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Part 1 INTRODUCTION

There is nothing more perilous to conduct,
or more uncertain in its success, than to
take the lead in the introduction of a new
Because the innovater
order of things.
has for enemies all those who have done
well under the old conditions, and lukewarm defenders in those who may do well
under the new.l

Under existing legislation in New Zealand, persons
engaged in business and commercial enterprises have the
freedom to elect how they should structure and conduct
their affairs.

Invariably this election is solely a

matter of individual choice which is based upon the
relative taxation and administrative advantages of the
corporate versus the unincorporate form.

Such freedom of choice has traditionally been denied to
the legal profession, opposition to incorporation
centering upon the belief that a lawyer should bear full
individual responsibility for the services he provides.
Accordingly, due to legislative and ethical constraints
that prohibit incorporation, together with traditional
policy considerations, the conduct of the legal
profession in New Zealand has been confined to the
vehicle of the partnership.
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It is not the intention of this paper to suggest that all
law firms must or should incorporate.

It is the

intention to demonstrate that the continued prohibition
on the legal profession practising in corporate form is
both inequitable and unnecessary; that the legal
profession should, like any other business venture, have
the freedom of choice as to how it will conduct its
affairs.

/ The position was succinctly stated in In Re the Florida
Bar:

2

If a means can be devised which preserves to the
client and the public generally, all of the
traditional obligations and responsbilities of the
lawyer and at the same time enables the legal
profession to obtain a benefit not otherwise
available to it, we can find no objection to the
proposal.

It is the intention of this paper to show that a means
has been devised to preserve the traditional obligations
and responsibilitie s of the law profession whilst at the
same time gaining significant taxation advantages.

To

that end, the paper first briefly examines the background
- the concept of the legal profession and the changing
market place in which it finds itself having to cope; it
then analyses in depth the advantages of incorporation
for superannuation purposes; before examining the
unlimited liability company; and finally, the impediments
to incorporation.
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Part 2 PUBLIC roLICY AND THE CDNCEPI' OF THE LEGAL PROFESSION

2.1

'I'he Legal Profession
The status conferred upon a practitioner by his admission
to the profession of law is one which confers upon him a
nwnber of privileges - some of a legal nature and some
less easily defined, but perhaps of even greater
significance.

Of the former for example, the exclusive

rights of audience before the courts and many tribunals,
and, the virtual monopoly by statute, of conveyancing.
In the latter category, there are the social standing,
the confidence placed in his advice or guidance - often
whether of a legal nature or not - and, above all, the
general public acceptance of his integrity, truthfulness
and creditworthiness.

In the present century, legal practitioners have
inherited these privileges easily, but having done so
they are now seeing the erosion and dilution of them as
competition develops in the market place and the
traditional concept of a profession places them at a
financial disadvantage.

2.2

The Concept of a Profession
Reference has been made to the concept of a "profession",
and it may be that no attempted definition will
adequately describe the ideals which individuals will
I
to that concept.
attatch

Two

standard works contain

definitions which go some way to express the essential
elements:

3
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A vocatio n in which a profess ed knowledge of some
departm ent of learnin g or scienc e is used in its
applic ation to the affairs of others or in the
practic e of an art founded upon it.
and:

4

A calling requiri ng specia lised knowledge and often
long and intensi ve prepar ation includi ng instruc tion
in skills and methods as well as in the scient ific,
histor ical or schola rly princip les underly ing such
skills and method s, mainta ining by force of
organi sation or concer ted opinion high standa rds of
achieve ment and conduc t and commit ting its members to
contin ual study and to a kind of work which has for
its prime purpos e the renderi ng of a public service .
These defini tions embody what it is sugges ted may be
referre d to as the origin al qualit ies and attribu tes of a
profes sion - that a profes sion connot es a high level of
skill achieve d through intelle ctual and practi cal
trainin g; that the profes sional person is dedica ted to
his vocatio n and the practic e of it for the public good;
and that the indepen dence of the profes sion is mainta ined
by high standa rds of conduc t.

As

is noted by one corrrrnentator:

5

Members of the so-call ed "old" profes sions - the law
and medicin e - were the first to take a firm stand
upon those [origin al qualit ies and attribu tes] and to
build upon them with high standar ds of integr ity in
their relatio nship with client s which include d the
avoidan ce of confli cts of intere st, the concep t of
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the
servi ce befor e self and the princ iple of deali ng on
basis of the utmo st conf iden tialit y.

The very fact that

ards
a profe ssion al is proud of these qual ities and stand
that
is itsel f bene ficia l to the clien t becau se it means
- the
there will be no bowing of the knee to the powe rful
profe ssion al by being a profe ssion al has the
deter mina tion and stren gth to give his all in the
clien t's inter ests - and he is not influ ence d by mere
mate rial cons idera tions into givin g less than his best.
As

the old profe ssion s became organ ised, these qual ities

rules
and stand ards were insti tutio nalis ed in the form of
of ethic s, rules of cond uct and proce dures to disci pline
those members of the profe ssion who faile d in some
respe ct to adhe re to those rules .
tive
A majo rity of the stand ards and qual ities repre senta
of a profe ssion have been ensh rined by the lega l
New
profe ssion in the law Prac titio ners Act 1982 and the
Zeala nd law Soci ety's Code of Ethic s.

For exam ple, the

idate
high leve l of learn ing and skil l requi red of a cand
ons
for admi ssion to the profe ssion is gove rned by secti
is
44 and 45 of the law Prac titio ners Act 1982; that he
of good char acter and is a fit and prop er perso n for
admi ssion , by secti on 46; and that if he fails to
main tain the high stand ards set he will face inter nal
disci pline , pursu ant to Part VII of the Act.
l
That it is a funda ment al char acter istic of the lega
profe ssion to serve the publ ic or to rende r a publ ic
f is
servi ce, is an aspe ct of the defin ition that of itsel
not decre ed in any statu te.

The Code of Ethic s does
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4 which
add ress this aspe ct obli que ly in Rule 1.1.
se to act for
prov ides that a pra ctit ion er sha ll not refu
atio ns.
any clie nt exce pt in cert ain spe cifi ed situ
a pub lic serv ice
However, it is sugg este d that rend erin g
vidu al clie nt's
does not mer ely refe r to serv ing an indi
that the
inte rest s, but inco rpor ates a reco gnit ion
t pre vail over
obli gati on to the gen eral pub lic good mus

This was note d
that obli gati on to the indi vidu al clie nt.
corrmenting upon
by Lord Reid in Rondel v. Wor sley , when
6
the duty of a bar rist er:
As

an offi cer of the Cou rt conc erne d in the

rrid ing duty
adm inis trat ion of just ice, he has an ove
essi on, and
to the Cou rt, to the stan dard s of his prof
lead to a
to the pub lic, which may and ofte n does
with what
con flic t with his his clie nt's wish es or
s.
the clie nt thin ks are his pers ona l inte rest
t not lend
Cou nsel must not mis lead the Cou rt, he mus
r part y or
him self to cast ing aspe rsio ns on the othe
nt bas is in
witn esse s for which ther e is no suff icie
t not
the info rma tion in his pos sess ion, he mus
may tell
with hold auth orit ies or documents which
the stan dard s
aga inst his clie nt but which the law or
of his prof essi on requ ire him to prod uce.
ice befo re self ,
It is this larg er con cept of pub lic serv
h it is
or the soc ial purp ose of the lawy er, whic
to the whole
subm itted must be rega rded as paramount
the corn erst one
con cept of the lega l prof essi on . This is
ract eris tics
of the prof essi on. The attr ibu tes and cha
have been
that have been disc usse d, many of which
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are simp ly the
ensh rine d in stat ute or in ethi cal code s,
essi on is
means by whic h the soci al purp ose of the prof
adva nced .
mark et plac e,
In a time of vast chan ge in the com merc ial
and the
altho ugh the soci al purp ose of the lawy er
prof essi on
prof essi on as a whole rema ins unal tere d, the
r that the
must be capa ble of perm ittin g chan ge in orde
ed. Such
abil ity to serv e the pub lic is not prej udic
essi on or to
chan ge does not go to the esse nce of the prof
h its soci al
its func tion , but mere ly to the means by whic
purp ose is adva nced .

2.3

ld of the Lega l
The Pres ent Envi ronm ent - The Changing Wor
Prof essi on
of life . From
It is comrronly said that chan ge is the law
this coul d be
the poin t of view of the lega l prof essi on
is chan ge.
turn ed arou nd to read , the life of the law
Zeal and, as
Cert ainl y at the pres ent time lawy ers in New
and prep are
well as else whe re, are havi ng to cope with
for chan ges that are unpr eced ente d.
conf ined to legi slat ive chan ges.

Such chan ges are not

In the cont ext of the

s the
conc ept of a prof essi on such chan ges encompas
e ad valo rem
reinoval of mon opol ies; the abo litio n of scal
ing; the
fees ; the intro duct ion of indi vidu al adv ertis
es; and a
blur ring of of inte r-pr ofes sion al boun dari
demanding
cyn ical , well educ ated and enqu iring pub lic
more effi cien t serv ice at reas onab le cost .
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It could be contended that the legal fraternity has in
the last few years been dragged reluctantly into the
free-market commercial arena of the twentieth century,
only to find that just around the corner is the
twenty-firs t century.
The whole understandi ng of what the legal profession is,
what its social role is, how it operates, whether it is
efficient, what its economic base is, and what its
professiona l ethics and standards are, are all matters
that are currently undergoing a transformat ion.

Because

most of these questions are approached in the traditional
manner, as being separate and distinct, the extent of the
revolution is generally overlooked.

As

was noted by Mr B. Slane, the retiring President of

the New Zealand Law Society, similar upheavals are being
7
encountered overseas:
••• practice overseas is not all that different, and
they are encounterin g just the same sort of problems,
just the same sort of issues and they are arising in
just the same sort of ways. We do not have to
reinvent the wheel on every issue. We can look and
see what is happening, we can find out what others
have said and done, we can learn, research and
improve our thinking by contact with lawyers from
overseas.
In New Zealand it was noted recently by the Rt. Hon.
Mr Lange, M.P., Prime Minister, that law is part of the
social fabric of society and that changes in society
inevitably affect the law and the role of lawyers.
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the
Spea king at a Bar dinn er give n in his hono ur by
upon such
Auckland Dist rict Law Soci ety, and commenting
8
chan ge, he corrnnented:
New Zeala nd lawy ers ••• seem to be making a fair
for
attem pt to cope with incre asin g consumer demands
grea ter acco unta bilit y and com petit iven ess.

The set

year
scal e for conv eyan cing fees was abol ished last
ng.
and the go ahea d give n for indiv idua l adve rtisi
year s ago in an addr ess to the Wanganui Dist rict
'I'wo

cipl es
Law Soci ety I said I saw no reaso n why the prin
lega l
of the free mark et shou ld not be appl ied to the
prof essio n.

I reite rate this view .

The lega l

al
prof essio n cann ot retre at behin d its trad ition
of
aloo f image and isol ate itse lf from the demands
y and
toda y's cons umer s. Peop le expe ct valu e for mone
set
are no long er cont ent to unqu estio ning ly acce pt
pric es.
the
Rega rdles s of the root -cau se - be it cons umer ism,
economy,
incre asin g trend to a dere gula ted, free mark et
the lega l
or a comb inati on of many facto rs - the shap e of
inev itabl y
prof essio n both in New Zeal and and over seas is
chan ging .
n, that of
One of the priv ileg es enjo yed by the prof essio
ently
the monopoly in resp ect of conv eyan cing, is curr
of
unde r thre at from the Hon. Mr Goff , M.P. , Min ister
Hous ing.

