which the purported agent has undertaken.
In those circumstances, it is open to the ‘principal’ to ratify the actions.
This effectively amounts to granting authority after the fact. The effect
of ratification is that the act is treated as always having been
authorised."”

4.28 'The justification for allowing ratification is that everyone is get-
ting what they want: the principal clearly wants to approve the trans-
action (otherwise she would not be ratifying it) and the third party
thought that the agent was acting on the principal’s behalf anyway.
Therefore, the ratification just brings the legal situation into line with
what the third party thought it was. The requirements for an effective
ratification are fourfold.

1. The ratifier must make a decision

4.29 Ratification depends on the will of the ratifying party. Therefore,
ratification can only occur where there is evidence that she has decided
to approve the relevant transaction. This approval may be express but it
is more common for it to be implied by the principal’s actions. There is
English authority which suggests that it may even be implied by the
principal’s inaction for a reasonable period of time in circumstances
where the principal can be expected to take steps to disown the trans-
action,20 and that this evidence need not have been communicated to
the third party in order to take effect.?!

4.30 The fact that the principal requires to make a decision means that
the principal cannot be held to have ratified an agent’s act merely on the
basis of actions for which she had another good reason, such as recover-
ing her property. Further, nothing done by the principal before she
becomes aware of what the agent has done can imply a ratification of
the agent’s actions.””

2. The principal must have had legal capacity at the time of
the act which was ratified”

4.31 This follows from the fact that ratification is retrospective in
effect. As noted above, when an agent acts within the scope of his or her

19 Bolton Partners v Lambert (1889) 41 Ch D 295.

20 Bank Melli Iran v Barclays Bank (Dominion, Colonial and Overseas) [1951] 2 Lloyd’s
Rep 367.

21 Harrisons & Crossfield Ltd v London and North-Western Railway Co [1917] 2 KB 755;
SEB Trygg Liv Holding AB v Manches [2006] 1 WLR 2276.

22 Forman & Co Pty Ltd v The Liddesdale [1900] AC 190.

23 Boston Deep Sea Fishing and Ice Co Ltd v Farnham [1957] 1 WLR 1051.
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authority, the act is attributed to the principal. Since ratification means
that the agent is treated as having had authority at the time of the act,
it would mean the contract or other transaction being attributed to the
principal at a time when she was incapable of so acting. This would
make no sense.

4.32 The requirement that the principal have legal capacity at the
time of the agent’s act implies a requirement that the principal existed
at the time of the relevant act since there can be no capacity without
existence. The most common application for this rule relates to the
formation of companies. Those behind a company may want to line
business up for it before it is formed by incorporation and to have the
contracts ratified once the company has been created. The retrospective
effect of ratification makes this impossible. Instead, section 51 of the
Companies Act 2006 provides that those who purport to contract on
behalf of the company in those cases are personally liable.

3. The agent must have held himself out as acting as an agent

4.33 1If part of the rationale for accepting ratification as binding on
third parties is that it gives them what they thought they were bargain-
ing for in the first place, it should be obvious that ratification can only
be allowed where the third party is aware that the agent is not acting on
his own behalf. Were that not the case, the third party might expect to
contract with the agent and end up contracting with the principal.

4. There must have been no material change in circumstances
between the agent’s act and the ratification

4.34 This is sometimes expressed as the requirement that the ratifica-
tion must be reasonable in all the circumstances. Ratification gives the
principal the power to make a retrospective change. This has the poten-
tial for significant abuse. For instance, if the agent placed a bet on a
football match in the principal’s name, it would not be appropriate to let
the principal decide to ratify the gambling contract after the match was
over. However, the courts have been willing to recognise ratification of
a contract of 1 insurance after the peril against which the insurance was
taken out has occurred.”

4.35 Thus, where an act requires to be done within a certain time (per-
haps an oﬁer made subject to a time limit), both the agent’s act and the
ratification must occur within the time limit.*> Otherwise the time limit
would be deprlved of all effect. Similarly, if someone else has acquired
a real right in the prmc1pal s property, this cannot be prejudiced by a
subsequent ratification.”® Thus, if Alf purports to pledge Phillipa’s car to
Terence and, in the meantime, Phillipa sells the car to Trudy, Trudy

24 Williams v North China Insurance Co (1876) 1 CPD 757.
25 Goodall v Bilsland 1909 SC 1152.
26 Bird v Brown (1850) 4 Exch 786.
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will not be affected by the pledge to Terence, even if Phillipa ratifies it.
However, an attempt by the third party to withdraw an offer on learn-
ing that the agent has acted without authority can be defeated by a
ratification.”’

Apparent authority

4.36 The existence and extent of the agent’s authority are the result
of private dealings between the agent and the principal. As such, it is
difficult for third parties to determine whether or not someone who pur-
ports to be an agent actually has the necessary authority for the trans-
action in question. For this reason, rules are required to protect third
parties who are misled into dealing with someone whom they believe to
have authority.

4.37 'This protection takes two forms: the agent’s warranty of authority
and the validation of juridical acts performed by a person with apparent
authority to do them. The former protection renders the purported
agent liable to the third party and so it is considered below in the section
on agent—third party relations.

4.38 Apparent authority (sometimes referred to as ostensible author-
ity), however, concerns the relationship between the principal and the
third party. If the principal has done something which justifies the third
party in believing that someone has authority to do a particular act on
her behalf and the third party relies on that impression by transacting
with the agent, the principal will be bound.

4.39 Often apparent authority results from cases where an agent is
deprived of his authority but those whom the agent has dealt with in the
past are not informed of the loss of authority. It can also arise where
someone is appointed to a post which usually carries a certain degree of
implied authority but the principal and agent agree that the latter’s
authority shall not extend to the usual range.

4.40 So, if Alice appoints Peter to manage her affairs and then dis-
misses him for misconduct, she will need to inform those with whom
Peter has been dealing on her behalf. If she does not do so, they will be
justified in continuing to deal with Peter on the basis that he can bind
Alice. The initial appointment gave the impression of continuing author-
ity, so the onus rests on Alice to tell people that the situation has
changed. Peter will not have actual authority but he will have apparent
authority and that will be enough to enable those who contract with
Peter before Alice informs them of the change to enforce their contracts
against Alice.

4.41 Similarly, if Stella leaves Alf in charge of her shop but tells him
not to sell certain products, Alf will not have actual authority to sell
these products. He will, however, have apparent authority to do so

27 Bolton Partners v Lambert (1839) 41 Ch D 295.

printed on 2/10/2023 1:17 PMvia . Al use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

Principal—third party relations 119

because someone who works behind the till in a shop usually has author-
ity to sell all of the products in the shop. If Stella does not want to be
bound by such sales by Alf, she would need to do something to warn
potential customers such as putting up a sign in the shop.

Requirements for apparent authority
Impression given by the principal

4.42 The third party’s belief must result from the principal’s conduct.
The justification for binding the principal to acts done by agents with
apparent authority is that the principal is responsible for the misunder-
standing. This can only be the case where the principal has done some-
thing which justifies the third party’s belief.

4.43 Despite that, apparent authority has been held to exist on the
basis of minimal action by the principal. This is illustrated by Inter-
national Sponge Importers Ltd v Andrew Watt & Sons.”® In that case, an agent
sold sponges on behalf of the pursuer. The pursuer’s terms and condi-
tions required payment to be made by a cheque to the principal,
although such cheques could be delivered to the agent. The agent
induced a number of customers to pay by cheques in his name or in cash.
He had no authority to do so. The agent absconded with some of the
money paid to him and the principal attempted to claim the price from
customers who had paid the agent in unauthorised ways. The agent was
held to have apparent authority to receive payment in this way. The
basis for the decision was that the agent had greater actual authority
than was usual in being able to take delivery of cheques and that the
pursuers had been aware of at least one of the instances of irregular pay-
ment but did not communicate any objection to the defenders.

4.44 Among other things, the requirement that the principal give an
impression of authority means that a claim to have authority made by a

. . . . 29
purported agent will not usually give rise to apparent authority.” How-
ever, it should be borne in mind that a statement made by an agent with
authority to communicate on behalf of the principal will be attributed
to her.

4.45 The idea is well illustrated by the facts of First Energy (UK) v
Hungarian International Bank:™ there a company was negotiating a loan
with a bank employee who acknowledged that he did not have authority
to grant it. However, he then purported to contact his superiors to get
authorisation (i.e. specific authority) for the relevant transaction. He
told the company’s representatives that he had done so, although this
was not in fact the case, and the loan was agreed. The Court of Appeal
held that the bank was bound by the loan agreement. While the em-
ployee did not have authority to grant the loan, he did have authority to

28 1911 SC (HL) 57.

29 Armagas Ltd v Mundogas SA ( The Ocean Frost) [1986] AC 717.
30 [1993] 2 Lloyd’s Rep 194.
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make representations on behalf of the bank. That meant that his (incor-
rect) representation that the loan was approved by his superiors was
attributed to the bank, i.e., it was treated as if the bank had made it.
Since it gave rise to the legitimate belief that he was authorised to
agree the loan, the employee had apparent authority to make the loan
agreement.

4.46 The decision has been subject to criticism on the basis that it
opens the door to agents creating their own apparent authority but the
logic of the decision is difficult to argue with. The Court of Appeal
returned to the idea that a representation by an agent with actual
authority could be attributed to the principal and thus create apé)arent
authority for a further act in SEB Trygg Liv Holding AB v Manches.”" The
comment was merely an obiter dictum but the First Energy analysis seems
to be on the way to being established.

