L esson 7/

Partnership

Supposeyou want to open arestaurant in your locality. You will need to gather together a
lot of things. You may find that it isnot possibleto arrangethe money required to start and
run the businessalone. You may thentalk to your friendsand all of you agreeto runthe
restaurant by contributing acertain amount of money and the other thingsrequired. Sodl of
you join handstogether to become the ownersand sharethe profitsand losses. Thisis
another form of business organisation. It isdifferent from what you have learnt in the
previouslesson. Inthislessonlet uslearn moreabout it.

7.1 Objectives

After studying thislesson, youwill beableto:

e define partnership;
e identify the features of partnership form of business organisation;

e state the advantages and disadvantages of partnership form of business
organisation;

® recognise the different types of partners;

e distinguish between partnership and sole proprietorship form of business
organisation; and

® suggest the suitability of partnership form of business organisation.
7.2 Meaning of Partnership

Y ou have studied that sole proprietorship form of business organisation has certain
limitations. Itsfinancial and managerial resources are limited. Itisalso not possible
to expand the business activities beyond a certain limit. In order to overcome these
drawbacks, another form, i.e., partnership form of businesshascomeinto existence. Letus
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first find out what is'partnership’.

Itisbasically arelation between two or more personswho join handsto form abusiness
organisation with the objective of earning profit. The persons who join hands are
individually known as‘ Partner’ and collectively a‘ Firm’. The name under which the
businessiscarriedoniscaled ‘firmname’. Sultan Chand & Co, RamLal & Co, Gupta&
Co arethenamesof some partnership firms.

The partners provide the necessary capital, run the business jointly and share the
responsbility. Youmust bethinking how much capital each partner contributes? Dol the
partnersjointly managethe businessor can any of them manage the businesson behalf of
others? Whowill takethe profits? If thereisany lossthen who will suffer theloss? Yes,
thesearethefew questionsthat might be coming toyour mind. Actually, whenyouinvite
your friendsto start such abusiness, it should bethe duty of all of you to decide (i) the
amount of capital to be contributed by each one of you; (ii) whowill manage; (iii) how will
the profitsand | osses be shared. Thus, there must be some agreement between the partners
beforethey actually start the business. Thisagreement istermed as‘ Partnership Deed’,
whichlaysdown certaintermsand conditionsfor starting and running the partnership firm.
Thisagreement may beoral or written. Actually, it isalwaysbetter to insist on awritten
agreement among partnersin order to avoid future controversies.

A partnership firm isgoverned by the provisions of the Indian Partnership Act, 1932.
Section 4 of the Indian Partnership Act, 1932, defines partnership as* arelation between
personswho have agreed to sharethe profits of abusinesscarried on by all or any of them
actingfordl”.
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Intext Questions 7.1

Fill inthe blankswith the appropriate word.

Partnershipisbasicaly a between persons.
Thename under which thebusinessof partnershipiscarriedoniscalled
The agreement which lays down termsand conditions of partnership istermed as

Section4 of the Act 1932 defines partnership.
Partnersagreeto share of business.

7.3 Featuresof Partnership form of businessorganisation

After having abrief ideaabout partnership, let usidentify thevariousfeaturesof thisform of
businessorganisation.

Two or moreMembers- You know that the membersof the partnershipfirmare
called partners. But do you know how many persons are required to form a
partnership firm? Atleast two membersarerequired to start apartnership business.
But the number of membersshould not exceed 10in case of banking businessand 20
incaseof other business. If the number of membersexceedsthis maximum limit then
that business cannot betermed as partnership business. A new form of businesswill
beformed, the detailsof whichyouwill learninyour next lesson.

Agreement: Whenever you think of joining handswith othersto start apartnership
business, first of al, there must be an agreement between al of you. Thisagreement
contains-

theamount of capita contributed by each partner;
profit or losssharing ratio;

sdary or commission payabletothe partner, if any;
duration of business, if any ;

name and address of the partnersand thefirm;
dutiesand powersof each partner;

nature and place of business; and

0 any other termsand conditionsto run the business.

o O O 0O 0o o o

L awful Business- The partners should alwaysjoin handsto carry on any kind of
lawful business. Toindulgein smuggling, black marketing, etc., cannot becalled
partnership businessintheeyeof thelaw. Again, doing social or philanthropicwork is
not termed as partnership business.