It would appe ar that , apar t from ende avou ring

cipl e",
to enfo rce the Prime Min ister 's "fre e mark et prin
redu ce
the Min ister of Hous ing's fund amen tal aim is to
ion. In
the cost of conv eyan cing by intro duci ng com petit
9
g:
a rece nt pres s relea se he was repo rted as sayin

- 10 I believ e that for far too long in New Zealan d there
has been a rronopoly on convey ancing servic es. I think
the Law Societ y thems elves have recogn ised that and
have taken impor tant first steps toward s reduci ng the
impact of the monopoly [by the abolit ion of set scale
fees].

I believ e that the action we take will

furthe r encour age the Socie ty on that path.
The Minis ter of Housing refers to the abolit ion of the ad
valore m scale fees for convey ancing , finall y abolis hed in
Octob er of 1984 largel y as a result of consumer pressu re.
The rrove was initia lly seen as a means of develo ping
compe tition betwee n practi tioner s, thereb y reduci ng
convey ancing costs.

The move was hailed by the Hon. Mrs

Shield s, M.P., the Minis ter for Consumer Affai rs, as one
giving an impor tant lead to other profes sions in
recogn ising the main princi ple of consumer protec tion.
10
She stated :
Consumers have a right to be fully inform ed before
making their decisi ons on acquir ing goods and
servic es.
Likew ise the abolit ion of scale was welcomed by a wide
range of intere sted partie s, althou gh one newspaper
sugges ted that the move was promp ted by a desire "to act
before being forced to do so by a consumer consci ous
11
goverr unent" .
Not only has the New Zealan d Law Socie ty sough t to
enhanc e the public image of the profes sion by initia ting
such chang es, but it has taken things a step furthe r in
active ly prorro ting and marke ting those chang es. In the
case of the abolit ion of the ad valore m scale of fees,

- 11 details of the changes were sent to a wide range of
interest ed groups and individu als:

the news media,

Members of Parliam ent, the Consumers Institut e, the Real
Estate Institut e, Citizen s Advice Bureaux , the Departm ent
of Trade & Industry , the Justice Departm ent, the
Treasury , the Building Societi es Associa tion, savings and
trading banks, profess ional bodies represen ting
account ants, valuers , archite cts, farmers and corrnnerce.
Additio nally a pamphle t was produce d, entitled "Best
Value from your Lawyer", approxim ately 40,000 of which
were distribu ted to the country 's courtho uses; and a
televisi on corrnnercial was produced to publicis e the new
costing procedu res.
From publicis ing the abolitio n of the scale and the new
costing procedu res, the New Zealand Law Society followed
its oversea s compatr iots and in early 1985 decided to
permit individu al advertis ing by members of the
professi on.

Whilst strict guidelin es have been

establis hed as to the content of any advertis ement, and
the stated purpose of this relaxati on of the rules was to
permit practiti oners to advise the public of any
particu lar special isation they offered , advertis ing is of
itself essenti ally market orientat ed and competi tive.
Whilst the New Zealand Law Society has reacted rather
more quickly than the legal professi on in many other
countrie s to the exposure of the professi on to market
forces, the initial irn,_oetus for change came from the
United Kingdom.

- 12 Follow ing a major report publish ed in the United Kingdom
12
in 1970 , the Monop olies and Merger s Commission
deliver ed five separa te reports concern ing the legal
profes sion in which it was recommended that advert ising
restric tions should be rerroved.

Althoug h the

Commi ssion's recommendation was substa ntially ignored it
was later reitera ted by a Royal Commission on Legal
13
Servic es which reporte d in 1979.
Meanwhile, in 1973, the Lord Chance llor abolish ed the ad
valorern scale charge s for convey ancing largely due to
increas ing dissati sfactio n arrongs t both consum ers and the
profes sion and reports by the Nation al Board for Prices
and Incomes which conclud ed that the scale fee system was
both expens ive and inequi table.

The 1979 Royal

Commission recommended that the convey ancing monopoly
should be retaine d.
Anothe r critica l move in the exposu re of the profes sion
to outside market forces came from the courts of the
United States of Americ a. In Bates v. State Bar of
14 the Supreme Court of the United States
Arizon a
legalis ed lawyers advert ising on the basis of the First
)

Amendment to the Consti tution, and in so doing rejecte d
the traditi onal argume nts for prohib iting advert ising.
Two years prior to this decisio n the Supreme Court in
15 had ruled that the
Goldfa rb v. Virgin ia State Bar
imposi tion of mandat ory minimum fee schedu les by a Bar
Associ ation was contra ry to the Sherman Act (the major
piece of United States anti-mo nopoly legisla tion).
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The profes sion has also come under scrutin y at ru'1
interna tional level, with the Organi sation for Economic
Co-ope ration and Development, of which New Zealand is a
member, having receive d a report upon Compe tition and the
16
.
Pro f ess1on s • Amongst other profes sions, law is
examined and the report recommends the remova l of scale
fees and restric tions upon advert ising and that the
profes sions should get no larger exe..mption from
compe tition law than is essent ial to the public intere st.

As

already noted, it is propose d by the Labour Party to

end the convey ancing monopoly of the legal profes sion in
New Zealand .
In New Zealand , the propos ed compe tition is from the
The English profes sion, under
17 which resulte d from
threat from the Farrand Committee

Housing Corpor ation.

the lobbyin g of Mr Austin Mitche ll, is likely to face
compe tition from license d convey ancers and quite possib ly
from institu tions such as banks and buildin g societ ies.
To some extent it appear s that New Zealan d's Minist er of

Housing is followi ng the initia l steps of the Farrand
Committee, which reporte d back in Septem ber, 1984. If
this is the case, it is quite possib le that New Zealand
practit ioners may, in the not too far distan t future, be
facing wider compe tition than that presen tly posed by the
Housing Corpor ation.
It is eviden t that the ever increas ing exposu re to public
opinion and market forces has led, and is leading to,
unprece dented change in the legal profes sion, both in

- 14 this countr y and overse as. For an entren ched profes sion,
intent upon mainta ining the status quo, reacti on to
change in New Zealan d has to date been relati vely
promp t.

It must not however be forgot ten that it is the

duty of the profes sion to serve the public .
In an openin g addres s to the Englis h Law Socie ty's
Nation al Confer ence at Bournemouth in 1985, the Maste r of
the Rolls, Sir John Donald son dealt with the topic of
change and reform , and in so doing set out what he
consid ered the three essen tial social purpo ses of
18 The first was to assist the public in doing
lawye rs.
what they want to do - that is to comply with the law
that applie s to them.

The second social purpos e could be

descri bed as helpin g people to make sensib le choice s
within the area of free choice that the law leaves to
them, and by sensib le he means the choice s that will
reduce or elimin ate the chance s of dispu tes arisin g
therea fter while at the same time achiev ing the objec t
that the clien t has partic ularly in mind. The third, he
descri bes as the settlem ent of dispu tes, to be resolv ed
as quickl y and as econo micall y as possib le with a minimum
of person al confl ict betwee n the partie s. The social
purpos e or public servic e role of the lawyer was,
consid ered Sir John Donald son, the streng th of the legal
profes sion.
It is submi tted that for lawye rs to adequ ately serve the
public and to fulfil their social role, they must be
financ ially strong .

Tradi tional ly, profes sional people

have tended to down- grade the import ance of the econom ics
of practi ce, upon the princi ple of servic e before self.
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Lawyers hold themselve s out as offering services to the
public and there has often been a tendancy to assume that
growth and developme nt of the practice, together with
financial security, will automatic ally come from clients
if competen t legal services are provided. It appears that
the assumptio n is often made that fees will take care of
any costs incurred in running the practice. It is
suggested that such an attitude is not acceptabl e in this
day and age. A financial ly bereft or strugglin g lawyer is
of little benefit to the corrmunity or the professio n; it
is important that if a lawyer is to serve the public he
must be financial ly strong.
In an age of increased competiti on, public awareness and
accounta bility, the maintaina nce or improvement of a
practice 's financial strength can only be achieved by
increased efficienc y. Increased efficienc y means
effective practice management on an ongoing basis.
However, is increased efficienc y enough?
In entering the free-mark et arena of business and
corrmerce, the legal professio n has for the first time,
been placed on a similar footing to the small business.
As

in the small business, effective management,

administr ative and credit control systems can be
implemented.

However, in contradis tinction to the small

business, the legal firm must conduct its business by way
of the medium of the partnersh ip, with its attendant
disadvant ages.

- 16 -

With law firms' traditi onal privile ges being rapidly
eroded , and the need to adapt to a world of free
enterp rise and compe tition, it is inequi table that law
firms must operate in the same form as they did one
hundred years ago. Effect ively this preven ts the
profes sion from operati ng on the same footing as many it
serves . It is sugges ted upon the basis of Equity that
lawyer s, like busines smen, should have the freedom of
choice as to incorp oration . Whether it be incorp oration
as a limited or an unlimi ted liabili ty company, the
traditi onal charac teristi cs and values of the profes sion
are not denigr ated or impinged upon in any way. There is
no incomp atabili ty with the concep t of a profes sion or
with the overal l duty of the profes sion to serve the
public .
Why should a young solicit or enter private practic e today
and strive for a partne rship when his rewards for
accepti ng the duty to serve the public are a social
status of diminis hing standin g, a steadil y reducin g
number of monopo lies, unlimi ted person al liabili ty for
his partne rs' action s, and exclusi on from the taxatio n
advanta ges availab le to employees of compan ies.

Such a

positio n is made even more unattra ctive when he has to
outlay a substa ntial capita l sum to buy his way into this
positio n.
If lawyer s are to mainta in standa rds and efficie ncy and
serve a demanding, consumer orienta ted public , they must
have the freedom of choice .
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Part 3 INCDRroRATION

3.1

The Move to Incorp oratio n
In early 1983, a profX)sal to inves tigate the "pros and
cons" of incorf X)rati ng legal firms as unlim ited liabil ity
compa nies was approv ed by the New Zealan d Law Socie ty.
This profX) sal, sfX)nsored by the Auckland Distr ict Law
Societ y which subseq uently establ ished a corrunittee to
compl ete a refX)rt to the New Zealan d Law Socie ty, noted
19
.
.
. 1ncorf
. . t a d vantag es 1n
X)rat1 on.
d 1st1nc
tree
h
Firstl y, a contin uity of identi ty, in that the legal
entity of the incorfX )rated legal firm would remain the
same with any change of "partn ers", and the forma lities
of dissol ution and re-est ablish ment of a true partne rship
would no longer be necess ary; second ly, it was sugge sted
that the accou nts of an incorfX )rated firm would be easier
to keep; and thirdl y, that such a firm could estab lish a
supera nnuati on scheme for its direct ors with the
employing company able to make tax deduc tible
contri bution s.
Such an initia tive as that of the Auckland Distr ict Law
Societ y is not novel in this countr y - a paper ufX)n the
incorf X)rati on of legal firms having been presen ted at the
confer ence on Law Reform held by the Unive rsity of
Auckland Law Stude nts Socie ty as long ago as April
20
In this paper however a more radica l approa ch
196s.
was taken by the author s and limite d liabil ity sugges ted
as being the appro priate vehicl e.
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More recen tly in the Austr alian State of Victo ria, the
State Attorn ey-Ge neral agreed in princi ple that law firms
should be permi tted to incorp orate in limite d liabil ity
form - in this case however, with blanke t guaran tees from
the share holde rs/sol icitor s - and he agreed to place such
21 In this instan ce it
a propo sition before cabin et •
was sugges ted that incorp oratio n could have a number of
advan tages for both large and small practi ces, as a means
of increa sing capita l bases and simpli fying
22
.
. .
a drn1n1str at1on.
In contra st to Victo ria, in England the findin gs of the
. on 2 3 h ave be en f o11owed and t he
.
Benson Roya1 Comm1ss1
recen tly introd uced Admin istrati on of Justic e Bill (UK)
includ es a clause that will permi t solici tors to practi se
as corpo ration s with unlim ited liabil ity.
In this countr y it is unclea r how far the working
comm ittee establ ished by the Auckland Distr ict Law
Societ y has progre ssed.