Giving rise to a reasonable belief that the agent has authority

4.47 'The purpose of the rule is to protect third parties who are misled
into believing the agent to be authorised. Therefore, it cannot be
invoked if the third party was aware of the agent’s lack of authority.
Furthermore, that belief must have been reasonable since the principal
cannot bear the risk of unjustifiable inferences which the third party
might draw.

Transaction on that basis

4.48 'The third party cannot be said to rely on the representation unless
a transaction has been concluded with the agent. So, a belief that the
agent has authority which is not followed by a juridical act will not
affect the principal. Similarly, there is no reliance on the inaccurate
impression unless the agent acts in the principal’s name rather than his
own. If the agent acts in his own name then his lack of authority does
not affect the third party.

Prejudice

4.49 'There is some dispute about whether the third party also requires
to demonstrate prejudice flowing from the principal’s disavowal of the
agent’s transaction.”” If such prejudice is required, however, it is thought
to be satisfied in every case where the other requirements are satisfied
because the loss of the benefit of the relevant transaction will be con-
sidered as prejudice.

Rationale
4.50 In England, apparent authority has often been said to be based

31 [2006] 1 WLR 2276 at para 32 per Buxton L]J.
32 Gregor Homes Ltd v Emlick 2012 SL'T (Sh Ct) 5.
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on estoppel™ and some Scots lawyers have followed this by suggesting
that it is based on personal bar.>* However, the estoppels/personal bar

analysis has been doubted in both jurisdictions.””

4.51 There are two main reasons for this. First, the conduct on the part
of the principal which can give rise to the impression of authority is not
as extensive or definitive as would usually be required for personal bar.
Secondly, personal bar typically requires that the party invoking the bar
(the third party who dealt with the apparent agent in this case) has
acted in reliance on the false impression in a way which would mean he
or she would be prejudiced if the barred party was allowed to back out.
In apparent authority, the only reliance which the third party needs to
show 1s the conclusion of the transaction with the apparent agent and
the only prejudice is the loss of the benefit of that transaction. It is open
to question whether this reliance and prejudice of this kind would suffice
for personal bar in another context.

Disclosure

4.52 The requirement that the agent have authority for the relevant
transaction protects the principal’s autonomy. However, the third party
also requires protection since it has an interest in being able to choose
whom it deals with. This interest is protected by the rules surrounding
disclosure of agency.

4.53 Discussion of disclosure of the principal’s identity tends to be
limited to contracts. In principle, other juridical acts may be performed
on behalf of an undisclosed principal but the policy issues surrounding
disclosure of the principal’s identity are less sharp. A transferee or payee
will usually be unconcerned about the identity of the transferor as long
as the transfer is effective. A transferor has few grounds to object to an
agent receiving a transfer on behalf of another when it would have been
open to the agent to transfer the relevant asset on. Therefore, discussion
in this section will focus on contracts concluded on behalf of an undis-
closed principal.

4.54 'There are three possible levels of disclosure: where the principal
1s disclosed and identified; where the principal is undisclosed and where
the principal is disclosed but not identified.

33 Freeman and Lockyer v Buckhurst Park Properties [1964] 2 QB 480 at 503 per Diplock
L]J.

34 Bank of Scotland v Brunswick Developments (1987) Lid (No 2) 1997 SC 226 at 234
per Lord Rodger; E C Reid and J W G Blackie, Personal Bar (2006) para 13-01;
H L MacQueen and Lord Eassie (eds), Gloag and Henderson: The Law of Scotland
(13th edn, 2012) para 18.23.

35 Gregor Homes Ltd v Emlick; Bowstead and Reynolds on Agency, para 8-029.
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Disclosed and identified principal

4.55 Where the agent discloses the identity of the principal to the third
party and acts in her name, there can be no doubt that the third party
intends to deal with the principal and that the contract is between the
third party and the principal.

Undisclosed principal

4.56 Basic principles of private law suggest that where the agent pur-
ports to act on his own behalf the principal should be unaffected. The
third party agreed to transact with the agent not with the principal.
However, for pragmatic reasons, the law allows a principal who has not
been disclosed to step in and enforce the contract made on her behalf
by an agent despite the fact that the agent acted in his own name.”® As
might be expected, the principal can only do this where the agent has
authority to act and intends to do so on behalf of the principal.

4.57 Where an agent has contracted on behalf of an undisclosed princi-
pal, the third party is entitled to choose whether to enforce its rights
against the agent or the principal and can use any defence which could
have been raised against the agent against the principal.

4.58 The rationale for allowing the undisclosed principal to enforce the
contract is that, in most transactions, people do not mind to whom they
make performance. This assumption also underlies the general rule
which allows assignation without the debtor’s consent. If that is the case,
the third party is sufficiently protected by ensuring that it can insist on
having rights against the agent rather than against the principal.

4.59 If Alf concludes a contract for the sale of sheep to Trudy with
Stella as his undisclosed principal, Stella can enforce the contract by
bringing an action against Trudy for the price. However, if Alf owed
money to Trudy, she would be entitled to set that off against Stella’s
claim for the price. Once Stella reveals herself, Trudy has a decision to
make. She can enforce against Alf or Stella. This choice is known as an
election. Once she has chosen, she cannot then go back and try to
enforce the contract against the other party. So, if she decides to choose

Alf asSher seller and he fails to deliver, she will not be entitled to sue
Stella.””

4.60 The choice need not be made expressly. It is implied by conduct
which suggests that one party or the other is liable, such as pursuing an
action for enforcement of the contract to the point of judgment, or rank-
ing in an insolvency procedure.”® If the litigation is abandoned before

final judgment, however, it will not be considered as an election.

36 The basic principles are set out in Siu Yin Kwan v Eastern Insurance Co Ltd [1994] 2
AC 199.

37 David Logan and Son Ltd v Schuldt (1903) 10 SL'T 598.

38 Meier & Co v Kuchenmeister (1881) 8 R 642; David Logan and Son Ltd v Schuldt.
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4.61 There are limits to the law’s willingness to allow an undisclosed
principal to step in. It is open to the third party to stipulate at the time
that it is only willing to conclude the relevant transaction with the agent
personally. Such a stipulation rebuts the argument that the identity of
the person to whom performance must be made is a matter of indiffer-
ence. Even if no such stipulation is made, if the contract is a ‘personal’
one, where the person to whom the performance is due is a central part
of the obligation, no undisclosed principal can step in and enforce it. The
standard example of such a contract is a contract to paint a picture.””
This example is not without its difficulties.

4.62 'The difficulty arises from the fact that the rules on undisclosed
principals allow the separation of rights from obligations and not all of
the obligations arising from the contract are personal. In cases where the
undisclosed principal intervenes the third party can elect to treat the
agent as liable and therefore demand performance from him rather than
from the principal. The only effect which the intervention of the undis-
closed principal has on the contract is to change the person to whom the
performance is to be made. The contract to paint a picture is personal
in the sense that the painter is likely to have been chosen for his or her
particular characteristics. On the other hand, it is not obvious that the
painter has particular concerns regarding the person who commissions
the picture since the commissioner’s obligation is to pay.

4.63 If the undisclosed principal commissions the painting, her identity
is presumed to be a matter of indifference to the painter (the third
party). If; on the other hand, the third party commissions an undisclosed
agent to paint the picture, it can ensure that the agent paints the picture
by electing to take the undisclosed agent as its debtor in the contract
rather than the principal. Although it can demand that the agent paints
the picture, the third party can be forced to pay the price to the undis-
closed principal but it is unlikely that this will be against the third
party’s interests.

4.64 'There are, however, other examples where the third party can
be presumed to have taken account of the identity of the person to whom
obligations are to be performed. For instance, the third party may have
a contract to provide services which involve close personal contact (such
as bathing or dressing the creditor) or living with her (for instance, as
a nanny).

4.65 'There is also authority which suggests that the principal’s inter-
vention is excluded if the agent has concealed her identity for the
purpose of deceiving the third party. The particular facts of the case
were peculiar. Someone who knew he was not welcome at a particular
theatre obtained a ticket for an opening night by getting an agent to
apply for the ticket for him. The court held that the theatre owners were

39 E.g. Siu Yin Kwan at 210.
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entitled to refuse him entry because the agent had been used to deceive
10
them.

4.66 'This restriction needs to be handled with care, however. Many
circumstances where the principal is not disclosed will involve a princi-
pal with some interest in concealing her identity or involvement in the
relevant transaction. Such concealment necessarily implies a degree of
deception. Were the restriction applied to all such cases, there would be
little point in sanctioning transactions made on behalf of an undisclosed
principal. Therefore, the rule ought to be read narrowly and restricted
to cases where the principal is aware that the third party would be
unwilling to deal with her specifically.

Disclosed but unidentified principal

4.67 'The agent may make full disclosure or no disclosure at all but it
is also possible that the agent will disclose the fact that he is acting on
another’s behalf without identifying the principal. This might be
regarded as something of a mid-point between the undisclosed and the
fully disclosed principal.

4.68 There has been some conflict in the authorities on the proper
analysis of this midpoint. The main Scottish authorities which discuss the
disclosed but unnamed principal involve an attempt by the third party
to enforce the contract against either the agent or principal. Therefore
they do not address whether the contract is enforceable by the principal.
Given that a principal who has been neither disclosed nor identified can
usually enforce the contract, it seems likely that it is. The fact that the
third party knew that there was some other party behind the agent
would make it difficult to argue that the contract was personal in a sense
which would prevent a principal stepping forward and taking up the
rights.

4.69 One approach has been to treat the situation in the same way as
an undisclosed principal would be treated: giving the third party an elec-
tion as to whom it wishes to hold liable under the contract.*' The other
approach is to ask whose credit the third party relied on when making
the contract and to treat that person, be it principal or agent, as the
party liable on the contract.” The expression ‘giving credit’ is perhaps a
little obscure but it simply means asking who the third party looked to
for payment under the contract.