Competenceof Partner s- Sinceindividualsjoin handsto becomethe partners, itis
necessary that they must be competent to enter into apartnership contract. Thus,
minors, lunatics and insolvent persons are not eligible to become the partners.
However, aminor can be admitted to the benefitsof partnershipi.e., hecan havea
shareintheprofitsonly.
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Vi.

Vil.

viii.

Xi.

Sharing of Profit - Themain objective of every partnership firmissharing of profits
of the businessamongst the partnersin the agreed proportion. Intheabsenceof any
agreement for the profit sharing, it should be shared equally among the partners.
Suppose, therearetwo partnersin the businessand they earn aprofit of Rs. 20,000.
They may share the profits equaly i.e., Rs. 10,000 each or in any other agreed
proportion, say oneforth and threefourthi.e. Rs5,000/- and Rs. 15000/-.

Unlimited Liability - Just like the sole proprietor theliability of partnersisalso
unlimited. That means, if theassetsof thefirmareinsufficient to meet theliahilities, the
personal propertiesof the partners, if any, can also be utilised to meet the business
liabilities. Suppose, thefirm hasto make payment of Rs. 25,000/- to the suppliersof
goods. The partnersare ableto arrange only Rs. 19,000/- from the business. The
balance amount of Rs. 6,000/- will haveto be arranged from the personal properties
of the partners.

Voluntary Registration - It isnot compulsory that you register your partnership
firm. However, if you don't get your firm registered, you will be deprived of certain
benefits, thereforeitisdesirable. Theeffectsof non-registration are:

o Your firm cannot take any actioninacourt of law against any other partiesfor
Settlement of claims.

0 Incasethereisany dispute among partners, it is not possible to settle the
disputesthrough acourt of law.

o0 Yourfirmcannot claim adjustmentsfor amount payableto or receivablefromany
other parties.

No Separ ate L egal Existence- Just like sole proprietorship, partnership firm also
hasno separatelegal existencefromthat of it owners. Partnershipfirmisjust aname
for thebusinessasawhole. Thefirm meansthe partnersand the partnerscollectively
meanthefirm.

Principal Agent Relationship - All the partnersof thefirm arethejoint owners of
thebusiness. They all have an equal right to actively participateinits management.
Every partner hasaright to act on behaf of thefirm. When apartner deal swith other
partiesin businesstransactions, he/she actsas an agent of the othersand at the same
timetheothersbecometheprincipa. Sotheredwaysexistsaprincipal agent relation-
shipinevery partnershipfirm.

Restriction on Transfer of Interest - No partner can sell or transfer hisinterest to
any onewithout the constent of other partners. For example- A, B, and C arethree
partners. A wantsto sall hisshareto D ashishealth doesnot permit himtowork any
more. He can not do so until B and C both agree.

Continuity of Business - A partnership firm comes to an end in the event of
death, lunacy or bankruptcy of any partner. Even otherwise, it can discontinueits
businessat thewill of thepartners. Atany time, they may takeadecisontoendtheir
relationship.
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Intext Questions 7.2

Which of thefollowing statementsaretrue.

I.  Thenumber of partnersshould not exceed 20 in case of Banking business.
ii.  Theremust beawritten agreement between al the partners.

iii.  Itiscompulsory toregister apartnership firm.

iv. ~ No partner can transfer hisinterest to any other without the consent of the other
partners.

v. Partnership firm has no separate legal existence.