It was report ed in March 1985

that "follo wing discus sion in September last year of a
report outlin ing the advan tages of incorp oratio n of a
legal practi ce •••

1124 two New Zealan d Law Societ y

members had been asked to invest igate the change s that
would need to be made to the Law Practi tioner s Act 1982
and subord inate legisl ation.

However, an approa ch to one

of those person s by the author was met by a disint ereste d
rebuff . 'I'he last crypti c note to be publis hed upon the
25
matter was in June of 1985 and simply record ed:

- 19 A legisl ative propo sal for incorp oratio n is being
prepar ed for consid eratio n by the New Zealan d Law
Socie ty.
In contra st to the legal profes sion, accou ntants on both
sides of the Tasman are lookin g at limite d liabil ity
incorp oratio n as being prefer able to unlim ited liabil ity,
as a means of contai ning at a reason able and a known
level, their poten tial liabil ity. A move i s alread y
underway in this countr y to remove the only legisl ative
impediment to incorp oratio n outsid e the provis ions of the
New Zealan d Societ y of Accou ntants Act 1958 which
presen tly prohi bits an audito r from being
26
. und erstood that at t h'1s stage
It 1s
·
orated •
1ncorp
only incorp oratio n in unlim ited form will procee d, but
that as at Augus t 1985 only the final conse nt of the
Minis ter of Financ e to the amendment remain ed outsta nding .
The percei ved advan tages of incorp oratin g profes sional
partne rships , in partic ular legal firms, obviou sly vary
consid erably from firm to firm and partne r to partne r;
that percep tion being colour ed by the impact
incorp oratio n is likely to have on the indivi dual
practi tioner or his firm.
To unders tand the advan tages that are gener ally accept ed
as being availa ble, a brief look at the taxati on positi on
of a partne r is necess ary.

- 20 3.2

Taxat ion Advan tages of Incor porat ion

3.2.l

The partn ershi p tax base
The Income Tax Act 1976, does not defin e a partn ershi p
for tax purpo ses. The reaso n for this is that the statu te
does not, as a gener al propo sition , impose any speci al
rules dealin g with the taxat ion of partn ershi ps. The most
notab le excep tion to that propo sition is the requi remen t
27 and
·
e,
. mus t f 1' l ea retur n o f incom
tha t a par t ners h1p

thus refere nce needs to be made to the gener al law, where
the Partn ershi p Act 1908 defin es a partn ershi p as being
28
inter alia:
..• the relat ion which subsi sts between perso ns
carry ing on a busin ess in common with a view to
profi t.
In contr ast to a company, a partn ershi p is not a taxpa yer
in its own right , the retur n of income it being requi red
to file disclo sing only the detai l of the partn ershi p
29 It is
income and its alloc ation between the partn ers.
the partn ers thems elves indiv idual ly who are asses sable
for the alloc ated partn ershi p income, the Income Tax Act
30
1976 prov1.d.1ng:
There shall be no joint asses smen t, but each partn er
shall be separ ately asses sed and liabl e for the tax
payab le on his total income, includ ing his share of
the income of any firm in which he is a partn er:
Thus, althou gh a partn ershi p falls withi n the defin ition
of a "perso n" in sectio n 2 of the Act, it is not a
"taxp ayer" , merel y being a condu it throu gh which income
is chann elled to the indiv idual partn ers. As was noted in
31
Stein berg v. F.C.T .:

- 21 A partne rship is not an entity distin ct from its
members, it is not the partne rship that carrie s on
the busine ss as such, but the indivi dual members who
carry on the busine ss in partne rship.
Thus for all intent s and purpo ses a partne r is taxed as
an indivi dual tax payer. Therei n lies the fundam ental
disadv antage .

3.2.2

Capit al - retain ed earnin gs
One of the tradit ional proble ms facing partne rships in
this countr y has been that associ ated with mainta ining
adequ ate capita l bases for partne rships , and the cost of
increa sing that capita l base. As partne rship income is
taxed in the indivi dual partne rs hands, this of course
means that for a partne rship to build up its capita l,
first the indivi dual partne rs must pay tax on their
income before contri buting the requir ed capita l.
Accor dingly , where a partn er's income level exceed s
$38,00 0.00 per annum, tax at the rate of sixty- six cents
in the dollar must first be paid, which makes capita l
invest ment in the partne rship a very expen sive exerc ise.
By contra st, profit s retain ed in a company are subjec t to
tax at the corpo rate rate of forty- five cents in the
dollar . Thus, in a contin uing and expand ing busine ss
where profit s are requir ed to be reinve sted to provid e
working capita l, this retent ion provid es fifty- five cents
out of every dollar for working capita l, as oppose d to
the thirty -four cents availa ble if profit s are taxed in
the indivi dual partn er's hands.

- 22 Addit ionall y, whils t tax at indivi dual rates is imposed
upon divide nds, the need to pay divide nds may not arise.
It has long been the policy of the Commissioner of Inland
Revenue to allow substa ntial flexib ility in the level of
32
salari es paid for which a deduc tion may be claime d.
Accor dingly profit s can be retain ed or distri buted as
salari es accord ing to a pre-de termin ed ratio which takes
into accoun t the tax effec ts. At the shareh older level,
retain ed earnin gs held by a company repres ent a defer ral
of tax, which may extend over the life of the company.
The Hon. Mr Dougl as, M.P., Minis ter of Financ e announced,
33 that as from 1 Cx::tober 1986 the
20 August 1985,
maximum indivi dual rate of taxati on would be reduce d from
sixty- six cents in the dollar to forty- eight cents in the
dollar and that as from 1 April 1986 the company tax rate
would be raised from forty- five cents in the dollar to
forty- eight cents in the dollar .
With the propos ed equal isatio n of the maximum indivi dual
rate of taxati on and the corpo rate rate, the anomaly that
has for long existe d between partne rships and compa nies
and the compa rative cost of reinve sting income will be
resolv ed. The cost of working capita l to both compa nies
and partne rships will from 1 Cx::tober 1986 be
forty- eight cents in the dollar .
Addit ionall y it was announced that all divide nds from
capita l source s would hence forth be assess able in
shareh olders ' hands, but a full imputa tion system being
propos ed, the Gover nment 's intent being to introd uce this
in the 1988/1989 financ ial year.

- 23 This attem pted neutr alisa tion of the tax base in New
Zeala nd is going to go quite some way in placi ng the
corpo rate share holde r and the partn er on the same
footin g. That is not to say however, that anom alies still
will not exist and that taxat ion advan tages still canno t
be achie ved by incor porat ion.

3.2.3

Income split ting and alien ation
It is gener ally accep ted in New Zeala nd that income
deriv ed from the provi sion of profe ssion al servi ces is
34
Accor dingly it is not
not capab le of assign rnent.
possi ble for a partn er to reduc e liabi lity for income tax
by assig ning the right to the partn ershi p profi ts of his
pract ice. The situa tion is quite diffe rent in Austr alia
35 the High Court held that a
where in F.C.T v. Evere tt
partn er could assig n part of his inter est in the
partn ershi p, and in so doing effec tively assig n the
income attrib utabl e to that inter est thus ensur ing it was
no longe r taxab le in his hands . However, it has been made
abund antly clear by the New Zeala nd Commissioner of
Inlan d Revenue that he would not accep t an Evere tt type
assign ment and there fore any profe ssion al who intend ed to
36 shoul d be
emula te the taxpa yer in Ever ett's Case
. . t'
prepa r ed f or 1 1t1ga ion.

37

By contr ast, where incor porat ion is perm itted income
split ting could be achie ved by trans ferrin g owner ship of
share s to famil y members or trust s or companies formed
for the benef it of a "part ner's " famil y.
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The obviou s barrie rs to such a move would be Law Socie ty
object ion to other than practi oners holdin g shares and
the Corrmissioner of Inland Revenue attemp ting to strike
down any such assign ment by invoki ng sectio n 99 of the
Income Tax .Act 1976.
In order to mainta in the integr ity and indepe ndence of
the profes sion, it is almos t certai n that the new Zealan d
Law Societ y would requir e shareh olders of a corpo rate law
practi ce to be practi tioner s; this is discus sed more
What however would be the case where,
38
the practi tioner
as happened in Evere tt's Case

fully in Part 6.

concer ned assign ed shares in the practi ce to a spouse who
was also a practi tioner ?

Grante d, an unusu al situat ion,

but one not withou t preced ent.
In such an instan ce, where the corpo rate practi ce had
been incorp orated and the shares origin ally subscr ibed
for by the origin al partne rs, it is sugges ted that
sectio n 99 could not be invoke d by the Cormnissioner where
shares were subseq uently sold to a third party. A mere
sale of shares does not const itute an arrang ement from
which one can predic ate the existe nce of a tax avoida nce
39
purpos e.
Whils t it is unlike ly that an income splitt ing advant age
can be achiev ed by incorp oratin g legal practi ces, it is
sugges ted that this is becaus e the New Zealan d Law
Societ y would requir e all shares to be held by
practi tioner s, rather than becaus e it would be barred by
sectio n 99 of the Income Tax .Act 1976.

- 25 From a theor etica l stand point it may be possi ble where
the assign ment was to anoth er pract ition er, althou gh it
must be antic ipate d that the New Zeala nd La.w Socie ty
would block such a move where the assig nor and the
assig nee were not members of the same pract ice.

This

point will be cover ed more fully in Part 6 of this paper ,
but brief ly, where the assig nee is a share holde r of
anoth er pract ice, in pract ice alone , or, for that matte r,
not in pract ice at all, a poten tial confl ict of inter est
.
arise s and the indep enden ce of the assig nor is threa tened

3.2.4

Retire ment bene fits
Secti on 68 of the Income Tax Act 1976 grant s speci al
conce ssion s for lump sum payments made by an employer to
an employee upon the occas ion of that emplo yee's
retire ment . In essen ce, sectio n 68 provi des that, so long
as the quantum of the allow ance paid does not excee d the
;_.

?

avera ge of the emplo yee's total lrremun eratio n from that
servi ce over the prior three years , then it is asses sable
as to five per cent only of that lump sum in the
emplo yee's hands at his margi nal rate of tax. The amount
recei vable is reduc ed upon a propo rtiona l basis where the
employee has had less than ten years of servi ce. Pursu ant
to sectio n 152 of the Income Tax Act 1976 the payment of
a retiri ng allow ance is gener ally deduc tible to the
employer in the year of payment.
The words of sectio n 68 refer speci fical ly to the
"employment or servi ce" of the taxpa yer and those of
sectio n 152 to an "employee" of a taxpa yer.
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Under gener al law, a person canno t employ himse lf, and
accord ingly a partne rship canno t employ any of its
partne rs. Payments made for any such "employment" are
treate d as an alloca tion of profit s, and are accord ingly
assess ed as income in the indivi dual partne rs' hands.
There is a statut ory modif icatio n to the gener al
propo sition that a partne r canno t be an employee,
contai ned in sectio n 167B of the Income Tax Act 1976 to
the effect that a deduc tion will be availa ble for
payments made by a partne rship to any working partne r for
servic es perfor med under a contra ct of servic e. However
it is sugges ted that such a modif icatio n is limite d to
its own situat ion, and canno t be seen as confe rring a
statut ory legitim acy to the notion that as a partne rship
can enter into a contra ct for servic es with one of its
number, it should equall y be possib le to argue that this
legisl ative sancti on enable s a partne r to be an
"employee" for the purpos es of sectio n 68 of the Act.
In contra distin ction to the corpo rate employee, the
partne r of a profes sional partne rship, not having
availa ble to him the conce ssiona l taxati on regime of
sectio n 68, is severe ly prejud iced.
The follow ing example illust rates the tax benef it which
may be availa ble to a retiri ng shareh older employee,
40
.
. h t here t·1r1ng
par t ner:
contra sted wit

- 27 ( i)

( ii)

Retirin g Partne r
Gross

Tax

Net Income

$

$

$

1983

70,000

36,000

34,000

1984

80,000

42,000

38,000

1985

90,000

48,000

42,000

Total

240,000

126,000

114,000

Retirin g Shareh older-e mploye e
1983

60,000

30,000

30,000

1984

60,000

30,000

30,000

1985

60,000)
32,000

Retirin g Allowa nce
Total

88,000

60,000)
240,000

92,000

Saving in Taxatio n

148,000
34,000

In both instanc es the cost to the practic e remain s the
same (ie. $240,00 0) however in the retirin g
shareho lder-em ployee situati on he receive s an additio nal
benefi t of approx imately $34,00 0, through reduced
person al taxatio n.