4.70 The Inner House returned to the issue in Ruddy v Marco,*> where
the court stressed the responsibility of the agent to make clear to the
third party that the principal, and only the principal, is liable, if the
agent wants to escape personal responsibility. The fact that the third

40 Said v Butt [1920] 3 KB 497.

41 Ferrier v Dods (1865) 3 M 561.

42 Lamont, Nisbett & Co v Hamilton 1907 SC 628.
43 2008 SC 667.
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party is aware that there is a principal standing somewhere in the back-
ground is not necessarily enough to discharge this burden. If this burden
1s not discharged (as was the case in Ruddy), the general presumption
that people who contract make themselves liable on the contract applies
and the agent finds himself liable.

4.71 A similar analysis applies to the execution of documents by an
agent. The mere fact that the person to whom the document is addressed
knows that the signatory is an agent is not sufficient to release the
agent from liability under the document. Rather, the signature should
be qualified in such a way as to make clear that the document is
subscribed on behalf of the principal rather than in any personal
capacity.**

4.72 Drawing all this together, when an agent acts for a disclosed but
unidentified principal, it is likely that the principal will be able to
enforce the contract against the third party provided that this is not
clearly excluded. Whether the agent will be liable to the third party
depends on whether the agent has made clear to the third party that he
accepts no personal liability on the contract.

AGENT-THIRD PARTY RELATIONS

4.73 Since the agent transacts with the third party on behalf of the
principal rather than on his own behalf, the agent will not normally find
himself liable to the third party. There are three major exceptions to
this: where the principal is not disclosed (discussed at paras 4.56-4.66
above); where the parties agree otherwise or the agent makes a promise
to the third party; and where the agent does not have authority to do
the relevant act. The fact that the agent may take on obligations to the
third party by agreement or promise is a simple application of basic prin-
ciples of contract or promise. A little more needs to be said, however,
about the agent’s liability in cases where the authority is exceeded.

4.74 Agents acting without authority are sometimes thought to be
personally bound by the relevant obligation, particularly where the pur-
ported principal does not exist. As noted at para 4.32 above, there is a
special rule which makes those who contract on behalf of a company
which is yet to be formed personally liable. However, the general rule is
that where the agent acts outwith his authority the relevant act does not
bind him personally. Instead, he is liable to the principal for breach of
warranty of authority.” The rule was developed in England, where
promise is not generally recognised as a basis for obligations, and so the
warranty is described as a collateral contract between the agent and
third party. In Scotland, it might have been possible to explain the rule

44 Stewart v Shannessy (1900) 2 F 1288.
45 Irving v Burns 1915 SC 260 at 269 per Lord Salvesen; Halifax Life Ltd v DLA Piper
Scotland LLP [2009] CSOH 74.
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as an implied promise by the agent but the English collateral contract
analysis has in fact been followed.

4.75 Where the agent was not authorised to do the relevant act, he is
thus liable to the third party for breach of contract. The contractual
basis of the obligation means that the liability is strict so it does not
matter that the agent honestly believed himself authorised to do the rele-
vant act. The contractual basis also determines the extent of the
damages which the agent must pay. Contract damages usually aim to
put the injured party in the position it would be in if the breach had not
occurred.

4.76 Therefore, the agent must pay the third party enough to secure
the benefit of the transaction because that is what the third party would
have had if the warranty had been true. So, if the third party had con-
tracted to sell goods to the principal, the agent would usually be hable
for the profit which the third party would have made on the sale.*
However, if the principal was insolvent and not able to pay for the goods
anyway, then the agent may not be liable at all since the third party
would have made a loss on the sale.

4.77 From this it should be obvious that the agent only warrants that
he is authorised by the principal. The agent does not warrant that the
principal has any particular attributes or characteristics. In particular,
the agent does not warrant that the principal owns any property over
which rights are being granted or is otherwise able to perform any obli-
gations which arise under the transaction.”’

PRINCIPAL-AGENT RELATIONS

4.78 Principals and agents owe duties to one another. As with most
personal rights and obligations, they may usually be varied by agree-
ment between principal and agent.” The agent is entitled to payment
for the work he does on the principal’s behalf. The method of calculating
how and when the agent is to be paid will usually be agreed between the
parties. It is common for the agent to be employed on commission. An
agent who is on commission receives a percentage of the price or the
profit in transactions which he performs or negotiates on the principal’s
behalf, provided that the agent has made a substantial contribution to
the transaction. As well as payment, the agent is entitled to relief from
any liabilities and to reimbursement of any expenses which have been
1ncurred in the course of the proper performance of his duties as
agent."

46 Irving v Burns.

47 Cheshire Mortgage Corporation Ltd v Grandison [2012] CSIH 66, 2013 SC 160.

48 An important exception to this in the case of commercial agents is discussed at
para 4.94 ff below.

49 Stevenson v Duncan (1842) 5 D 167; Tomlinson v Scottish Amalgamated Silks’ Liquidator
1935 SC (HL) 1.
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4.79 In some cases, the agent will agree to act for the principal without
any payment. Such gratuitous agency is known as mandate. In mandate,
the principal is known as the mandant and the agent as the mandatary.
In su(S:(})l cases, the mandant is still entitled to relief and reimburse-
ment.

4.80 The duties imposed on the agent ensure that he carries out the
task or tasks with which he has been entrusted properly. For this reason,
the agent is obliged to follow the principal’s instructions and to exercise
reasonable skill and care when acting as agent. The agent is obliged to
compensate the principal for losses occasioned by breaches of these
duties.

4.81 One of the most important applications of the duty to follow
instructions is the duty not to exceed his authority. Of course, in many
cases, an act which exceeds authority will not prejudice the principal
because the act will not bind her. However, the principal may find her-
self bound if the act was with the agent’s apparent authority. In such
cases, the agent would be liable for any loss suffered by the principal in
the relevant transaction.”'

4.82 'The situation with ratification is a little more complex. The agent
has strayed outwith his authority but the principal is only bound because
she has decided to ratify the act. It might be argued that the principal
cannot have it both ways: ratifying the transaction on the one hand and
claiming against the agent for the loss occasioned by an act outwith
authority on the other. In most circumstances, ratification will imply a
waiver on the part of the principal of any right of recovery against the
agent for exceeding his authority.

4.83 However, the courts recognise that the principal may have good
reasons, such as preservation of her commercial reputation, for ratifying
a transaction although she would not have sanctioned it beforechand. In
such cases, the principal is simply making the best of a bad situation and
this should not bar recovery from the agent. Therefore, it is possible to
ratify the agent’s act without waiving the right to compensation for
excess of authority.”® If the principal wishes to retain her right against
the agent, she must make this clear at the time of the ratification.”

4.84 Agents are also sometimes said to have an obligation not to dele-
gate the task entrusted to them on the basis of the maxim delegatus non
potest delegare (one to whom something has been delegated cannot dele-
gate 1it). However, this is only a general presumption and may be
rebutted by evidence of the custom in particular cases.”* Of course,

50 Bell, Principles §218.

51 Milne v Ritchie (1882) 10 R 365.

52 Suncorp Insurance and Finance v Milano Assicurazioni SPA [1993] 2 Lloyd’s Rep 225;
Wyait v Crate [2012] CSOH 197, 2013 SCLR 323.

53 Wpyatt v Crate at para 30 per Lord Boyd.

54 Bell, Commentaries 1, 516—17.
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where the agent has an obligation not to delegate, he also lacks the
authority to create contractual relations between the principal and the
delegate.

Fiduciary duties

4.85 The duties to use reasonable skill and care and to follow instruc-
tions amount to simple duties incumbent on the agent to carry out the
task or work which he has agreed to undertake. As such, they are of a
type to be found in most contracts. However, agents are also subject to
another class of duties which address the fact that the principal neces-
sarily puts a lot of trust in the agent by conferring upon him the power
to alter her legal position. Duties in this class are known as fiduciary
duties. The law supplies default fiduciary duties but they can be varied
by contract to meet individual circumstances.™

4.86 TFiduciary duties are duties of loyalty to the principal. The general
principle which underlies them is that, within the scope of his sphere of
responsibility as an agent, the agent must put the principal’s interests
ahead of his own. This general duty of loyalty may be broken down into
two broad categories.

Duty to avoid conflicts of interest

4.87 In order to ensure that the agent puts the principal’s interests first,
he is obliged to avoid situations where his interests conflict with those
of the principal. The most extreme version of this situation is self-
dealing: where the agent deals on behalf of the principal with himself. If
Alex sells goods to Paula, his principal, there is a clear conflict of
interest.”® His duty to Paula means that he should try to get the goods as
cheaply as possible for her but his personal interest lies in getting as high
a price as possible.

4.88 A slight variant on this case would involve Alex acting for two
principals who are both involved in the same transaction: buying on
behalf of Paula and selling on behalf of Terence. Again there is a clear
conflict of interest: Alex’s duty to Paula is to negotiate as low a price as
possible; his duty to Terence is to negotiate as high a price as possible.”’
He cannot do both.

4.89 An agent may have a conflict of interest if he is representing
multiple principals whose products are in competition. The agent cannot
give his full energies to promoting one principal’s products because he
also has a duty to promote those of the other. For this reason, the terms
of the agent’s contract will often bar him from representing competing
principals.”® However, there are many common business situations

55 See Kelly v Cooper [1993] AC 205.

56 McPherson’s Trsv Watt (1877) 5 R (HL) 9.

57 Aberdeen Railway Co v Blaikie Bros (1853) 15 D (HL) 20.
58 Graham & Co v United Turkey Red Co Ltd 1922 SC 533.
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where the same agent represents a number of principals, such as a soli-
citor or estate agent acting in the sale of a number of homes in the same
street. In many cases, this is to the advantage of all of the principals
because potential customers or buyers may be more likely to visit or
listen to an agent who has a wide range of potential deals to offer them.
Therefore, there is no general principle that an agent may not act for
competing principals.”