7.4 Advantagesof partnership form of businessor ganisation

Partnership form of business organisation has certain advantages, which are as fol-
lows -

a) Easytoform: Like sole proprietorship, the partnership business can beformed
easily without any legal formalities. Itisnot necessary to get thefirm registered.
A simple agreement, either oral or inwriting, issufficient to create apartnership
firm.

b) Availability of large resources - Since two or more partners join hand to start
partnership business it may be possible to pool more resources as compared to
sole proprietorship. The partners can contribute more capital, more effort and al'so
moretimefor thebusiness.

c) Better decisions- Thepartnersarethe ownersof the business. Each of them has
equal right to participatein the management of the business. In case of any conflict
they can sit together to solve the problems. Since all partners participate in
decision-making, thereislessscopefor recklessand hasty decisions.

d) Flexibility in operations- Thepartnershipfirmisaflexibleorganisation. Atany time
the partners can decide to change the size or nature of business or area of its
operation. Thereisno needtofollow any lega procedure. Only the consent of al the
partnersisrequired.

e) Sharingrisks-Inapartnership firm all the partners share the businessrisks. For
example, if there are three partners and the firm suffersaloss of Rs. 12,000in a
particular period, then all partnersmay shareit and theindividua burdenwill beRs.
4,000 only.

f)  Protection of interest of each partner - Inapartnership firm every partner hasan
equal say indecisonmaking. If any decision goesagainst theinterest of any partner
he can prevent the decision from being taken. In extreme casesadissenting partner
may withdraw himsalf from the businessand can dissolveit.

0) Benefitsof specialization - Sinceall the partnersare ownersof the businessthey

can actively participatein every aspect of businessasper their specialisation and e
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knowledge. If youwant to start afirmto providelegal consultancy to people, then
one partner may deal with civil cases, onein criminal cases, another in labour cases
and so on asper their speciaization. Similarly two or moredoctorsof different spe-
cidizationmay sart aclinicin partnership.

Intext Questions 7.3

Fill inthe blanks by choosing suitableword(s) from the brackets.

. Itis___ (notnecessary, necessary) to get the partnership firm registered.

ii. Thepartnershipfirmisa (flexible, rigid) form of businessorganisation.
jii.  Inpartnership, businessriskis (shared, not shared) by al the partners.
iv. Partnershipisa____ (group, individual) effort.

V.  Incomparisonto soleproprietorship, it may bepossiblefor partnership firmto pool
(more, less) resources.

7.5 Limitations of Partnership form of Business Organisation

Inspite of all these advantages as discussed above, apartnership firm also suffersfrom
certainlimitations. Let usdiscussal theselimitations.

a) Unlimited Liability: All the partnersarejointly aswell asseparately liablefor the
debt of thefirmto an unlimited extent. Thus, they can sharetheliability among them-
selvesor any one can be asked to pay al the debtseven from his personal properties.

b) UncertainLife Thepartnershipfirmhasnolegd entity separatefromitspartners. It
comesto an end with the death, insol vency, incapacity or theretirement of any partner.
Further, any dissenting member can a so give notice at any timefor dissolution of
partnership.

c) Lack of Harmony: You know that in partnership firmevery partner hasan equd right
to participatein the management. Also every partner can place hisor her opinion or
viewpoint before the management regarding any matter at any time. Because of this
sometimesthereisapossibility of friction and quarrel among the partners. Difference
of opinion may lead to closure of the businesson many occasions.

d) Limited Capital: Sincethetotal number of partnerscannot exceed 20, the capital to
beraisedisalwayslimited. It may not be possibleto start avery large businessin
partnershipform.

e) Notranderability of share: If youareapartner inany firmyou cannot transfer your
share of interest to outsiderswithout the consent of other partners. Thiscreatesin-
conveniencefor the partner who wantsto leave thefirmor sell part of hisshareto
others.
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7.6 Typesof Partners

Inapartnership firm you canfind different typesof partners. Somemay actively participate
inthe businesswhile othersprefer not to keep themsel ves engaged actively inthebusiness
activitiesafter contributing therequired capital. Alsotherearecertainkindsof partnerswho
neither contribute capital nor actively participateintheday-to-day businessoperations. Let
uslearn more about them.

a) Activepartners- Thepartnerswho actively participatein the day-to-day operations
of thebusinessareknown asactive or working partners. They contribute capital and
areaso entitled to sharethe profitsof thebusiness. They arealso liablefor thedebts
of thefirm.