3.2.5 Supera nnuatio n
The inabili ty of a partne r to take advanta ge of employ er
subsid ised superan nuation is probab ly the single greate st
disadva ntage resulti ng from the legal profes sion's
inabil ity to incorp orate. To fully apprec iate the
situati on an overvie w of the legisla tion regardi ng
superan nuation is require d.
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The most import ant piece of legisla tion affecti ng the
design and operati on of private superan nuation schemes in
New Zealand is the Supera nnuatio n Schemes kt 1976, which
provid es that approv al of such schemes is the
respon sibility of the Government k::tuary . The Act
require s the Government Actuary to approve a scheme for
which his approv al is sought , if:
(i) the scheme meets the condit ions prescri bed in the Act
and Regula tions, and,
(ii) he is satisfi ed that the intere sts of the members
are adquat ely secured .
The Act itself contain s little detail of the condit ions
which propose d schemes must meet to obtain approv al,
these condit ions being prescri bed in the Supera nnuatio n
Schemes Regula tions 1983.
There are no penalt ies contain ed in the Supera nnuatio n
Schemes Act 1976 itself, for failure to secure the
Government Actuar y's approv al.

However, only private

superan nuation schemes which are approve d under the k::t
can enjoy the advanta ges provide d by the Income Tax Act
1976.

The disadv antage s of not obtaini ng approv al are so

severe , that for practic al purpos es it can be said that
superan nuation schemes in New Zealand are compel led to be
approve d under the Supera nnuatio n Schemes k::t 1976.

3.2.5

(i)
An

Deduc tibility of employer contrib utions
employ er's contrib utions to an approve d superan nuation

scheme for his employees are deduct ible in calcula ting
the Brnploy er's assessa ble income, to the extent permit ted
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by section 150 of the Income Tax Act 1976.

Section 106

(1) (m) of that Act provid es that any contrib ution by the
errploy er which is not deduct ible pursua nt to section 150,
cannot be deducte d under any other provisi on of the Act.
Genera lly speakin g, the employ er's contrib utions to an
approve d scheme are fully deduct ible in calcula ting his
assessa ble income, up to a limit of ten per cent of the
total earning s paid by the employ er to his employ ees who
41
are members during the relevan t tax year.
Section 150 (4) of the Income Tax Act 1976 vests in the
Comnis sioner of Inland Revenue a discre tion to disallo w a
deduct ion for contrib utions paid by a corrpany to a
superan nuation scheme for the benefi t of a
shareho lder-er rployee of the employ ing corrpany.
The Act provid es that the term "shareh older-e mploye e" in
42
.
.
year and t o any corrpany :
to any income
re 1 at1on
••. means any person who, at any time in that income
year, is an office r or employee of that corrpany and
who(i)

At any time in that income year holds 20 per cent
or more of the paid-up capita l, or of the nomina l
value of the allotte d shares , or of the voting
power in that corrpany; or

(ii)

At any tL~e in that income year has, by any means
whatso ever, contro l of the company; or

(iii) By reason of his shareh olding at the end of that
income year would be entitle d to 20 per cent or
more of the profit s of that corrpany for that income
year if those profit s were distrib uted by way of
dividen d at the end of that year;
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That Act then goes on to provide that:

43

Where direct ly or indire ctly a nominee of any person
holds any paid-up capita l, or any allotte d shares , or
any voting power in the company, or is entitle d to a
share of profits distrib uted by a company, that
paid-up capita l, or those allotte d shares , or that
voting power, or that title to profit , as the case
may be, shall be deemed to be held by that person ;
and for this purpos e the term "nominee" include s any
relativ e of that person and the trustee s of any trust
under which that person or any relativ e of that
person is a benefi ciary.
Thus, in genera l the expres sion "shareh older-e mploye e"
means a person who is an employee or office r of a company
and who holds twenty per cent or more of the capita l or
of the voting power in that company. Shares held direct ly
or indirec tly and also shares held by relativ es are
include d in decidin g whethe r or not the employee has
twenty per cent of the shares in a company.

It is the

positio n of the Inland Revenue Departm ent that no
deduct ion will be permit ted in respec t of contrib utions
for the benefi t of an employee deemed a
"shareh older-e mploye e".
Furthe r constr aints have been placed upon
"shareh older-e mploye es", section 2 of the Supera nnuatio n
Schemes Act, 1976, definin g the term "employee" as
meaning:
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any person who is engaged to work ••• under a
contra ct of service •.• with an employer ••• but does
not include any person who would be a
shareho lder-em ployee within the meaning of section
150 (1) (d) of the Income Tax Act 1976 if the
expres sion "20 per cent" was omitted from
sub-pa ragraph s (i) and (ii) of that provis ion and the
expres sion "50 per cent" was substit uted in each case.
The net effect of this provis ion, which was introdu ced
followi ng the 1982 Budget , is to preclud e princip al
shareh olders from being classif ied as "employees" in
terms of the Supera nnuatio n Schemes Act 1976, thereby
ensurin g that they cannot be members of an approve d
employee subsid ised superan nuation scheme.
Theref ore, the curren t situati on as to deduc tibility of
employer contrib utions to a subsid ised scheme can be
summarised as thus: a shareh older holding direct ly or
indire ctly fifty per cent or more of the capita l or
voting power of a company cannot be a member of that
compan y's scheme. If that shareh older holds twenty per
cent but less that fifty per cent of the capita l or
voting power, he can be a scheme member, but there can be
no deduc tibility in respec t of contrib utions made by the
company upon his behalf . Where a member holds less than
twenty per cent, he can be both a member, and the company
can claim a deduct ion in respec t of contrib utions made on
his behalf , of up to ten per cent of the wages bill of
the members of the scheme.

- 32 3.2.5

(ii) Deduct ibility of employee contribu tions
An approved superan nuation scheme is included within the
term "specifi ed fund" for the pur}X)ses of section 59 of
the Income Tax Act 1976, and a member's contribu tions to
such a scheme accordin gly qualify for a deductio n by way
of special exemptio n within the limits of that
44 Any member's contribu tion which is not
provisio n.
deducti ble under section 59 because the superan nuation
scheme is not approved is not otherwi se tax
45
deducti ble.
It is obvious from the foregoin g discuss ion, that for a
person to avail himself of tax sheltere d superan nuation,
the scheme to which he belongs must first gain the
approva l of the Government Actuary , in terms of the
Superan nuation Schemes Act 1976. However, we have seen
that only "employees" can be members of approved schemes.
Unfortu nately, it has long been settled law that a
partner cannot be both a partner and and an employee of
46
the partners hip at the same time. •
If he could be, he would be the employer of himself . Such
logic of course applies equally to the sole
practiti oner.

Stated simply, the provisio ns of the

Income Tax Act 1976 provide tax sheltere d superan nuation
only to those who are afforded , in this instance the
luxury of incorpo ration; furtherm ore, due to the
47
11
a minimum of
definiti on of an "employ ee-share holder ,
six equal shareho lders is required if all are to receive
the benefit of a superan nuation scheme.

- 33 3.2.6

Provisio nal taxpaye r status:
As

provisio nal tax payers, the position of partner s upon

the incorpo ration of their practice need not change.
Whilst no major advantag e is gained by maintain ing
provisio nal taxpaye r status, it does permit a taxpaye r a
little more flexibi lity in short term financi al planning
by reason of the ability to estimate the next year's
income tax liabilit y by referenc e to the prior year's tax
liabilit y, and to pay the final instalme nt of income tax
a year in arrears.
A provisio nal taxpaye r is defined by section 377 of the
Income Tax Act 1976 to be a person other than a taxpaye r
whose income consist s solely of source deductio n
payment s.

A "source deductio n payment" is defined by

section 6 (1) of the Income Tax Act 1976 to mean" ••• a
payment by way of salary or wages, an extra emolwnent, or
a withhold ing payment ".

Accordi ngly, as "salary or

wages" are defined in section 2 of the Act as includin g
periodic payment s in respect of employment, regular pay
or salary from employment is subjecte d to P.A.Y.E . and
excluded from provisio nal income.
Section 6 (2) of the Income Tax Act 1976 makes provisio n
for shareho lder employe es in private compani es to be
treated as provisio nal taxpaye rs in certain
circums tances. Whilst the Commissioner of Inland Revenue
has a discreti on in the applica tion of the provisio n, his
current rulings may be summarised as follows:
Taxation is to be deducted from:- Amounts paid to sharehol der-emp loyees as a regular
salary for pay periods of one month or less

- 34 Other paymen ts made to those
shareho lder-em ployees unless the Inland Revenue
Departm ent agrees to the other paymen ts being
treated as provis ional income .
Taxatio n is not deducte d from:Amounts paid to shareho lder-em ployees where no
regular salary is paid. These person s pay
provis ional tax on their total income from the
company.

Bearing the Commi ssioner 's attitud e in mind it becomes
relativ ely simple to avoid becoming a P.A.Y.E taxpay er by
ensurin g that "salari es" paid to shareho lder-em ployees
are treated as advanc es. Such advanc es would be minuted
at the comnencement of the financ ial year, whilst the
actual salary would be determ ined at the close of the
financ ial year. Until such time as salarie s had been
determ ined at the end of the financ ial year, a liabili ty
would be upon the shareho lder-em ployees to repay the
advanc es if so require d.
Upon this basis there is no reason why upon the
incorp ortion of a practic e that the "partn ers", now being
shareho lder-em ployees should loose their status as
provis ional taxpay ers and the advanta ges conseq uent upon
that status.

3.3

Ancilla ry Advant ages of Incorp oration

3.3.l

Contin uity - perpet ual succes sion
The Partne rship Act 1908, provid es as follow s:

48

Subjec t to any agreem ent between the partne rs, every
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partne rship is dissolv ed as regards all the partne rs by
the death or bankru ptcy of any partne r. //Altho ugh it is
now commonplace to provid e in partne rship agreem ents for
the continu ance of the partne rship by the surviv ors in
the event of a partne ts death, where no such provis ion
has been include d, the death of a partne r operat es as a
comple te dissolu tion of the firm, and necess itates a
49 Simila rly with the withdra wal,
winding up.
retirem ent or expuls ion of a partne r, the partne rship is
faced with a dissolu tion which of course has an impact
upon any contra cts entered into by the firm, in
particu lar any lease. By contra st a company has perpet ual
50 and 1n
t the
· t he ord'1nary course o f evens
·
succes sion,
death, bankru ptcy, withdra wal or retirem ent of a
shareh older would have no impact upon the contin uity of
that compan y's identit y.

No need for a winding up

arises, nor would the necess ity of re-exec uting leases
and contra cts occur.