Duty to communicate benefits to the principal

4.90 Since the agent is engaged to act for the principal, the agent is
obliged to pass on any benefits which he receives to the principal, unless
these form part of the remuneration which was agreed between agent
and principal. This in turn implies a duty to account (i.e. inform) the
principal of all benefits received in the course of agency activities.®’
Together these rules are sometimes referred to as the rule against secret
profits.

4.91 The most common sources of incidental benefit to the agent are
use of Property or information which the agent has because he is an
agent;”' mistakes in payments to or from the principal;"® and payments
or other benefits received from the third party with whom the agent
deals on the principal’s behalf.® The last example, sometimes referred to
as a secret commission, overlaps with the conflict of interest rules
because the agent may be tempted to enter into a transaction which is
not beneficial to the principal as a result of his desire to secure the
benefit from the third party. For this reason, the principal is entitled to
set aside the transaction concluded by the a§ent and the third party
wrongs the principal by making the payment.”

Consequences of breach of fiduciary duties

4.92 As with ‘normal’ duties, an agent who breaches a fiduciary duty
must compensate the principal for any harm suffered as a result. That
does not represent the limit of his potential liability. Rather, the agent is
also obliged to pay over to the principal anythin% which he has received
as a result of breach of his fiduciary obligations.”” The agent also forfeits
any right to payment or commission for the relevant transaction.’®
There is English authority suggesting that, where it is equitable to do so,
the court may allow the agent to retain a proportion of the commission

59 Lothian v Jenolite Ltd 1969 SC 111. See also Kelly v Cooper [1993] AC 205.

60 Trans Barwil Agencies (UK) Ltd v John S Braid & Co Ltd 1988 SC 222.

61 Boardman v Phipps [1965] Ch 992.

62 Trans Barwil Agencies.

63 Ronaldson v Drummond and Reid (1881) 8 R 956; Imageview Management Ltd v Jack
[2009] EWCA Civ 63, [2009] 2 All ER 666.

64 Aberdeen Railway Co v Blaikie Bros (n 57).

65 Ronaldson v Drummond and Reid.

66 Ronaldson v Drummond and Reid; Imageview Management Ltd v Jack.
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despite a breach of fiduciary duty.®” The allowance is made to reflect the
value of the services which the agent rendered to the principal and is
usually limited to cases where the breach of fiduciary duty was an honest
mistake.

4.93 The fiduciary duties place particularly stringent demands on
agents and there may be circumstances in which the principal may be
content for the agent to receive an additional benefit or for the agent to
supply goods which she is looking to buy. If the situation is disclosed to
the principal and she consents, then there is no breach of duty.

Commercial agents

4.94 Both Scots and English law have tended to see the regulation of
the relationship between principal and agent primarily in terms of pro-
tecting the principal from wrongful conduct on the part of the agent.
However, the late twentieth century saw European legislation intended
to establish protection for commercial agents. This legislation was imple-
mented in the United Kingdom by the Commercial Agents (Council
Directive) Regulations 1993.%°

4.95 The regulations are primarily concerned with establishing the
agent’s rights to remuneration, notice prior to termination of the agency,
and payment on conclusion of the agency relationship. Underlying these
rules is a presumption that commercial agents play a role in building
up goodwill for their principals for which they are entitled to appropri-
ate reward.

Sphere of application

4.96 The protections in the regulations apply only to commercial
agents, as defined in regulation 2(1). In order to qualify as such, the
agent must be (a) self-employed; (b) have continuing authority to
negotiate the sale or purchase of goods on behalf of the principal; and
(c) not be excluded by the regulation.

4.97 The term continuing authority suggests that the agent must carry
out more than a single transaction on behalf of the principal but it can
cover a single contract where the agent has ongoing authority from the
principal to negotiate extensions to that contract.”

4.98 The requirement that the agent negotiate might be taken to
suggest that the agent has some say in the terms of the bargain between
principal and third party. However, it has been read very broadly. Pro-
vided that the agent does some work to generate goodwill or drum up
business, he will be considered as negotiating for the purposes of the

67 Summarised in Imageview Management Ltd v Jack at paras 54—61.
68 SI 1993/3053.
69 Poseidon Chartering BV v Marianne Zeeschip Vof (C-3/04) [2006] ECR 1-2505.
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regulations.”” However, an agent to whom customers come without any
effort on the part of the agent, such as a licensee who operated a petrol
station on behalf of an oil company, did not fall within the ambit of the
regulations.”’

4.99 There are two types of specific exclusion: those based on the office
held by the agent and those based on the nature of the agent’s activity.
Both types of exclusions are designed to focus the application of the
regulations on those who were thought to require protection. The
office-based exclusions cover those in posts which already have a well-
established legal regime and where the protections in the regulations are
not needed. Company officers such as dlrectors partners in partnerships
and insolvency practitioners are excluded as are gratuitous agents,
commodity traders and Crown Agents.”

4.100 The activity exclusion prevents the apphcatlon of the regulatlons
to persons whose act1v1ty as a commercial agent is secondary.”* Guidance
on when this is the case is found in the schedule to the regulations. Para-
graph 2 of the Schedule sets out when the commercial agent’s activity
will be primary: where the principal’s business is the sale or purchase of
a particular type of goods; where the contracts are individually nego-
tiated; and where securing transactions is likely to build up goodwill and
thus the principal’s chances of further success.

4.101 Paragraph 3 of the Schedule provides a number of indicators
that this is the case: where the principal manufactures, imports or distri-
butes goods; where the goods are particularly identified with the princi-
pal; where the agent’s time is substantially taken up with representing
the principal; where the agent is the main means by which the princi-
pal’s goods are available in the relevant market; and where the parties
describe the relationship as one of commercial agency. Conversely, para-
graph 4 lists contra-indicators, which suggest that the agent’s activity is
secondary: where promotional material is sent to potential customers
directly rather than through the agent; where the principal appoints
agents without consideration of whether the relevant market is already
covered by another agent; and where customers select goods themselves
and merely place their orders through the agent. Further, paragraph 5
contains absolute exclusions for mail order catalogue agents and con-
sumer credit agents.

4.102 The nature of the criteria in the Schedule further emphasises the
legislative intent to protect agents’ interests in the goodwill which they
build up for their principals. The greater the agent’s input into building
up goodwill associated with the principal’s product and the more impor-

70 Nigel Fryer Joinery Services Ltd v Ian Firth Hardware Ltd [2008] EWHC 767 (Ch).
71 Parks v Esso Petroleum Co Ltd [2000] ECC 45.

72 Reg 2(1).

73 Reg 2(2).

74 Reg 2(3)—(4).
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tant that goodwill is to the principal’s business, the more likely the agent’s
activities are to be considered as primary rather than secondary.

Conduct of commercial agency

4.103 In addition to the rules on remuneration, notice of termination
and payment at the end of the agency relationship, the regulations con-
tain some brief provisions relating to the behaviour of the agent and
principal. These impose an obligation to act dutifully and in good faith
on both parties.’

4.104 In the case of the agent, the content of this duty is further speci-
fied as making proper efforts to negotiate and conclude the transactions
entrusted to him, communication of necessary information and comply—
ing with reasonable instructions.”® In the case of the principal, it is
further specified in terms of provision of necessary documentation to the
agent and notification of anticipated changes to the volume of trans-
actions and of whether she has accepted, refused or failed to comply with
any transaction which the agent has procured.”” These obligations may
not be excluded by the parties” and the agent is entltled to a signed,
written document setting out the terms of the contract,”” but otherwise
they add little to the obligations entailed by an agency relationship at
common law.

Remuneration

4.105 The regulations provide a default rule, entitling the agent to
such remuneration as is customary (where there is a relevant custom in
his place of operatlon) and to reasonable remuneration where there is no
relevant custom.?” Where remuneration takes the form of commission
there are further rules detailing which transactions are to be considered
as giving rise to entitlement to commission,®’ when commission is due,*”
and the agent’s rights to information in order to determine the commis-
sion due to him.

Termination

4.106 The most significant provisions in the regulations relate to the
agent’s rights at the end of the agency relationship. First, the commission
rules entitle an agent to commission on transactions concluded after
termination if the order was placed prior to termination or if the trans-

75 Regs 3(1) and 4(1).
76 Reg 3(2).

77 Reg 4(2

78 Reg 5(1

79 Reg 13.
80 Reg 6(1).

81 Regs 7-9 and 11.
82 Reg 10.

83 Reg 12.
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action is mainly attributable to the agent’s efforts and is concluded
within a reasonable time after the termination.™

4.107 If the agency is for an indefinite period, either party may termi-
nate the contract by notice. The regulations provide minimum periods
of notice which vary depending on how long the agent has been in place:
one month in the first year, two months in the second year, and three
months in the third year and thercafter.®” However, these minimum
periods do not prevent immediate termination for material breach of
contract or in exceptional circumstances (e.g. frustration).?

4.108 Where the agency relationship comes to an end, the agent will
usually be entitled to a payment from the principal.’” The entitlement
arises although the principal has not done anything wrong.®® It even
applies where the agency is terminated by the agent’s death.™

4.109 However, the right to payment is excluded where the principal
has terminated the contract for material breach, where the agent has
transferred his rights and duties under the contract to a third party, or
where the agent has terminated the contract.” The last exclusion does
not apply where the termination is justified by the principal’s conduct or
where age or illness makes it unreasonable to expect the agent to con-
tinue to perform his duties. Broadly speaking, the right to payment is
excluded where the termination of the agency contract is caused by the
agent’s fault or free choice.