b) Dormant partners- Those partnerswho do not participatein the day-to-day activi-
tiesof the partnership firm are known as dormant or sleeping partners. They only
contribute capital and sharethe profitsor bear thelosses, if any.

c¢) Nominal partners- Thesepartnersonly dlow thefirmto usetheir nameasapartner.
They do not have any redl interest inthe businessof thefirm. They do not invest any
capital, or share profitsand a so do not take part in the conduct of the businessof the
firm. However, they remainliableto third partiesfor the actsof thefirm.

d) Minor asapartner -Youlearnt that aminor i.e., aperson under 18 yearsof ageis
not eligibleto becomeapartner. However in specia casesaminor can beadmitted as
partner with certain conditions. A minor can only sharethe profit of thebusiness. In
caseof losshisliability islimited to theextent of hiscapital contributionfor the busi-
ness.

e) Partner by estoppd - If apersonfasay representshimself asapartner of any firmor
behavesin away that somebody can have animpression that such personisapartner
and on the basisof thisimpression transactswith that firm then that personisheld
liableto thethird party. The personwho falsely representshimself asapartner is
known aspartner by estoppel. Takean example. Supposein Ram Hari & Cofirm
therearetwo partners. OneisRam, the other isHari. If Giri- an outsider represents
himsdlf asapartner of Ram Hari & Co and transactswith Madhuthen Giri will beheld
lidblefor any lossarising to Madhu. Here Giri ispartner by estoppel.

f)  Partner by holdingout - Intheaboveexample, if either Ram or Hari declaresthat
Gopal isapartner of their firm and knowing thisdeclaration Gopal remainssilent then
Gopal will beliableto those partieswho suffer lossesby transacting with Ram Hari &
Cowith abelief that Gopal isapartner of that firm. Here Gopal isliableto those
partieswho suffer lossesand Gopal will be known as partner by holding out.

Intext Questions 7.4

A. Machthefollowings

A B
1. Activepartner () Isonewholendshisnametothefirm
2. Dormant partner (i)  Isonewhotakespart in day-to-day businessof
thefirm.
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3. Nominal partner (i)  Isonewho representsasapartner
4. Partner by estoppel (iv) lsonewhoisbelow 18years
5. Minor partner (v) isonewho doesnot takepartinday to day busi-

nessof thefirm.

7.7 Differencebetween Partnership and Soleproprietor ship
form of BusinessOrganisation

Inthe previouslesson you learnt about sol e proprietorship form of business organisation.
Now you have gonethrough the partnership form of businessorganisation. Both of these
formshavetheir own features, advantagesand limitation. Let uscomparethemto find out

thedifference between them.

Basis of Difference

Partnership

SoleProprietorship

1. Formation

2. Governing Act

3. No. of members

4. Capital

5. Decision-making

6. Sharing of profit
and loss

7. Ownership and
Management

It can beformed only ontheba-
sisof an agreement among the
partners.

It is governed by Indian Part-
nership Act, 1932

Minimum two and maximum
10 in banking and 20 in other
businesses.

Capital isprovided by partners
in an agreed ratio.

It takestimeto decide uponim-
portant matters because all the
partners must be consulted for
taking decision.

Profitsand losses are shared by
partners as per agreement

Owned, controlled and man-
aged by partners.

No agreement isrequiredto
start the business. It is
formed at any time when-
ever desired by the sole
proprietor.

There is no specific Act
that governs asole propri-
etorship business.

Only one member.

Capital isarranged by sole
proprietor alone.

Decision-making is very
quick because there is no
need to consult any one
else for taking decision.

The question of sharing of
profits or losses does not
arise. The sole proprietor
alone takes al profits and
bears all losses.

Thisiscompletely owned,
controlled and managed
by the sole proprietor.
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7.8 Suitability of Partner ship form of businessor ganisation

Wehavelearnt that partnership form of businesshasits own advantages and disadvantages.
But at timeswefind that partnership form of businessorganisaionismost suitablefor usto
runasmall business. Let uslook into suchinstances:

a

A partnership firmissuitablein case of businesswherethe capital requirement is
mediumi.e. itisneither too large nor too small. Businesslikeretail and wholesale
trade or small manufacturing units can be successfully started by partners.