Quite simply one shareh older

employer would have left the company, in all probab ility
to have been replace d by anothe r.
One could specul ate, that the perpet ual succes sion of an
incorpo rated legal practic e could lead to the acquis ition
of the advanta ges at presen t enjoyed only by trust
compan ies, in that the legal company could be appoin ted
as executo r and trustee of wills and settlem ents as
opposed to an individ ual solicit or.

This would

certain tly provide a means of circum venting the
extraor dinary results achieve d by the presen t system ,
whereby a decease d solici tor's admini strator may become
the executo r of many wills of client s he has never met.

- 36 le is evident however, that an incorpora ted legal
practice could not become a trustee company.

Section 2

of the now repealed Trustee Companies Act 1960, defined a
trustee company as:
••• a company that is authorise d by any Act of the
General Assembly to administe r the estates of
deceased persons and other trust estates.
According ly a trustee company was one created by the
passing of a specific enabling Act.
Section 2 of the Trustee Companies Act 1967 provides that
the expressio n "trustee company" means any of the five
trustee companies named in that section.

It should be

noted that those five companies are the only trustee
companies in New Zealand, and that the last was formed in
1934. 51

It is thus evident that there is no

legislati ve intent to create further trustee companies ;
there existing, as it were, a closed shop.
Addition ally, where a company has not the express
authority of an Act of Parliamen t, it is prohibite d by
section 63 of the Administ ration Act 1969 from receiving
either a grant of probate or letters of administr ation.

3.3.2 Administ ration
The recent on-off saga involving the internati onal
accountin g firms of Price Waterhouse and Deloitte Haskins
and Sells, and their proposed merger on a world wide
basis, although in the context of legal firms a very
exaggerat ed example, throws into focus the laborious
decision making process of large partnersh ips, and the
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time and money wasting process of involving every partner
in a decision, which would be more logically , from a
business sense, made by a small board of directors .
Had the two boards of directors been able to get together
and negotiate , as opposed to allowing every partner from
each firm, world-wid e, to vote on the issue, the merger
may have gone ahead.

Whilst a centralis ed management

cormnittee of a large partnersh ip may to some extent
achieve the same ends as a company's board of directors ,
the fact remains that the powers, duties and liabiliti es
of directors are statutory , and certain.
Although the number of partners in a law firm in this
country is, by virtue of section 456 of the Companies Act
1955, limited to fifty, it is highly likely that if
incorpora tion of law firms is allowed to proceed, then
the permitted number of partners in a law partnersh ip
will be reduced to twenty-fi ve.

Whilst this may sound

incongruo us in view of the recent number of mergers
within the professio n, the advent of firms with partners
and offices in three or more New Zealand cities and the
52
likelihoo d of national and even trans-Tasm an firms,
it simply means that section 456(1) of the Act dictates
that the professio n cannot have both the right to
incorpora te and the right to partnersh ips with more than
twenty-fi ve members.
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Section 456(1) of the Companies Act 1955 provides, inter
alia, that:
••• no company, associati on, or partnersh ip
consistin g of (a) More than fifty persons in the case of a company,
associati on, or partnersh ip formed for the
purpose of carrying on any professio n or calling
declared by the Governor- General by Order in
Council to be a professio n or calling that ~his
(

~

~

not/ carried on by a body corporate ; or
(b) More than twenty-fi ve persons in any other case .•.
In terms of section 456(1) (a) of the Act the law has been
declared a professio n not customar ily carried on by a
body corporate .

53

It is contended that where a professio n is given the
choice of whether to incorpora te or not, that professio n
cannot in terms of section 456(1) (a) of the Companies Act
1955 expect to remain designate d as" ••• a professio n or
calling that is not customar ily carried on by a body
corporate ; ••• ".

According ly, unless this provision can

be amended, the professio n must make a decision - large
partnersh ips only, or smaller partnersh ips and companies ?
Addition ally, the administr ation of a company where
sharehold ers transfer their shares upon retiremen t or
withdrawa l from the company would provide a welcome
alternati ve to the dissoluti on of a partnersh ip and the
formation of a new partnersh ip.
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As will be discussed in Part 6, it must be anticipated
that the New Zealand law Society in permitting the
incorporation of law firms will be adarnent in requiring
that only practitioners may be directors and shareholders
and therefore the question of the trustees or
beneficiaries of a deceased shareholder's estate
participating in the company should not arise.
Regardless, the company's Articles of Association should
restrict membership to qualified practitioners, and
compel the surviving members to purchase the interest of
Although every shareholder has a
54
this right
prirna facie right to transfer his shares,
a deceased shareholder.

may be severely restricted by the Articles.

As was noted

by Lord Cairns L.C. in Ashbury Railway Carriage Co. v.
. he 55 :
RlC
The memorandum is, as it were, the area beyond which
the action of the company cannot go; inside that area
the shareholders may make such regulations for their
own government as they think fit.

Whilst some restraint has been placed upon Articles that
. or repugnant,
d un f air
.
have been aJudge

56 · t ·
1 1s

sul:mitted that so long as a provision for the compulsory
purchase of shares is exercised bona fide for the benefit
of the company as a whole, and not merely the interests
57
of the majority, then such an article will be valid.
58 where the Articles of a private
In Rayfield v. Hands
company provided that" ••• every member who intends to
transfer shares shall inform the directors who will take
the shares between them •.• " it was held that directors
were bound by the equivalent of section 34(1) of the
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Companies Act 1955, to purchase the shares.

The court

limited the application of the decision to private
companies that bear a close analogy to partnership s.
Additionall y it has been held that a provision to the
effect that in the event of bankruptcy, a member should
sell his shares to a particular person at a particular
price is valid unless the price stipulated is
.
.
. 59 L'k
to thee ff ect that the
an Article
i ewise
un f air.
company could by resolution require a member to sell his
shares to the other members at a price fixed by the
60
resolution was held valid.
.Accordingly it is submitted that, as the Articles of
Association of a company constitute a contract between
61
and that as a general
each member and every other,
rule an Article will be upheld unless it is unfair or
repugnant,

62

there can be no reason why shareholder s

cannot be compelled to purchase another's shares, whether
he be deceased, retired or expelled from the company.
As an alternative to the compulsory purh~ase of shares by
the members, where the company in question was an
unlimited company with a share capital, the shares of a
deceased, retiring or expelled member could be
surrendered to, or redeemed by the company and
cancelled.

Although a redemption of shares constitutes a

reduction of capital, in the case of an unlimited company
this is possible without the consent of the court, and,
accordingly with relative ease, shares may be issued and
redeemed at will.
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Whilst this scheme is discussed at length in Part 5 of
this paper, the point for present purposes is that a
deceased, retiring or expelled member's shares could be
redeemed by the company without the necessity of the
remaining members having to dip into their own pockets to
purchase the shares.
Whether or not the shares in question are purchased by
the remaining shareholder s or redeemed by the company,
the purchase or, as the case may be, surrender will be
for value.

What value is to be ascribed to a share is a

question to be addressed by the members.

A formula could

be built into the Articles, or alternative ly reliance

could be placed upon a valuation whenever shares were to
be disposed of.

Due to the inability of most valuation

formulae to take account of all relevant factors whilst
at the same time catering for all, it is suggested that
incorporatin g practices would be most likely to leave
share valuation until the actual need arose.
The corporate structure would also facilitate the raising
of outside capital, in that a floating charge could be
created over the professiona l company's assets.

As

such

a charge may be secured by current and future assets, the
borrower is able to offer the lender greater security
than is generally available where only fixed assets are
available as security.
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3.3.3

Liability
A partner of a law firm is subjected to unlimited
personal liability in respect of his own professional
misconduct, and also claims against the partnership which
may not be connected with any personal wrong on his part.
Such claims against the partnership may be in respect of
either professional or non-professional liabilities.

In order to protect himself against such claims, it is
normal for the professional person to take professional
indemnity insurance. Although such cover is not yet
compulsory for New Zealand law practitioners, it is an
often discussed topic, and a compulsory scheme is likely
to be instituted in the near future.

The cost of professional indemnity cover for both
solicitors and accountants has increased dramatically in
recent years, to the extent that the accounting
profession faced a thirty per cent increase in premium
cost this current financial year, and the organising
brokers maintain that the underwriters did well to keep
63
Such costs
the cost increase below fifty per cent.
have now risen to the extent that a Wellington partner of
a national accounting practice recently advised the
author that his personal share of the firm's premium cost
was in the very high four figure region. Even then he
stated, the firm's level of cover was woefully inadequate.

The cost of professional indemnity cover has increased
dramatically, as the overseas claims experience suffered
by the underwriters, especially in relation to
accountants, has steadily deteriorated.

- 43 -

For example, a recent award of $145 million damages
against the former auditors of Cambridge Credit
64 and the rwnoured greater
Corporation in Australia,
than one million dollars out of Court settlement in New
Zealand by national accounting firm Touche Ross, in
favour of the receiver of the Securitiban k group of
companies.
Whilst claims of such marranoth proportions have not been
experienced by the legal profession in New Zealand nor
65
Australia, and it is unlikely that they will te , the
size of claims are increasing as are the costs of
cover

66

A partner's liability for the acts of his co-partner is
found in section 15 of the Partnership Act 1908, which
provides,
Every partner is liable jointly with his co-partners
and also severally for everything for which the firm
while he is a partner therein, becomes liable •••
Can

such a liability realistical ly be avoided by a

solicitor or an accountant incorporatin g a limited
liability company to conduct his practice?

It is

suggested that the answer must be "No".
It was noted in the Benson Report

67 that the advantages

of a solicitor carrying on his business in limited
liability form in order to limit his liability against
substantial monetary claims for negligence were more
apparent than real.
. .
noted : 68
Corrnn1ss1on

The Law Society (UK) evidence to the

- 44 ••• it would, no doubt, limit the liabilities of the
company in matters such as trading debts, but in
respect of the firm's professiona l liabilities to
clients (and perhaps others) it is likely that
solicitor-me mbers of the fi rm would continue to be
liable in full for their own negligence unless
express contractual exclusions or limitations were
effectively imposed.
Although a member of a corporate law practice would
remain personally liable for his own negligence, his
fellow members are not jointly and severally liable for
his acts or omissions.

Where an action is brought

against the company the members' liability is limited to
the extent of their capital, and in this regard tlM'.)
points should be made.

Firstly, that not many

professiona l people IM'.)Uld be willing to let their company
go under and forfeit their invest~ent; secondly that
overseas experience IM'.)Uld indicate that whenever a
profession has been permitted to adopt limited liability
status, the governing professiona l body has required the
professiona l corporation 's shareholder s to indemnify the
69
company without limitation upon their own liability •
Similarly, in the case of a partner's continued liability
after retirement or withdrawal from the partnership ,
whilst incorporatio n may limit that liability, the
practicalit ies of the situation IM'.)uld maintain his
liability.

- 45 Section 12 of the Partnership Act 1908, provides that:
Every partner in a firm is liable jointly with the
other partners for all debts and obligations of the
firm incurred while he is a partner;

and after his

death his estate is also severally liable in a due
course of administrat ion for such debts and
obligations as far as they remain unsatisfied , but
subject to the prior payment of his separate debts.
Such continued liability following the cessation of
membership of a partnership is in direct contrast to the
position of an ex-sharehol der of a company, whether
limited or unlimited. Pursuant to section 211 of the
Companies Act 1955, a member ceases to be liable in a
winding up, one year after terminating his membership of
that company.

Accordingly , in an incorporate d law

practice an ex-member would not be liable for the debts
and obligations of that company, incurred whilst he was a
member.
However, this advantage of incorporatio n is likely to be
nullifed by a retiring member being called upon to
indemnify the company in respect of debts and obligations
incurred whilst he was a member.

3.4

Conclusion
It is obvious from the foregoing discussion that the
principal advantages of incorporatin g a law practice are
taxation orientated.