4.110 The regulations give the agent and principal two options for the
payment on termination: the agent may receive either indemnity (calcu-
lated as directed by regulation 17) or compensation (calculated as
directed by re%ulation 18). If no choice is made by the parties, compen-
sation applies.”’ No agreement to derogate from the rules on compensa-
tion and indemnity made prior to the termination of the agency contract
will be effective if it operates to the agent’s detriment.”® So the parties
cannot exclude the agent’s right to a payment on termination in their
contract or make provision varying the rules for calculating indemnity
or compensation in a way which leaves the agent with less than he would
otherwise have received. However, a variation on the calculation
mechanism which increases the agent’s entitlement or an agreement to
discharge the right made after the agency contract had come to an end
would be effective.

4.111 Both indemnity and compensation are designed to give the agent

84 Reg 8.

85 Reg 15.

86 Reg 16.

87 Reg 17(1).

88 Cooper v Pure Fishing (UK) Ltd [2004] 2 Lloyd’s Rep 518.
89 Reg 18(8).

90 Reg 18.

91 Reg 17(2).

92 Reg 19.
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some reward for his role in building up the principal’s goodwill. The two
methods are available because of the political process which led up to
the passing of the directive: indemnity is modelled on pre-existing
German rules; compensation on pre-existing French rules.”

4.112 Under the indemnity system, the extent of the payment depends
on the extent to which the agent has brought new business to the prin-
cipal from which the latter continues to derive benefit after the end of
the agency relationship.”* Regard is to be had to all the circumstances of
the case, with particular reference to the commission the agent would
have earned had the agency not been terminated.”” The amount payable
is capped by the agent’s average remuneration over the last five years,
unless the agent has been working for less than five years in which case
the average is taken over the whole period of agency.”

4.113 Compensation is calculated by reference to the damage which
the agent suffers as a result of the termination of the agency relationship,
in particular the loss of the opportunity to earn commission and to cover
. . 97
costs incurred in the performance of the agency contract.”” After some
initial doubts, it is clear that damage is determined in the conventional
manner: i.e. by comparing the true position with what the agent’s posi-
tion would have been had the contract not come to an end.”

93 Kingv T Tunnock Ltd 2000 SC 424 at para 11.
94 Reg 17(3)(a).

95 Reg 17(3)(b).

96 Reg 17(4).

97 Reg 17(6)—(7).

98 Lonsdale v Howard & Hallam Ltd [2007] UKHL 32, [2007] 1 WLR 2055.
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Chapter 5

Partnerships, LPs and LLPs

INTRODUCTION

Overview

5.01 The juristic persons available for conducting commercial life in

the UK are:

e A company (a ‘Company’) incorporated under the Companies Act
2006 (the 2006 Act’)

e A partnership (a ‘Firm’) formed under the Partnership Act 1890
(the 1890 Act’)

e A limited partnership (‘LP’) formed under the Limited Partnerships
Act 1907 (the ‘1907 Act’)

e A limited liability partnership (‘LLP’) incorporated under the
Limited Liability Partnerships Act 2000 (the ‘2000 Act’) and regu-
lated by the Limited Liability Partnerships Regulations 2001 (SI
2001/1090) (the ‘2001 Regs’)

5.02 'This chapter is concerned with the general principles applicable
to three of these four entities: partnerships, LLPs and LPs. Company law
must to some extent be touched upon and not least because, under what
will be referred to as the ‘2009 Regs’, Parliament has applied many of
the provisions of the 2006 Act, sometimes with modifications, sometimes
without, to LLPs."

5.03 At the outset, it is worth observing that these different Acts of
Parliament are drafted in markedly different styles. The principles of
construction that can be applied to the 2006 Act cannot be applied in
the same way to the 1890 and 1907 Acts. The 1890 Act has, on occasion,
been described as model legislation.” But even its supporters are forced
to admit that it lacks coherence. Lord Penrose, for instance, compliment-
ing the light-touch regulation of the time, conceded that attempts to
develop an ‘over rationalised analysis’ of the terms of the 1890 Act, para-

1 Limited Liability Partnerships (Application of Companies Act 2006) Regulations
2009 (SI2009/1804).
2 Spicer v Mansell [1970] 1 WLR 333 at 335 per Harman L].

135
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doxically, increase the risk of error in solving partnership problems.” The
individual provisions of the 1890 Act, never mind the interaction of dif-
ferent terms of the Act, are often extremely difficult to understand. The
Law Commissions have thus recommended wholesale reform of both the
1890 and the 1907 Acts.* Only in Scotland, however, does there appear
to be any appetite for implementing these sensible proposals.

HISTORY

Common law companies

5.04 Scots law, like a number of other European legal systems, has long
treated juristic persons as forming a major part of that fundamental
chapter of private law, the law of persons. As a result it has sought to
apply, at common law, general principles which can be applied to differ-
ent cases as and when they arise. Scots law has long recognised many
common law corporations — the Faculty of Advocates, the Society of
Writers to the Signet and the Royal Faculty of Procurators in Glasgow are
just three examples from the legal profession of bodies whose status as juris-
tic persons is recognised at common law — as well as more short-lived
business associations, such as partnerships, as having legal personality.’

Arran Fishing Company

5.05 Perhaps the most famous case is that of the Arran Fishing Com-
pany: Stevenson v Macnair.® In that case the Court of Session appeared to
hold that Scots law, following the law set down by a number of Euro-
pean writers on commercial law, recognised at common law a sort of
limited partnership — akin to the société en commandite recognised in French
law — whereby sleeping partners, who contributed only capital but who
were otherwise not engaged in the day-to-day business of the firm, had
no liability for the firm’s debts beyond their capital contribution.
According to first principles, indeed, where the law recognises a juristic
person it is exceptional to hold others — the partners — liable for the juris-
tic person’s liabilities. For reasons that have never been entirely clear,’

3 Maillie v Swanney 2000 SL'T 464 at 468.

4 Law Commission and Scottish Law Commission, Report on Partnership Law (Law
Com No 283; Scot Law Com No 192, 2003).

5 Many of the authorities and principles are canvassed in the opinions of the
consulted judges in University of Glasgow v Faculty of Surgeons (1837) 15 S 736, aftd
(1840) 1 Rob 397.

6 (1757) Mor 14560 and 14667, 5 Br Sup 340, Kames Sel Dec 191 discussed in J
Robertson Christie, ‘Joint stock enterprises in Scotland before the Companies
Acts’ (1909) 21 JR 128.

7 J A Lillie, ‘Company’ in Lord Dunedin et al (eds) Encyclopaedia of the Laws of
Scotland vol 4 (1927) para 2: in the case of common law companies, ‘the liability of
the members is unlimited, notwithstanding the decision in Stevenson v M’ Nar,
which was never followed’. Curiously, Bell mentioned Stevenson v Macnair for the
first time only in the fourth edition of his Commentaries published in 1821: II, pp
621-23.
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the Arran Fishing Company case was not followed in the litigation that
arose out of the collapse of the Ayr Bank,® and has never been followed
since. In the result, the development of limited liability business vehicles
has been almost entirely a matter for UK legislation.”

Incorporation by Act of Parliament

5.06 Prior to the advent of the modern form of registered company,
there were three ways in which a company could be brought into exis-
tence: by Act of Parliament; by Royal Charter; or by private association.
Prior to the Union, many of the earliest trading companies in Scotland
were incorporated by Acts of the Parliament of Scotland: companies
such as the Company of Scotland trading to Africa and the Indies
(known to subsequent students of Scottish history as the Darien Com-
pany)'? or the better known example of The Governor and Company of
the Bank of Scotland."" The Royal Bank of Scotland was founded by
Royal Charter of 1727, which was renewed in 1738.'% In 1746, the
British Linen Company was formed by Royal Charter as a Scottish char-
tered company, and its charter also conferred note-issuing powers.

Chartered companies

5.07 Following a detailed report to Parliament in 1837, the Chartered
Companies Act 1837'7 was passed, empowering the Queen to grant,
without incorporation,'* certain privileges and immunities to joint-stock
companies’. One such privilege, despite the apparent lack of legal per-
sonality that such a company, at least in Ensgland, would have, was
limited liability on the members and officers.”” In Scots law, it seems,
such a joint stock company was a juristic person but not a body corpo-
rate. Letters patent issued under the 1837 Act did, however, allow for
the privilege of transferable stock, all transfers to be registered with the
Lord Clerk Register.'®

Separation of companies from partnerships

5.08 When the modern company was first introduced, by statute, in

8 Douglas Heron & Co v Hair (1778) Mor 14605, 8 Fac Coll 57.
9 The law of business associations is a matter reserved to Westminster under the
Scotland Act 1998.
10 RPS 1695/5/104 (www.rps.ac.uk/mss/1695/5/104).
11 RPS 1695/5/239. The Governor and Company of the Bank of Scotland came to
be registered as a public limited company under the Companies Acts only in 2006
by virtue of a private Act of Parliament: HBOS Reorganisation Act 2006 (c 1).
12 The Royal Bank of Scotland Group plc was incorporated under the Companies
Acts in 1968.
13 7Will 4 & 1 Vict ¢ 73.
14 Chartered Companies Act 1837, s 3.
15 Chartered Companies Act 1837, s 4.
16 A short summary is found in Bell, Principles (4th edn, 1839; repr 2010) §§ 397—
403.
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England and Wales, it was on the terms that the members were guaran-
tors of the company’s debts.'” Limited liability was first introduced, in
England, under the Limited Liability Act 1855. Like the first Joint Stock
Companies Act, however, the 1855 Act did not apply to Scotland.'®
Limited liability was first introduced in Scotland in 1856."" Banking
companies were first allowed to incorporate in England in 1844*° and in
Scotland from 1846.%' But incorporation conferred no limitation on the
liability of sharcholders.”? Under this regime, therefore, even those who
held transferable shares in huge ‘companies’, such as international bank-
ing businesses, had unlimited liability for the company’s debts.