Youlearnt that inapartnership firm personshaving different ability, manageria talent,
skill and expertisejointogether. Soitismost suitablefor construction business, legal
firmsetc. where each partner contributesthe best as per hisspecidization.

7.9What You Have L ear nt

Partnershipistherelation between two or more personswho have agreed to sharethe
profitsof abusinesscarried on by all or any of themacting for all.

The personswho join hands areindividually known as* Partner’ and collectively a
‘Firm’. Thenameunder whichthebusinessiscarriedoniscalled‘Firmname'.

Itisaform of businessinwhichtwo or more competent personsjoin together to carry
onany lawful businessafter enteringinto an agreement to sharethe profit and loss of
thebusiness. They arefreeto get their firm registered under the Act of thegovern-
ment.

A partnership firm does not have any legal entity separatefromitspartners. It can
continue for along period of time and can aso cometo an end at any timeif the
partnersso desire. It automatically comesto anend in the event of death, lunacy and
insolvency of any partner.

Therelationship amongst the partners can be compared with that of Principal and
Agent.

No partner cantransfer or sall hisinterest in the bus nesswithout the consent of others
andtheliability of each partner isunlimited.

A partnership firmisvery easy to form and also flexibleinits operation. It pools
resourcesfrom the partners, makestheir optimum utilization by taking better deci-
sions. It protectstheinterest of each and every partner and gets benefit out of the
specidized knowledgeand kill of individua partners.

A partnership firm suffersfrommany limitationslike- uncertainlife, disharmony among
partners, inability to pool large resources because of restriction on number of mem-
bers, and it doesnot permit thetransfer of theinterest of individual partners.

Different typesof partnersare- Active Partner, Dormant Partner, Nominal Partner,
Minor asaPartner, Partner by Estoppel and Partner by Holding out.

Partnership form of businessismost suitablefor retail or wholesaletrade and for small
manufacturing units. Personshaving different specidization can alsoform partnership
firmlikecongtructionfirmor legd firm.
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7.10 Terminal Exercise

N o g s

10.
11.
12.
13.

14.
15.

State the maximum number of partnersin case of banking and other business.
DefinePartnership.

Differentiae between active and dormant partnerson the basisof participationin bus-
Ness.

Ditinguish between partnership and sole proprietorship form of businessorganisation.
“Principal Agent relationshipismust for partnership”. Do you agree? Givereason?
Stateany four features of apartnership form of businessorganisation.

Described unlimited liability and uncertain lifeaslimitations of partnership form of
business.

Explaindifferent typeof partners.

“If youdo not register your partnership firm youwill bedeprived of certain benefits’.
Inthelight of thisstatement, state the effectsof non-registration of apartnership firm.

Explaintheadvantage of specidizationfor apartnershipfirm.
Define partnership and state any four featuresof it.
Giveany six pointsof difference between partnership and sole proprietorship.

"Partnership form of businessissuitablefor every typeof businessorganistion”. Do
you agree? Givereasons.

Whoisapartner by holding out? Explain with the hel p of an example.

Your friend approaches you and seeksyour help, as he wantsto specify important
contentsof apartnership agreement. What contentswould you consider important for
apartnership agreement? Stateany six

7.11 Key to Intext Questions
7.1 (i) relation, (i) firmname, (iii) partnership deed, (iv) Indian Partnership, (v) profit and

loss

7.2 (i) Fdss, (i) Fass, (iii) Fase, (iv) True, (V) True

7.3 (i) not necessary, (ii) flexible, (iii) shared, (iv) group, (v) more

7.4 1-ii, 2-v, 3, 4-iii, 5iv

(Activity For You)

Ask any soleproprietor of your locaity whether he/sheisinterested in converting his’her
businessto apartnership firm. Note down the reasons given by the sole proprietor.
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