Tax-shelter ed, employer-su bsidised

superannuat ion is available to the company member, as is
a lump sum, substantial ly tax free retiring allowance.

- 46 -

Assuming that the present Government's intention to
equalise the top marginal rate of personal income tax and
the company rate proceeds as planned, the corporate form
will no longer offer an advantage in accumulating
capital.

Likewise given the present attitude of the

Comnissioner of Inland Revenue, together with the
anticipated requirements of the New Zealand Law Society
that only practitioners be company members, the
opportunity for income splitting or assignment of income
will not arise.

It is suggested that any other advantages of
incorporation such as perpetual succession and ease of
administration are incidental to the main tax related
purposes, and that an avoidance of liability via the
medium of the limited liability company is purely
illusory.
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Part 4 PARTIAL INOJRroRATION - THE SUPERANNUATION SERVICE O)MPAL"\JY

4.1

Introduction
Partial incorporation in order to obtain the advantages
of superannuation is not a novel concept for the legal
and accounting professions in New Zealand.

The concept of the Administration Company (or, as it has
become known in this country, the Superannuation Service
Company) evolved in Australia around about 1977, and was
designed to take advantage of section 23 F of the Income
70 by providing a tax shelter for
Tax Assessment Act,
principals of firms whilst at the same time creating
retirement funds.
The function of the company is to provide management and
administration services to the firm concerned, and to run
the non-professional, non chargable activities of the
practice. It would normally be employed to maintain the
office, the library, machinary and allocation of incoming
work to the partnership staff. Overall, it is engaged by
the practice as supervisor of non-professional activities
and the staff performing such work.

In carrying out its functions, the service company
employs the principals of the firm, pursuant to contracts
of service or employment with each, and charges the
practice for the services rendered by them in terms of a
service contract entered into between the firm and the
company.
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In addition to paying the partners a salary for the time
spent performing service company duties, it also
contributes to an employer subsidised superannuation
scheme to the maximum possible extent - generally
ten per cent of salary; 71 pays the scheme
73
72
group life insurance cover ;
administration costs;
74 All the costs of
and Accident Compensation levies.
the company are charged to the partnership, and claimed
as "costs incurred in the production of assessable
income", pursuant to section 104 of the Income Act 1976
by the partnership.

As noted in Part 5, for this concept to work for all
members of the company, it is necessary to have a minimum
5
of six shareholders 7 • Whilst this has posed no problem
in firms with six or more partners, it has created a
problem in respect of sole practitioners and smaller
firms and has resulted in the development of the
multi-practice service company, in which several sole
practitioners and or "small" firms have banded together
under the umbrella of one service company. This device,
designed to circumvent the provision of section 150 of
the Income Tax Act, 1976, as to the definition of an
"employee-shareholder", has met with its own particular
opposition which will be discussed in paragraph ••..

4.2

The Service Company in Operation

As noted, the primary objective in incorporating a
service company is to provide a vehicle which will employ
practitioners, thereby dee.'Tling them "employees" albeit
part time employees, but nevertheless giving them the
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status necessary to gain some measure of tax sheltered
superannuation.

"As

company superannuation contributions to an employee

subsidised superannuation scheme and the tax
deductibility in respect thereof are geared to the
employees' salaries, it is first necessary to determine
the salary each partner will receive from the service
company in his capacity as a part time employee. This is
determined by establishing the time each partner spends,
upon a per annum basis, engaged in those activities
henceforth to be deemed service company activities - that
is, administrative, non-professional activities.

"As

this

may vary considerably from partner to partner within one
firm, especially where one acts as practice manager, or
administrative partner, the administrative time is
averaged across all of the partners to give a global
figure.

This practice is accepted by the Commissioner of

Inland Revenue.

The author's experience is that in legal

and accounting practices partners spend an average of
between 28 per cent and 33 per cent of their time on
administrative tasks. Once the time component is
established, it is then expressed in dollar terms by
reference to each partner 's prior year's assessable
income. That is to say if a partner earned assessable
income of $60,000 in the prior year, and it was
established that 33 1/3 per cent of his time was spent
upon administrative activities, then his service company
salary would be $20,000.

- 50 It is of course necessary to obtain the consent of the
Cormnissioner of Inland Revenue to the proposed salary
level of each partner, and in so doing to justify the
time component claimed. It has become the accepted
practice to submit to the Cormnissioner a surmnary of the
firm's time recording results for the prior year's
activities.

However over the last few months a pattern

has emerged in respect of various professional groups, so
this is becoming less important.

Nevertheless, the

Cormnissioner still requires supporting evidence in each
case.
Once service company salary levels have been determined,
and the service company has been incorporated, each
partner enters into a contract of service with the
service company to the intent that as an employee of that
company he will perform the stipulated administrative
tasks of the practice. Additionally a contract for the
supply of and completion of the firm's administrative
requirements is executed between the firm and the service
company.
From a monetary point of view, the net result of this
convoluted structure is that instead of a partner
receiving from the practice, assessable income of
76
$60,000; paying $28,539 of income tax , and thereby
netting a disposable income of $31,461, he would receive
a disposable income of $30,663, pay $1,549 less tax and
have accumulated $2,000 in his superannuation
.
accoun t77 •
accumulation

- 51 ( i)

Partner of firm
Gross

Tax

Net Income

Superannuation

$60,000

$28,539

$31,461

Nil

(ii) Service company employee and partner of firm
Gross

Tax

Net Income

Superannuation

$60,000

$26,990

$30,663

$2,000

This means that by a partner becoming a service company
employee he receives $798 less in disposable income, but
pays $1,549 less tax and accumulates $2,000 in his
superannuation fund.

As

already noted, this is achieved by having the service

company charge the firm the salaries paid to the
partners; the superannuation contributions;
superannuation fund expenses; the service company
expenses; group life insurance premiums and Accident
Compensation levies - all of which are tax deductible
expenses.

78

PRAC-rICE

Normal income
less
salary and
all expenses

Salary
plus - Superannuation Contributions and
Expenses
Service Company Expenses
Group Life Premiums
- Accident Compensation
Commission Levy

SERVICE
CD.'1PANY

ACCIDENT
1------)CXMPENSATION

CDMMISSION
LEVY

Superannuation, expenses

.i

PARTNER

SUPERANNUATION]

&

premiums
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It should be noted that the Commissioner of Inland
Revenue exercises his discretion pursuant to section 6(2)
of the Income Tax Act 1976, thereby relieving the
partners of the necessity of paying P.A.Y.E. on their
service company salaries, they being deemed provisional
tax payers.

4.3

Development of the Service Company
By early 1977 there had evolved in Australia three means
of structuring accountancy practices in the majority of
the states:
i)

full incorporation as an unlimited liability
company, excepting the audit and liquidation
functions, - known as the Practice Company;

ii)

partial incorporation relating only to
administrative and non-professional activities in
limited liability form - known as the Administration
Company;

79

and

iii) partnership, involving no form of incorporation.

The unlbnited liability Practice Company incorporated all
the functions of the practice other than audit and
liquidation, (these being statute banned from
incorporation) and charged an appropriate fee to the
practice for work performed. In line with guidelines laid
down by the Federal Commissioner of Taxation all
shareholders of the company were of necessity employees
of the company however it was not necessary for them to
have been partners of the firm. A majority of the
directors however had to be principals.
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For reasons unknown, it is understood that few
Accountancy fi rms availed themselves of the right to form
Practice Companies, notwithstanding that salary levels
would in most cases have been higher than in the case of
Administration Companies and therefore a greater tax
shelter and higher superannuation benefits would have
been available.
By contrast, the legal fraternity in Australia was not
offered by the Australian Law Society the opportunity of
full incorporation via the medium of the Practice Company
at all. They were limited to the Administration Company.

By Memoranda dated 9th March and 8th August 1978, the New
South Wales Law Society established the conditions and
requirements for the formation of Administration
Companies by its members, and the conditions laid down
strongly i ndicate that they were fonnulated af ter
consultation with t he Income Tax Department. Arrongst
other things, the companies were not to be used as income
splitting devices, and to that end only principals could
hold shares. Additionally, it was required that all
principals hold shares, the proportion of each partner's
shareholding being broadly proportional to his respective
partnership interest.
In 1980 the Taxation Corrunittee of the New Zealand Society
of Accountants began a concentrated campaign of lobbying
both Parliament and the Corrunissioner of Inland Revenue
for approval to adopt the Administration Company concept

- 54 -

- known here as the Service Company - in New Zealand .
The New Zealand Society of Accoun tants develop ed a rigid
set of guidel ines for its members and subseq uently won
offici al approv al in Cx::tober 1981. On the 28th Februa ry
1982 the New Zealand Societ y of Accoun tants publish ed its
guidel ines, and shortly therea fter notifie d its
membership of the inclusi on of a new clause inserte d in
80
its code of ethics ernl::x)dying its earlie r guidel ines.
A mandatory form of Article s of Associ ation, Memorandum
of Associ ation and Contra ct of Service between the firm
and the Service Company was require d. The consen t of the
New Zealand Society of Accoun tants was require d to the
compan y's format ion; its name and members hip; its style
of letterh ead; the propose d employee remune ration; the
basis of fee setting ; time spent on company work; and
approv al of the superan nuation scheme from the Government
Actuar y. It was a specifi c require ment that only Society
members in public practic e could be directo rs and/ or
shareh olders, and that the fees charged to the f irm would
be no greate r than its operati ng expens es - taking into
accoun t, salarie s, scheme admini stratio n costs, group
life insuran ce cover, company admini stratio n expens es and
.Accident Compen sation Levies. In effect the company was
to be a ze ro profit company incapab le of acting as an
income splitti ng device . Its sole purpos e was to be the
provis ion of superan nuation and associa ted benefi ts.
Natura lly, once the accoun tants had obtaine d approv al
from the Inland Revenue and the blessin g of their Society
to proceed with the Service Company concep t, the legal
fratern ity began to show an intere st in followi ng suit.

- 55 The attitude of the New Zealand Law Society was
considerably more relaxed than that of their accounting
bretheren, advising interested firms and fund managers
that it was of no concern to the Society what domestic
superannuation planning a firm undertook, so long as any
scheme undertaken complied with the Society's Code of
Ethics and was accepted by the Inland Revenue Department.
They stated that the formation of a superannuation
company as such was not prohibited by the Code of
Ethics. 81 This stance was formalised by an article
headed "Super service Companies not prohibited

1182

in

September 1984 in which the Society reiterated that the
Code of Ethics did not prohibit the formation of such
companies, and that a letter advising as such had been
forwarded to the Inland Revenue Department.

4.4

The Stance of the Commissioner
The Commissioner of Inland Revenue has advised
83
professional bodies that he:
Accepts in principle the argument that service
companies, formed to carry out the administrative
activities of a professional partnership's business,
should be able to claim a taxation deduction under
section 150 of the Income A.et 1976 in respect of
superannuation payments made on behalf of the ir
princ i pals .
Furthermore, the Department of Inland Revenue would
expect to find that the gross income of the service
company would be no greater than necessary to meet the
administrative costs and salaries, and the superannuation
contributions.
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The Corrrrnissioner has also advised that in each case where
a firm wishes to establish a service company the
following should be submitted;
i)

Copies of the memorandum and articles.

ii)

A copy of the contract between the firm and the
service company.

iii) A statement from the firm giving such information as
is necessary to permit a full understanding of what
services will be provided by the company and what
basis is used to set the fees for these services.
iv)

Details of the principals and employees in the firm
who will be employed by the company in providing the
services and the time they will spend on the
company's work.

v)

Details of the way in which the remuneration of
these people is set and the relationship between
their income from the company and the firm.

vi)

Details of the approval of the superannuation scheme
by the Government Actuary, and of the contributions
to the scheme.