5.09 The potentially ruinous consequences for investors, often as far
removed from management as creditors, were highlighted in the cala-
mitous collapse of the City of Glasgow Bank in 1878.%> The international
restructuring of this bank — it had significant positions in American
railroad concerns, and in Australian and New Zealand land — domi-
nated the pages of the Scottish law reports into the twentieth century.”*
The consequences of the collapse, immediately and painfully felt in Scot-
land, were much wider: within a couple of years almost all UK banks
incorporated themselves under the Companies Acts with limited liability
— an option that had been available from 1856 for general commercial
companies®™ and from 1858 for banks.”® By then incorporation with
limited liability also entailed an auditing regime introduced as a direct
result of the City of Glasgow Bank collapse.”

17 Joint Stock Companies Act 1844, ss 13 and 25: see discussion in 7 H Rayner
( Mincing Lane) Ltd v Department of Trade and Industry [1990] 2 AC 418 at 507D-F
per Lord Oliver of Aylmerton. The 1844 Act did not, however, apply to Scotland:
see s 2. In CQalifornia, company shareholders remained guarantors of the
company’s debts until 1931: R Kraakman et al, The Anatomy of Corporate Law (2nd
edn, 2010) p 9, n 25.

18 Limited Liability Act 1855, s 18.

19 Joint Stock Companies Act 1856.

20 Joint Stock Banks Act 1844.

21 Joint Stock Banks (Scotland and Ireland) Act 1846. The Joint Stock Banks
(Scotland) Act 1856 extended the period for which Her Majesty was able to grant
letters patent to a bank beyond twenty years.

22 Joint Stock Banks Act 1844, s 7; Joint Stock Banks (Scotland and Ireland) Act
1846, s 2.

23 For which, see K G C Reid, ‘Embalmed in Rettie: the City of Glasgow Bank
and the liability of trustees’ in A Burrows, D Johnston and R Zimmermann (eds)
Judge and Jurist: Essays in Memory of Lord Rodger of Earlsferry (2013) p 489.

24 In what may have been the first use of a ‘good assets’ SPV, “The Assets Company
Ltd’ was incorporated under the Companies Acts and it acquired the remaining
assets of the bank under a local Act of Parliament: the City of Glasgow Bank
(Liquidation) Act 1882 (45 & 46 Vict, c clii). The Assets Company Ltd was
litigating to the House of Lords and Privy Council as late as 1905 and was finally
wound up only in 1955.

25 Joint Stock Companies Act 1856, superseded by the Companies Act 1862, ss 6, 7,
and 8.

26 Joint Stock Banks Act, s 1; Joint Stock Companies Act 1858, s 1.

27 Companies Act 1879, s 7(6).
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FORMATION

Basics: constitution, name, place of business

5.10 The modern law for companies is now found in the Companies
Act 2006. But its provisions are not limited to companies. Taking com-
panies in the context of other business associations, there is one basic
point to observe from the outset. It is possible to have a one-(wo)man
company = that is to say, a company with only one member and one
director.”® But that is not possible in the case of partnerships, LPs and
LLPs: as the ‘partnership’ part of the designation suggests these are
associations that can be formed only by two or more people.” If a part-
nership has only two partners, both of whom are natural persons, and
one dies, the partnership comes to an end. LLPs are different: despite the
death of its members, the LLP remains in existence. But if it remains in
existence for more than six months with only one member, that member
becomes jointly and severally liable with the LLP for the payment of
LLP debts contracted® after the six-month period.”!

Registration

5.11 It was once the case that all businesses, whether corporate or not,
had to register their business name 1n the Reglster of Business Names’. 33
That register was abolished in 1981.% Since the abolition of the register,
it is necessary only for companies, LLPs and LPs to be registered at
Companies House. There are separate indices of companies, LLPs and
LPs. Each has a registered number and a registered name. In the case of
companies and LLPs there must also be a registered office. Companies
and LLPs may be registered either in Scotland; in England and Wales;
or in Northern Ireland. There is a separate registrar for each juris-
diction.”* A company incorporated in Scotland must have its registered
office in Scotland.

Registered numbers: juristic DNA

5.12  All registered entities have a unique number. A Scottish company
number is prefixed by the letters ‘SC’. A Scottish LLP is prefixed with
the letters ‘SO’. A Scottish LP’s registered number is prefixed with ‘SL’.

28 It is a requirement of EU law that member states provide a ‘one man’
corporate vehicle. In the UK, however, public companies require two directors:
2006 Act, s 154(2). All companies must have at least one director which is a
natural person: 2006 Act, s 155. Where the number of members in a public
company falls below two, it is competent to petition for the company’s winding-
up: Insolvency Act 1986, s 122(1)(e).

29 1890 Act, s 1(1); 1907 Act, 4(2); 2000 Act, s 2(1)(a).

30 Itis not clear why the wording is limited to debts incurred by way of contract.

31 2000 Act, s 4A(2).

32 Registration of Business Names Act 1916.

33 Companies Act 1981.

34 2006 Act, s 1060.
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The importance of the registered number for a corporate entity cannot
be overemphasised. Corporate entities can change their name by special
resolution and companies do this with surprising regularity.”> More
confusing still is the situation where companies or LLPs swap names.*®
So suppose John enters into a contract on day 1 with Alpha Ltd
(SC00001). Alpha Ltd is part of a corporate group. Another company in
the group is called Beta Ltd (SC00002). On day 20, Alpha Ltd
(SC00001) resolves to change its name the same day to Beta Ltd and,
simultaneously, Beta Ltd resolves the same day to change its name to
Alpha Ltd. On day 30, John wants to sue the debtor under his contract.
Which entity should he sue? The answer is the company with whom he
has a contract, whatever its name may now be. The company with
whom he had a contract is that with the number SC00001, which is now
called Beta Ltd. It is therefore good practice always to include, in any
document where a registered entity is being referred to, that entity’s
registered number so that it can be unambiguously identified. It is the
registered number, not the registered name, which is the entity’s unique
identifier, its DNA. It is not possible to register a company with a name
that i1s the same as a name already registered on the Registrar’s index
of companies.®’

5.13 LPs too must be registered at Gompanies House and they have a
registered number.”® The control on the names of partnerships and LPs
is found in a separate part of the Companies Act 2006 dealing with busi-
ness names.” Partnerships and LPs must therefore comply with the
detailed rules re§ulating the words and letters which may be used in the
business’s name,"” which are applicable to all businesses, irrespective of
the particular business vehicle employed. But there is no requirement for
an LP to have a registered office, still less a registered office in Scotland.
LPs require only a principal place of business but that principal place
of business need not be in Scotland.*' As a result, some Scottish LPs on
the register have an address that is not in Scotland, but in places like St
Peter’s Port, Guernsey.

5.14 Ordinary partnerships have no registered number, no registered
office, no publicity at all. Determining whether a partnership exists is an
altogether more metaphysical test, which is considered below.

35 2006 Act, ss 77-81.

36 See e.g. F'J Neale (Glasgow) Ltd v Vickery 1973 SL'T (Sh Ct) 88.

37 2006 Act, s 66.

38 1907 Act, ss 8, 8A, 8B.

39 2006 Act, Part 41.

40 Companies (Trading Disclosures) Regulations 2008 (SI 2008/495); Company,
Limited Liability Partnership and Business Names (Sensitive Words and
Expressions) Regulations 2009 (2009/2615); Company and Business Names
(Miscellaneous Provisions) Regulations 2009 (SI 2009/1085).

41 1907 Act, s 8A(e).
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Regulation of business names

5.15 Companies and LLPs must publicise the fact that their members
are not liable for the debts of the company or LLP. Indeed, in terms of
general principle, it is the position of partnerships and LPs that is excep-
tional. Companies and LLPs do not have limited liability; and the fact
that their members are not liable for the debts of the company or LLP is
entirely consistent with the basic principles of the general law. The
exceptional vehicles are partnerships and LPs where the (general) part-
ners are effectively guarantors of the vehicle’s debts.

5.16 For the purposes of the law of business names, however, there is
no prohibition on founding a partnership with an identical name to
another partnership; and the Companles Act gives express authorlty for
the use of the partners’ surnames in the partnership name.*” The only
protection available to a partnership or limited partnership from another
partnership trading under the same name is the common law of passing
off or the law of registered trademarks. Where a firm uses a name that
does not contain the surnames of all the partners, however, the firm is
required to disclose in all business documents the name of each partner
together with an address at which documents may be served on them.*’
Failure by companies, LLPs and partnerships to make these disclosures
is a criminal offence, which attracts a daily fine for every day of default.
Whether there are any civil consequences for breach of the trading
disclosures regli}lftions has not been decided but would be possible in
egregious cases.

5.17 'There is one final point to mention about business names. Some-
times third parties make speculative registration of company names. So
suppose Glaxo and Wellcome announce they are to merge. A third
party, hearing thls news, makes a speculative registration of Glaxo-
Wellcome Limited.* All other things being equal, Glaxo and Wellcome
cannot now use that name because it would be the same as one already
on the register.*® The third party who registered the name offers to
change the name of his company in consideration of a large fee. The
2006 Act now allows the possibility of an application to the Company
Names Adjudicator,” based at the Intellectual Property Office in
Cardiff, to order a company to change its name." These provisions deal,
among other situations, with the problem of speculative company name
registrations that are not made in good faith.* Indeed an application

42 2006 Act, s 1192.

