For the good of the company
As the collapse of Andersen demonstrated, LLP status can be a vital safety net for even the most stable professional services firm. But limiting professional liability is not the only reason why law firm managers should find taking LLP an attractive prospect, says Peter Scott
A recent survey by Legal Week (The Big Question, 8 May) revealed that leading law firms do not believe a move to adopt Limited Liability Partnership (LLP) status will make them less collegiate. Fully 82% predicted that converting firms would experience no change in culture. 

But how realistic is it to think that existing cultures of partnerships will survive for very long in LLPs? The experience of some of the largest surveying firms, which incorporated a few years ago, might indicate that things could change sooner than some might wish.

If by ‘culture’ we mean how partners behave towards each other, then the culture of many firms is likely to be markedly changed by a new LLP regulatory regime requiring different disciplines and patterns of behaviour. Existing partners in firms, which become founding members of LLPs, may be slow to change the habits of a lifetime, but as new entrants join who are not imbued with the previous generation’s sense of partnership, it is likely that that partnership culture will be gradually eroded.

If on becoming members of an LLP former partners continue to think and act like partners, they may risk losing the privilege of limited liability. Indeed, Lord Goldsmith, the present Attorney General, stated in the House of Lords during the passage of the legislation (Hansard 991209-10 Col 1435): “If people choose to incorporate as a limited liability partnership, but carry on business as if they were still a partnership of the kind people are used to — a partnership where the assets and integrity of the individuals are at stake — I predict that they will find that the courts may say ‘although you have incorporated a body, you are carrying on business together’.”

In short, LLPs are not partnerships. They are corporate entities, separate from their members. As well as having to come to terms with disclosure of accounts, partners in converting firms will need to adhere to a new corporate regulatory regime, far removed from the laissez-faire existence within many partnerships. They will need to think of themselves more as shareholders, and behave as such. 

It has always been of the essence of professional partnerships that partners have had everything ‘at risk’. With the advent of UK LLPs, that acceptance of total personal liability is already seen to be changing. Banks are being requested by some LLPs to lend on the sole basis of the strength of their balance sheets, without any security from or recourse to the members personally. Realistically, only very few LLPs are currently likely to be able to negotiate that kind of arrangement. However, the fact that members of LLPs are asking for such terms already, shows a substantial shift in culture. Once a professional person no longer has assets at risk, other than the limited capital invested in the business, the traditional values some partnerships hold dear are likely to disappear forever. Professionals in LLPs will be like owner/workers in any other corporate business, albeit with obligations to comply with professional ethical standards. 

Once in an LLP, the basis of relationships between ‘partners’ will change. Partnership agreements create rights and obligations between partners. In an LLP, rights and obligations will also flow between members and the LLP. And in a break with partnership, if a duty of good faith is not expressly provided for in the members’ agreement, it will not be implied. There can be no fallback on partnership law.

Becoming an LLP will require a far more careful approach to terms of engagement with clients. An LLP will need to bring its existence to the attention of its clients and obtain agreement from clients to the terms of engagement upon which it is to act. It must ensure that clients accept that it is the LLP alone that is providing advice and that has a duty of care to the client and not the individual. This approach will need to be followed through into practice, so that individuals never communicate or act other than in the name of the LLP. An individual member may still be liable in negligence, if it can be shown a personal duty of care was owed to the client. Accordingly, despite every precaution taken, claimants alleging negligence will no doubt proceed against everyone in sight, including individual LLP members. So, is it advisable that members of some LLPs are continuing to call themselves ‘partner’?

Even though the advent of LLPs has been driven by the desire by partners to limit liability, if law firms are serious about risk they should not only become LLPs, but perhaps even more importantly they should put in place effective risk management procedures designed to manage not only risks arising out of negligence, but also risk across the board. The fear is that having the perceived ‘safety net’ of an LLP may mean that risk management might not be a top priority. They should also specifically limit liability by agreement with clients, as many larger accounting firms and an increasing number of law firms now do.

Inevitably, the greater need for internal regulation in LLPs is likely to lead to tighter management controls — particularly financial controls as the ‘clawback’ provisions, which encourage LLPs to focus carefully on how money is paid to members — than have previously been exercised in some partnerships. However, the corollary of greater management control is that the spotlight may increasingly be focused on the performance of management to ensure that it is doing what it is paid to do — to increase ‘shareholder value’. Increasingly, as the more corporate culture develops, a greater divide may open up between management and those without management roles. 

A factor likely to accelerate the move to more streamlined and effective management structures is the need for LLP members’ agreements to be comprehensive. From a position where in many partnerships managing partners are given no management authority, members’ agreements will need to establish governance models, with authority being given to those appointed to certain roles. What better way to make a new start than by devising an effective method of governance far removed from ‘herding cats’.

LLPs may turn out to be one of the means by which law firms and other professionals can provide the necessary platform on which to develop and meet the challenges their professions will face in the years ahead. Partnership, the 19th century form of organisation, has performed sterling service in the past. Now, for many professional businesses, it would appear to have outlived its usefulness.

Peter Scott is a management consultant at Horwath Clark Whitehill. 
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