The questions raised in the items i-iv, are
apparently:

84

••• intended to elicit information that will show
that remuneration of the professional partners who
are also employees of the company is realistic in
relation to their service to the company in
providing the skills required to enable the company
to carry out its administrative responsibilities for
the partnership.
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The Department needs to be satisfied that there is
not a tax avoiding income splitting arrangement, and
that the only tax advantage being gained is the
deduction of the appropriate superannuation
contributions; also that the remuneration and
superannuation contributions are realistic in
relation to the overall activities and income of the
professional partners.

Provided the Corrunissioner is satisfied with the material
submitted to him, his consent to the deduction of the
85
. ed
.
·
and al 1 associat
contr1'butions
superannuation
expenses 86 will be granted. Additionally, upon
application being made, he will generally consent to the
service company salaries not being subjected to
P.A.Y.E ••

4.5

87

The Problem of the Multi-Practice Company
As

stated in paragraph ••• the taxation consequence of the
..__/

Government Actuary's classification of any superannuation
scheme is of vital importance. Where he refuses to accept
and classify a scheme or gives it an adverse
classification, there can be no deductibility in respect
88
.
of employer contr1'butions.

As

a natural progression from the concept of forming a

Service Company for a partnership, it had become corrunon
practice for the insurance companies and superannuation
89
fund managers to form on behalf of smaller firms,
what have become known as Multi Practice Service
90
Companies. As the Income Tax Act 1976 denies
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deductibility in respect of employer contributions where
an employee holds twenty per cent or more of the shares
in the company, it had been seen as expedient to band
several practices together, each with less than six
partners, to avoid this provision. The basic rationale
behind this move was of course to form a Service Company
catering to a number of small practitioners, and thus
give them, as a group, an umbrella company for
superannuation purposes. Whilst the Corrrrnissioner of
Inland Revenue accepted the multi-practice service
company without hestiation, the Government Actuary, Mr
Kelvin Prisk, did not. In fact he extended his discomfort
with the multi-practice concept to the single practice
service company and consequently decided to deny approval
to any Superannuation Scheme submitted for classification
and approval in respect of a service company. To that end
he wrote to the New Zealand Law Society in late, 1984,
stating as follows:
As

91

you are aware I have been uncomfortable about the

concept of service companies for the provision of
superannuation benefits for various professional
groups.
While I have sympathy with the aims of the
arrangements, it is my duty to administer the
Superannuation Schemes Act as it exists.

The Superannuation Schemes Act 1976 defines employee
as "any person who is engaged to work or works under
a contract of service or apprenticeship with an
employer, whether by way of manual labour, clerical

- 59 or professional work, or otherwise but does not
include any person who would be a shareholder
employee within the meaning of section 150(1) (d) of
the Income Tax Act 1976 if the expression '20 per
cent' was omitted from subparagraph (i) and (ii) of
that provision and the expression '50 per cent' was
substituted in each case."

My understanding of the law is that a contract of
service can not exist between a partner and the
partnership and accordingly, the partners of a
partnership cannot participate in an employee
superannuation scheme.

It is suggested that since the partners have a
contract of service with the service company (for
part of their activities), then they are employees of
the service company and therefore qualify for
superannuation and other benefits that are made
available to employees.
It is my conclusion that the 'contract of service'
between the partner and the service company is merely
a reiteration of the 'contract of services' that
exists between the service company and the
partnership and accordingly, the partner is not an
errployee within the meaning of the Superannuation
Schemes Act.
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Where a trust deed expressly provides that a partner
shall be eligible to join a superannuation scheme, I
will not grant approval to that scheme as either an
employee pension superannuation scheme or an employee
lump sum superannuation scheme as the case may be. In
circumstances where the definition of eligible
employees is vague, I will have little option but to
grant approval but in these circumstances the onus is
on the trustees not to admit partners since they are
not employees.

It is my intention to bring this matter to the
attention of the Government with a view to
reassessing the position of persons not eligible for
membership of employee superannuation schemes.

The essence of the Goverrunent Actuary's argument was that
a partner could not be a part time employee of the
service company, and therefore could not be an "employee"
within the meaning of the Superannuation Schemes Act 1976.

The term "employee" is defined in section 2 of the
Superannuation Schemes Act 1976 as meaning,
••• any person who is engaged to work or works under
a contract of service or apprenticeship with an
employer, whether by way of manual labour, clerical
or professional work, or otherwise •••

It is submitted that the terms of this definition are
orirna facie satisfied where a member of a professional
J.;

partnership enters into a contract of service in respect
of the activities to be performed pursuant to that
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contract, particularly as the terms of the definition
extend to part time employment, and given further that
the contract of service between each partner and the
superannuation service company would be a real and not a
sham contract, imposing genuine rights and obligations on
the parties to it.
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There appears to be no reason, either in partnership law
or otherwise for casting doubts upon the validity of such
a proposition.
In terms of the law of partnership there appears to be no
legal authority which assists in resolving whether a
partner may also be a part time employee of a company
established by, or otherwise related to, the partnership
of which he is a member.

It is submitted that the

explanation for that apparent absence of authority is
not, however, that there is any legal impediment to a
partner entering into such a contract, but rather that
his ability to do so is so self evident as not to have
ever given rise to litigation. What the authorities, and
current practice do establish is that a partner is
entitled to enter into a contract of service with a
company or other employer unrelated to the partnerships .
Naturally the appropriate consents to that errQloyment
93
ana
must first be obtained from the other partners ,
in carrying out his employment obligations the partner is
subject to a variety of constraints to ensure that no
conflict arises between his duty to his partners and the
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perfonnance of his contract of service. But it is
suggested that there is no real doubt at all that as a
general proposition a partner is not disqualified from
occupying the position of both partner and employee of an
unrelated company. Given this, it 'M'.:>uld be a remarkable
proposition to suggest that while a partner is able to
enter into a contract of service with an unrelated
company, he may not do so with a company formed by or
associated with the partnership of which he is a member.
Such a proposition would deny the doctrine of the
corporate personality.

Accordingly, one must conclude

that partnership law imposes no obstacle to a partner
occupying the dual status of both principal and employee,
so long as both a partnership and a company are in
existence.
It was also argued by the Goverrunent Actuary that the
contract of service between the partner and the service
company was merely a reiteration of the contract for
services that existed between the service company and the
partnership, and accordingly the partner could not be an
"employee" within the meaning of the Superannuation
Schemes Act 1976.
It is a little difficult to grasp the precise meaning
intended by the Goverrunent Actuary in this contention.
If no more was intended than the observation that the
service company could only perform its contract with the
partnership by entering into a series of specific
contracts with its own employees, each of whom 'M'.:>uld
discharge a part of its overall contractual burden, then
he was obviously correct.
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It is assumed however that his contention was intended to
go further than this, to suggest that both the role and
the contractual obligations of the service company could
on some basis be ignored and accordingly the two distinct
contracts would in legal comtemplation be entered into
between the partnership and the individual partners and
thus be inval i d .

In effect, the Government Actuary's contention was that
the whole arrangement was a sham, which, given the facts
was an argument that could not be sustained.

The service company was incorporated in accordance with
the provisions of the Companies Act 1955; both the
contract for services and the contracts of service were
executed in accordance with all formal contractual
pre-requisites; and those contracts were valid and
effective contracts irn._oosing genuine rights and
obligations.

Accordingly, such an arrangement could not

be considered a sham.

94

In February of 1985, the Goverrunent Actuary announced
that he had modified his stance, stating that as his
earlier position had been arguable he had turned his
attention to other issues, " ••• that the Courts have
considered in examining the relationship of
employment". 95

In so doing he said he would accept the

superannuation service company which provided services
for only one firm i.e., the "in-house" service company,
but that he would not accept those service companies that
had been established to service several practices - the
multi-practice service companies.
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The essence of the Government Actuary's argt.nnent was that
in the multi-practice situation the test of whether an
employment relationship existed was whether the person
said to be an employee was" ••• an integral part of the
.,96 o f t he company.
.
b us1ness...

Whilst he would accept

this test as being satisfied in the in-house service
company situation, he would not in the case of a
multi-practice service company.

It is suggested that t he Gove rnment Actuary's contention
is not compelling, especially when one considers his
obviously vague distinction between the multi-practice
and in-house service companies; that he could consider
his "integral" test having being satisfied in the case of
the latter, but not in the former.

His criterion does

not provide a satisfactory basis for di stinguishing
between the two, as it does not follow that the test is
satisfied simply by virtue if t he sole-practice bas is of
the company any more t han it f ollows t hat i t is not
satisfied in a multi-practice case simply because of t hat
multi-practice feature.

It is a purely arbitrary

distinction to draw.
The "integral" criterion is only one of the tests
relevant to the issue of whether an employment
relationship exists and recent authorit ies have stressed
that it is the intention of the parties, as rnanifest in
the written or other agreements between then , which is
. l • 97
cruc1a

In recent Privy Council decisions it has

been established that the terms of any written contract,
particularly in so far as they relate specifically to the
issue of the status of the "employee", is the single most
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Beyond doubt contracts of employment will be entered into
between the superannuation service company and each of
the members, and beyond doubt these contracts will be
expressed in "employee" terms.

It is equally beyond

doubt that the contracts of service are intended to
create the binding legal rights and obligations which
they give the appearance of creating and therefore cannot
be considered a sham.
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The question as to whether a member of a multi-practice
service company is an "employee" for the purpose of the
Superannuation Schemes Act 1976 is now the subject of
litigation, the A.M.P. Society on behalf of such a
multi-practice company challenging the Government
Actuary's decision in the High Court.

It is understood

that a fixture date for bringing on the action is
irrnninent.

4.6

Conclusion
Members of firms with six or more partners may currently
be members of employer subsidised superannuation schemes
via the medium of the service company, and accordingly
gain some element of the tax shelter available to those
employed in the corporate environment.

By contrast, due

to an arbitrary decision of the Government Actuary, those
practising on their own account or in smaller firms
cannot; an anomaly due for resolution in the near
future.

Regardless of whether this pending litigation is

successful in favour of the small practitioner or not,
the fact remains that the service company concept is a
clumsy device which is expensive and time consuming to
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create, and only permits aproxbnately one-third of the
practitioner's assessable income to be taken into account
for superannuation contribution purposes.

Thus even the

service company concept does not place the professional
on the same footing as his corporate brethren in the
public section.

In terms of superannuation the anomaly

still remains, to be cured either by repealing the
requirement that an employer subsidised superannuation
scheme member be an "employee" or by permitting all
professionals to fully incorporate.
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Part 5 THE UNLIMITED (X)vlpANY

5.1

Introduction

It is suggested that the unlimited liability company is
the fonn of incorporation that is most likely to be
adopted by the legal profession as being appropriate to
its needs.

The limited company offers a member what was suggested in
paragra~ph 3.3.3. as being an illusory limit to his
liability - one which due to personally guaranteed
indebtedness and personal liability for professional
negligence would largely defeat the purpose of
incorporating with limited liability.

The only possibly

advantage could be that in the event of the company being
sued, the member could only be liable in a winding up to
the extent of his capital.

This however does not

recognise the fact that few professional people .-.Duld be
prepared to stand by and pennit their investment to be
lost, nor does it recognise the probability of members
being required to hold compulsory professional indemnity
cover and/or give blanket personal guarantees.

Accordingly it is suggested that the limited company has
no advantage over the unlimited company and in fact the
fonner is at quite a disadvantage to the latter in
administrative tenns.
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is briefly discussed in paragraph 3.3.2 and in more

depth in this chapter an unlimited company may reduce or
increase its capital without the necessity of a court
order.

Additionally, given this capability of altering

its capital, it may create or surrender and cancel shares
with comparative ease, thus accorrodating with ease the
addition or deletion of members.