43 2006 Act, s 1201.

44 Cf. Nigel Lowe & Associates v JFohn Mowlem Construction plc 1999 SL'T 1298.

45 The example is taken from Glaxo plc v Glaxo-Wellcome Ltd [1996] FSR 388, decided
under the pre-2006 law.

46 2006 Act, s 66.

47 www.ipo.gov.uk/cna/cna-factsheet.htm. The adjudicator’s decisions are available
at www.ipo.gov.uk/cna/cna-decisions.htm.

48 2006 Act, s 73.

49 2006 Act, s 69.
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may be made by any person (which would include a sole trader, Scottish
partnership or limited partnership) on the ground that the company
name is the same as a business name associated with the applicant, and
in which the applicant has goodwill. Once an applicant establishes that
the respondent business has the same name as one in which he enjoys
goodwill, it is for the respondent company to justify why the application
should not be granted.”

EXTERNAL RELATIONS
Liability

5.18 As legal persons, companies, partnerships, LPs and LLPs have
unlimited liability. Each can contract liabilities which exceed its assets;
and, if that leads to an inability to pay debts as they fall due, the entities
can be dissolved, put into administration or liquidation (in the case of
companies and LLPs), or sequestrated (in the case of LPs and partner-
ships). Of cardinal importance, however, is the liability of those who
stand behind these vehicles: the shareholders, partners and members. As
is well known, in the case of a company or LLP, the members have no
liability beyond the amount they agreed to contribute by way of capital
— the nominal value of the share (plus any premium) or the amount they
have agreed to contribute under an LLP members’ agreement. To that
extent, therefore, there is an element of ‘limited liability’. The position of
partnerships and LPs is different and, indeed, exceptional. It is a general
principle of private law that each person is liable only for his or her own
debts. The position of partners in a partnership, or general partners in
an LP, are two well-defined exceptlons to this principle, for which
express statutory wording was required.”’ So, in a Scottish partnership,
partners are jointly and severally liable for the debts of the partner-
ship.”? For LPs, that means the general partners, if more than one,”® are
jointly and severally liable for the LP’s debts; in practical terms, anyone
involved in the day-to-day management of an LP is a general partner.
It is this aspect of the law of partnership that can make partnerships
unattractive to entreprenecurs; but sometimes the reasons for difficulties

50 2006 Act, s 69(4). For the procedure, see the Company Names Adjudicator Rules
2008 (SI 2008/1738).

51 J H Rayner ( Mincing Lane) Ltd v Department of Trade and Industry [1990] 2 AC 418
at 508E per Lord Oliver of Aylmerton.

52 1890 Act, s 9. Partners in an English partnership are jointly, but not severally,
liable for the partnership’s debts. Confusingly, the words ‘joint’ and ‘several’ have
exactly opp051te meanings in Scots and English law: see W W McBryde, The Law
of Contract in Scotland (3rd edn, 2007) para 11-01. See para 8.15.

53 A limited partnership must have more than one partner, but it needs only one
general partner.
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arise less out of the incidents of a partnership but rather from a lack of
attention to the wording used in documentation.”

Agency

5.19 Because, in Scots law, partnerships and LPs are juristic persons,
each of the partners is an agent of the partnership or LP as the case may
be. Curiously, however, the 1890 Act says that the partners are also
agents for each other.”” The provision is drafted with English law in
mind, where a partnership has no legal personality. In Scots law, the
better view is that the ‘agent for each other’ element of section 5 needs
to be interpreted away.”® By way of analogy, no one would suggest that
directors of a company are agents for each other. To hold that partners
of a Scottish firm are agents of each other may cause all sorts of prob-
lems. Suppose Alan and Beth form a partnership (AB Partners). Charlie
and David form a partnership (CD Partners). Because both entities are
juristic persons, it is possible for AB Partners and CD Partners to enter
into a partnership or joint venture: ABCD Partners. This structure is not
possible under English law. In English law the partners of ABCD
Partners are Alan, Beth, Charlie and David. In Scots law, however, the
partners of ABCD Partners are two separate partnerships. If section 5
were read literally, however, it would mean that, in the case of the
Scottish partnership structure, David was an agent of AB Partners, a
partnership of which he is not a partner.

5.20 The general partners, but not the limited partners, have authority
to bind an LP;’” and the members of an LLP have authority to bind
an LLP.”® But a partnership, LP or LLP may be bound also by an agent
who has actual or ostensible authority to bind the firm, LP or LLP as
the case may be.”

54 In AIB Group (UK) Ltd v Martin [2001] UKHL 63, [2002] 1 WLR 94, for
example, a bank (X) advanced moneys to an English firm of two partners, A and
B. A and B were jointly and severally liable not just for the loan, but for any other
money advanced to either of them by X. X subsequently advanced additional
funds only to A. The House of Lords found B jointly and severally liable to repay
those funds, though B had never had any benefit of those funds.

55 1890 Act, s 5.

56 Major v Brodie [1998] STC 491, 70 TC 576 involved a Scottish partnership, of
English QCs running a Scottish farm, subject to Scots law; the case was pursued in
the English courts and expert evidence on Scots law was taken from Professor
George Gretton and Professor John Murray QC: their opinions are reproduced in
an appendix to the case. Professor Gretton’s opinion represents the better view of
Scots law, although Professor Murray’s opinion was preferred as a matter of fact
in the English court. See too P Stein, “T'he mutual agency of partners in the civil
law’ (1959) 33 Tulane L Rev 595 at 604 fI.

57 1907 Act, s 6(2).

58 2000 Act, s 6.

59 For ostensible authority, see Freeman and Lockyer v Buckhurst Park Properties ( Mangal)
Lid [1964] 2 QB 480, [1964] 1 All ER 630.
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INTERNAL DECISION-MAKING

5.21 One of the advantages of the private company limited by shares
is that, on incorporation, if the members do nothing else, the law pro-
vides a default set of terms on which the company is to conduct its
affairs: the Model Articles. LLPs and LPs cannot be constituted other-
wise than by registration and this additional formal act is usually suffi-
cient to focus the minds of those wishing to employ such a vehicle on the
terms on which those vehicles are to conduct business. It is thus normal
practice for the affairs of an LLP or LP to be regulated by a written
members’ or partnership agreement. Matters may be different with a
partnership. Since it is possible to get into a partnership without know-
ing it, partnerships are often encountered which have no written part-
nership agreement. More common still is the written agreement the
provisions of which are either difficult to interpret or say nothing about
the problem in question.

5.22 The 1890 Act, however, confers certain basic rights and imposes
certain basic obligations on the partners — such as a right to inspect the
firm’s books®” — which will be considered in more detail below.

SPECIALITIES: PARTNERSHIPS
Formation

General principles

5.23 No formalities are required to enter into a partnership. This is one
of the attractions of a partnership: not only are there no formalities for
formation, there is also no continuing publicity in respect of accounts.
For this reason, Scottish partnerships may be desirable vehicles — they
provide the benefits of legal personality without the commercial incon-
venience of publicity. But because there are no formalities at all, it may
be difficult, in a case of UK-wide businesses, to determine whether the
partnership is Scottish or English or whether there are separate Scottish
and English partnerships.®' All that is required is a ‘relation which sub-
sists between persons carrying on a business in common with a view of
profit’.®? Some commercial purpose is thus required.® A partnership
may arise because there is the carrying on of a business in common with
a view of profit, though the business never advanced beyond the prepar-

60 1890 Act, s 24(9); 1907 Act, s 6(1) (for limited partners); Limited Liability
Partnerships Regulations 2001 (SI 2001/1090) reg 7(8) (for members).

61 See the decision of the First Division in Mortgage Express Ltd v Dunsmore Reid &
Smith 1996 GWD 40-2295. Cf. Civil Jurisdiction and Judgments Act 1982, s 42(4).

62 1890 Act, s 1(1).

63 Religious Tract and Book Society v Inland Revenue (1896) 23 R 390; Inland Revenue Comrs
v Falkirk Temperance Café Trust 1927 SC 261.
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ations for trading.’* In contrast, where there is merely a prospectus set-
ting out a proposal to enter into a partnership, but those proposals are
never implemented, no partnership comes into existence:*’

Partnership is a legal status with legal implications. There are certain
features which are usually to be found in a partnership. None are present
here. There was no firm name, no partnership premises, no partnership
employees and no partnership bank account. Nor is there any averment
that steps were being taken to establish any of these. There were no part-
nership accounts or tax returns. None of these is fatal to the contention
that there was a partnership, but the lack of any of such things points
strongly against the likelihood of there being one.

5.24 A joint venture between two or more people for a particular pur-
pose — such (28 the development of a plot of land — may amount to a
partnership.®® Partnerships may be formed for a fixed period of time;®’
or for an undetermined period of time — the so-called partnership at
will.?® Where a partnership for a fixed period of time continues beyond
its intended period, the terms of the orlglnal agreement may nonetheless
continue as terms of the partnership-at-will.®

5.25 Not all joint ventures of commercially-minded people, however,
are partnerships. There may be another basis for the relationship such as
a company, a limited partnership or LLP % In the corporate world,
oint ventures’ often, though not always,”' use a corporate vehicle. Or
there may be no intention or any other basis for a partnership at all:
English barristers’ chambers — unofficial partnerships of freelances — are
perhaps the best example.

Indicia of partnership

5.26 Although partnership is a contract, in cases where the parties
have perhaps not clearly directed their minds to the nature of their re-
lationship, an avowed lack of any intention to share in the firm’s losses
does not prevent a finding that the defender is a partner, especially

64 Miah v Khan [2000] UKHL 55, [2000] 1 WLR 2123 (fitting out of a restaurant
amounted to a partnership though the restaurant never commenced trading).

65 Pine Energy Consultants Litd v Talisman Energy (UK) Ltd [2008] CSOH 10 at para
[28] per Lord Glennie.

66 White v McIntyre (1841) 3 D 334; Mair v Wood 1948 SC 83 at 86 per Lord President
Cooper.

67 1890 Act, s 27, for which see Wallace v Wallace’s Trs (1906) 8 F 558.

68 1890 Act, s 26(1), ‘no fixed term’. In Maillie v Swanney 2000 SL'T 464, Lord
Penrose held that a partnership at will (with ‘no fixed term’) could be terminated
without dissolving the partnership under s 32(c), which provides that a
partnership for an ‘undefined term’ may be dissolved on notice. For the interaction
between s 26 and s 32, see G Morse, Partnership Law (7th edn, 2010) paras 2.07—
2.10.

69 M’Gown v Henderson 1914 SC 839.

70 1890 Act, s 1. Chahal v Mahal [2005] 2 BCLC 655 at para [37] per Neuberger
LJ; Ilott v Williams [2013] EWCA Civ 645 at para [20] per Arden L]J.

71 See e.g. Emcor Drake and Scull Ltd v Edinburgh Royal Joint Venture 2005 SLT 1233.
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where there is evidence of an intention to share in profits.”” Establishing
the existence of a partnership is classically a question of substance rather
than form:”

If a partnership in fact exists, a community of interest in the adventure
being carried on in fact, no concealment of name, no verbal equivalent
for the ordinary phrases of profit or loss, no indirect expedient for enfor-
cing control over the adventure will prevent the substance and reality
of the transaction being adjudged to be a partnership; and I think I
should add, as applicable to this case, that the separation of different
stipulations of one arrangement into different deeds will not alter the
real arrangement, whatever in fact that arrangement is proved to be.
And no ‘phrasing of it’ by dexterous draftsmen, to quote one of the
letters, will avail to avert the legal consequences of the contract.

5.27 But identifying the moment a partnership has been formed, parti-
cularly in a case where there is no formal documentation, is a notori-
ously difficult task.”* The 1890 Act provides some very general guidance,
identifying various factors which may be indicative of a partnership.
These factors are set out in s 2 of the 1890 Act:

(1) joint tenancy or common property does not of itself create a partner-
ship, irrespective of what is done with profits;

(2) sharing of gross returns of itself does not create a partnership; and

(3) receipt of a share of profits of a business is prima facie evidence of
a partnership, but that evidence may be neutralised where the
receipt is: (a) by way of repayment of a debt; (b) remuneration for
services;”” (c¢) by way of an annuity paid to a widow, widower or
civil partner; (d) by way of repayments made pursuant to a written
contract of loan;’® or (e) by way of annuity or otherwise a share of
the profits in respect of the consideration payable by virtue of a sale
of the goodwill.

5.28 Section 24 prescribes various default rights which, in the absence
of an agreement to the contrary,”’ each partner in a firm is entitled to
exercise, including: a right to an equal share in the profits; a right to
indemnity for expenses; a right to interest on loans made to the partner-
ship (not including capital contributions); a right to participate in
management of the business; and a right to sight of the firm’s accounts.

72 Pooley v Driver (1876) 5 Ch D 458 at 483 per Sir George Jessel MR followed in
Brown & Co’s Tr v M’Cosh (1898) 1 F 52 at 60 per Lord President Robertson, affd
(1899) 1 F (HL) 86; Stewart v Buchanan (1903) 6 F 15.

73 Adam v Newbigging (1888) 13 App Cas 308 at 315 per Lord Halsbury LC.

74 Two examples where the parties’ relations were bedevilled by informality are
Gillespie v Gillespie [2011] CSOH 189 and Maritsan Developments Ltd v HMRC [2012]
UKFTT 283 (a decision of ] Gordon Reid QC sitting in Edinburgh).

75 So the drowned fisherman, remunerated by a share of the boat’s gross returns, in
Clark v G R & W Jamieson 1909 SC 132 was held to have been an employee, not a
partner. Cf. Sharpe v Carswell 1910 SC 391.

76 Stewart v Buchanan (n 72).

77 For construction of an agreement held to oust the default rule in s 24, see the
decision of the First Division in Heaney v Downie, 11 February 1997, unreported.

printed on 2/10/2023 1:17 PMvia . Al use subject to https://ww.ebsco.coniterns-of-use



EBSCOhost -

Specialities: partnerships 147

But these rights are often used by the courts for descriptive purposes too:
in considering whether a business relationship amounts to a partnership,
the exercise of any or all of the rights that would be conferred by s 24
on a partnership is often taken as indicative of the existence of a partner-
ship. And where someone has effective control of a business, including
sharing in profits, contributing capital and having an unfettered right to
appoint someone as a partner in the business, such control is indicative
of that person being a partner in the business.”® Conversely, someone
who has no share of profits may nonetheless be held to be a partner and
liable for its debts where, in the case of a law firm, it was necessary for
him to be held out as a partner for regulatory purposes.’’

Trading

5.29 In terms of s 1(1) of the 1890 Act, ‘Partnership is the relation
which subsists between persons carrying on a business in common with a
view of profit.” Section 45 defines a ‘business’ as ‘carrying on a trade,
business or profession’. What amounts to a ‘trade, business or profession’
is of some importance to Scottish partnerships and limited partnerships
which are used as vehicles for the holding of assets or investments. It is
sometimes said that investing in assets and drawing the profits from the
investments is not a ‘trade’.” But investing in moveable or immoveable
assets and drawing the profits from rents or dividends or capital gains,
would today be considered to fulfil the definition of ‘carrying on a trade,
business or profession’. Lord Justice-Clerk Macdonald has formulated
the question, admittedly in the context of a tax case, as: ‘Is the sum of
gain that has been made a mere enhancement of value by realizing a
security, or is it a gain made in an operation of business in carrying out
a scheme for profit-making’?®' The Law Commissions, having con-
sidered whether to legislate in this area, decided no clarification was
necessary: ‘it is difficult to conceive of a term wider than “business” to
cover all commercial undertakings. The term seems clearly apt to in-
clude investment activities as a commercial venture’.®” The House of

78 Brown & Co’s Tr v M’Cosh (1898) 1 F 52 at 60 per Lord President Robertson, affd
(1899) 1 F (HL) 86.

79 M Young Legal Associates Ltd v Zalid (a firm) [2006] EWCA Civ 613, [2006] 1
WLR 2562.

80 Cf. Glasgow Heritable Trust v Inland Revenue 1954 SC 266 at 284 per Lord President
Cooper: ‘Mere realisation of capital assets is not a trade’. But the business in that
case was not one that was otherwise concerned with selling capital assets. Other
tax cases of high authority have held that drawing rents may amount to a business:
e.g. American Leaf Blending Co Sdn Bhd v Director-General of Inland Revenue [1979] AC
676, [1978] 3 All ER 1185 (PC).

81 Californian Copper Syndicate Ltd v Harris (1904) 6 I 894 at 898, a test approved by
the Privy Council in Commissioner of Taxes v Melbourne Trust [1914] AC 1001 at
1010 and by the House of Lords in Ducker v Rees Roturbo Development Syndicate Ltd
[1928] AC 132 at 139.

82 Discussion Paper on Partnership Law (Law Com No 159; Scot Law Com No 111,
2000) para 5.10. And see too the view of HMRC reproduced in Law Commission
and Scottish Law Commission Report on Partnership Law (2003) para 16.25.
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Lords has also held that a partnership can be formed with a view to
profit though it never commences trading.®?

Property

5.30 Purchasing property for the business may itself be evidence of sub-
sisting partnership.”® The technical rules, which historically prevented
Scottish firms from owning heritable property, no longer exist.?> But it
remains uncommon for professionally advised partnerships to take title
to ownership of land in the name of the partnership, one of the reasons
being that a change of partners can give rise to terrlfylng difficulties
regarding entitlements to the partnership assets.”® Perhaps the only
situation where a professionally advised partnership would take title to
heritable property in the name of the partnership is where the partner-
ship is being deliberately used as a tax transparent vehicle.

5.31 The near universal practice, therefore, is for the partners for the
time being to take title to any heritable property in their own names as
trustees for the ﬁrm The rights of individual partners are personal rights
against the firm.? There are thus three layers: trustees — firm (benefi-
ciary) — partners.”® Death, retirement or resignation of a partner under
this structure does not give rise to property law problems. Trust tltle 18
the paradigm case of the elastic title found in joint ownership:* the
departing partner’s share accrues automatically to those who remain;
but if the law is clear in principle, that clarity is not reflected in the
decided cases. So in one case the lease was granted to the partners ‘as
trustees for the... firm and the survivors and survivor of them as trustees
and trustee’. That title should have been unaffected by any change in
the partners. Nonetheless it was held that the lease was terminated on a
change of partners — in other words, a change in the personality of the
beneficiaries of a trust to which the landlord was a stranger.”

5.32 In Jardine-Paterson v Fraser,”" the Lord Ordinary held that a tenant
under the lease was the ‘business’ or (trading) ‘house’ rather than a
recognised juristic person. The difficulty with that proposition is that it

83 Miah v Khan [2000] UKHL 55, [2000] 1 WLR 2123.

84 Christie Owen & Davies plc v