By contrast, a reduction of capital of a limited company
requires a court order, and accordingly the coming and
going of members could only be achieved by sale of shares.

5.2

The Unlimited Corrpany's Structure

Section 13 of the Companies Act 1955, provides
(1) Any seven or more persons associated for any
lawful purpose may ••• form an incorporated
company, with or without limited liability.
( 2) Such a company may be •••
••• (c) A company not having any limit on the
liability of its members (in this Act termed "an
unlimited company".)

Unlimited liability however is not restricted to public
companies, section 20 of the Companies Amendment Act (No.
2) 1983 amended section 353(1) of the principal Act so as
to read;

- 69 Notwithstanding anything in this Act, it shall be
lawful for any nwnber of persons not exceeding 25
associated for any lawful purpose ••. to form a
private company having its capital divided into
shares, and having the liability of its members
unlimited.

It is worthy of note that a private unlimited liability
company is required to have ••• "its capital divided into
shares ••• " and further pursuant to section 356(2) that
share capital must be subscribed for.

A public unlimited company formed pursuant to section 13
of the Act may be incorporated either with or without a
share capital, however, where it does have shares, as it
is not bound by section 356(2) that share capital may be
partly unsubscribed.
Where the company does have a share capital, it must be
stated in the Articles,
Memorandum. 100

99 rather than in the

If it has not, then the nwnber of

· h wh'ic h i·t proposes t o be f ormed mus t be
membe rs lOl wit
.
stated instead, 102 and any subsequent increases
notified to the Registrar within 15 days, and recorded by
. 103
h im.

The requirement that there must be stated in the
Memorandum, the name of the company followed by the
exoression "limited", does not apply to an unlimited
JC

company.

104
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The form of the Mernorandwn and the Articles of an
unlimited liability company having a share capital is to
be in accordance with," ••• or as near thereto as

. to those set out in Table
t ances ••• ,.105 permit
.
c1rcwns
106
The prescribed
E of the Third Schedule to the Act.

forrn of Mernorandwn is similar to that set out in Table B
of that schedule for an ordinary limited liability
company, except that the statements that the liability of
the members is limited, and that the share capital is a
certain amount, are omitted. The incidential and
ancillary objects and powers set out in the Second
Schedule, to the extent that they are not modified or
excluded expressly, are applicable, subject of course to
the exceptions contained in section 16(1).

The rrooel Articles set out in Table E of the Third
Schedule to the Act does include a statement of share
capital, and also a statement of the number of members
with which the company proposes to be registered, with
power in the directors to register an increase from time
to time. 107 With the exception of Articles 40 to 47,
which deal with the conversion of shares into stock, and
with an alteration of capital, Table A is deemed to be
incorporated.
'I'he Articles also empower the company to reduce its share
capital in anyway, by special resolution. It has long
been accepted that as such power is contained in an
unlimited company's Articles, the consent of the Court,
as is otherwise required by section 75 is
unnecessary.

108
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Whilst the registration of the Articles of Association is
optional in the case of a company limited by shares, it
is compulsory for an unlimited company. The Articles must
be registered with the Memorandum and according to

section 20
memorandum

5.2.1

11

•

•

•

signed by the subscribers of the

... .
II

Liability of members:
Although any shareholder is said to be liable to the full
extent of his assets , t he nature of his liability differs
from that of a member of a partnership. As a partner, he
would be liable direct to the creditors of the
· 109
par t ners h1p.

On

d as a member o f an
t he other han,

unlimited company still in business, his only liability
is to the company .

He must pay calls to the full nominal

a.rrount 110 of any shares he has in it, but he is not
l i able t o creditors in respect of the debts of the
company. The only way in which his liability can arise is
by demand of the liquidator after the company has been
ordered to be wound up.

A

111

contributory may set off against calls made before

winding up, debts due by the company to him othe rwise
.
as a merobe r, 112 however, a se t o ff
than in his capacity

against calls made subsequent to the winding up is not
. ed •113
perm1tt
Calls must be made on members for the capital unpaid
on their shares (if any) in the first place, and if
this yields insufficient to discharge the company's
liabilities further calls must be made in proportion
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t o t he nominal value of each contributory's shares,
of i E the company has no share capital , equally upon
all the contributories 114
If in such a case, the existing members are unable to
115 any person who had
meet the debts of the company,
116 is liable to
been a member within the previous year

contribute, except to the extent that the debts in
question were contracted after he ceased to be a
mernbe r.

5.2.2

117

Reduction of share capital

"As

has been noted, the share capital, if any of an

unlimited company, may be reduced without resort to the
courts. This is possible, as, if there is a share
capital, it is required to be stated in the
Articles. 118 Unlike the Memorandlll~,

119

a company's

Articles can be amended by a special resolution - in the
case of a private unlimited company, by entry in the
· the case o f a pu bl'1c un1·im1' ted
minute book, 1 2 0 and 1n

company by a special resolution passed at a general
meeting convened pursuant to section 145. Moreover, the
provision requiring sanction of the Court to any
· ed to
· express t erms, con f 1n
·
121 1s,
.
1n
r educt1on,

companies limited by shares or by guarantee and having a
share capitai. 122 Notice of any special resolution must
.

.

be given to the Registrar w1th1n

f 'f

d

1 teen ays.

123
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Thus, in this respect, the unlimited corp::>rate form
confers the freedom of a part nership on the professional
pract i ce t hat requires the corporat e i dentity, and the
associated taxation and fiscal advantages .

5.2.3

Purchase by company of its own shares:

It is submitted that the logic behind an unlimited
company's ability to reduce its share capital can be
extended a stage further.

The principle that a company may not purchase its own
shares was established by the House of Lo rds in
Trevor v. Whitworth, 124 Lord MacNaghten considering
that to allow such purchases would , inter alia, be
inconsistent with the conditions upon which "Parliament
125
It
had granted the privilege of limited liability
11

•

was recognised that there are clear dangers in allowing a
company to buy its own shares as in doing so it parts
with consideration without having received a tangible
benefit in return.

The dominant policy behind the rule

is thus one of creditor protection, since the objective
is to prevent the dissipation of the fund to which a
i

companys creditors look for payment.
. f orce d and
. rein
h126 1s
·
The rule in Trevor v. Wh1twort

expanded by section 62 of the Companies Act 1955 which
provides:
••• it shall not be lawful for a company to give,
whether directly or indirectly, and whether by means
of a loan, guarantee, the provision of security, or
otherwise, any financial assistance for the purpose
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of or in connection with a purchase or subscription
made or to be made by any person of or for any
shares in the company •••
127
It is a natural extension of the Trevor v. Whitworth

rule as to the unauthorised disbursement of a company's
assets that a company should be prohibited from assisting
financially any other person to acquire its shares.

In

such a case, the company parts outright with the
consideration for the purchase, thereby reducing its
capital, to the prejudice of the interests of its own
minority shareholders and its creditors. However, whilst
such a reduction of capital is unlawful for a company
limited by shares, such is not the case for an unlimited
128
company. As was noted by Vaughan Williams J,
there is nothing in the words or in the spirit
of the Acts of Parliament which prevents an
unlimited company being associated on the terms that
members may withdraw in the mode which it is
provided by the particular memorandum of association
or articles.

It seems to me that if one limits the

1natter in that way,

the creditors would have

nothing to complain of.
In citing the decision of Vaughan William J. as authority
for the proposition that an unlimited company may acquire
any of its own shares if authorised to do so by its
the reason f or the
.
articles, Pennington129 exp1 ains
relaxation of the normal prohibition on a company
130
acquiring its own shares in the following terms:
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the members of an unlimited company are liable
to satisfy its debts without limit, so that a
reduction in the company's unpaid capital or a
diminution of its assets resulting from the
acquisition of the shares merely operates to
increase the personal liability of its members.

Similar sentiments are echoed in Halsbury,

131

it

providing:
An

unlimited company which has power to do so under

its articles may accept a surrender of shares on the
terms of the member receiving back the amount paid
up on them.

A

purchase of shares by an unlimited company, must, it is

submitted, be treated as any other reduction in capital
and the appropriate special resolution passed. In the

.

case of private unlimited company by entry in the minute
book, 132 and in the case of a public unlimited company
133
.
. passed at a genera 1 meeting.
by special resolution

5.2.4

Public or Private - the exempt private unlimited company:

Prior to the formation of an unlimited liability company,
a legal partnership is going to be faced with several
important questions regarding the structure of the
proposed company;
1.

a private, or a public company?

2.

a share capital, or no share capital?

3.

how to transfer interests upon joining or leaving
the company?
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A private company, and, in particular, an exempt private
company does have distinct advantages over being
classified as a public company.

A private company is defined to mean one that has a
. .
o f two members 134 and a maximum of
minimum

.
135 wh'l
.
an exempt private
i st, predictably
t wen t y- f ive,
company, is one that is not included within the meaning
'
o f t he expression,

II

II 136
•
company.
non-exemp t private

That expression is defined to include any private company
that is indebted to any person in respect of any loan to
which the Securities Act 1978 applies;

is a subsidiary

of a company incorporated outside of New Zealand, or, is
one in which twenty-five per cent or more of the voting
power is held offshore.

137

It is difficult to imagine an incorporated law firm
having an offshore shareholding or being a subsidiary of
an offshore company, and also to imagine such a company
becoming indebted in respect of a loan or deposit to
which the Securities Act 1978 applies.

An

exempt private company has the advantage of not having

to file with the Registrar of Companies a copy of the
company's balance sheet, report of the auditors and of
the company's directors as required of other companies by
section 133 of the Act138 •

Likewise it is unnecessary

to appoint an auditor as is otherwise required by section
ed 139
.
.
163, where an appropriate resolution is pass •
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These provisions in effect mean that the finanifal
affairs and status of the "firm" or corporate practice
are not filed at the Companies Office, and therefore,
remain private. By comparison, a non-exempt private
company that has issued a prospectus in respect of debt
140
is required to appoint
or participatory securities
an auditor to make the report necessary under the
141
. .
In addition, a non-exempt private
Secur1t1es Act.
company along with public companies must file with the
Registrar those items required by section 133 of the
Companies Act 1955 - namely, the balance sheet, auditors'
report and directors' report. Whilst financial
confidentiality is not prerequisite to the success of an
incorporated legal practice, one anticipates that
practitioners will endeavour to structure their affairs
in order to qualify as exempt private companies whenever
possible.
From an administrative point of view, the second
principal advantage of the private company is that
provided by section 362 of the Companies Act 1955 - that
resolutions may be passed without the need for a formal
meeting.

This provision permits any resolution to be

passed by means of entry in the company's minute book,
signed by at least three quarters of the members entitled
to vote on that resolution, and in so doing makes
administration considerably easier by doing away with the
necessity of formal notice of a meeting and then actually
holding the meeting. Section 145 of the Act requires that
for an extraordinary or special resolution to be passed
by a public company, a majority of three qua rters is
required.
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In such a case as that of a shareholder in an unlimited
company selling his shares back to the company upon
retirement, if the company were public ) a meeting would
have to be convened pursuant to section 145, and a
resolution authorising the appropriate reduction of
capital passed by a three fourths majority. It would be
physically considerably easier to pass the appropriate
resolution by entry in the minute oook, and then
circulate the resolution for signature by the members.

Other advantages enjoyed by a private company are less
obvious - the restrictions on the commencement of
business and the need for holding a statutory meeting do
not apply.

142

For many firms wishing to incorporate, the choice between
the private or public company may not in reality exist. A
majority of the larger firms in the country have in
excess of twenty five partners already, and for a partner
to maintain his rights and privileges vis-a-vis his
fellow partners, he along with those fellow partners is
going to want a share and a vote in order to protect
those privileges. Accordingly a share per partner/member
will disqualify the larger firms from classification as
private companies pursuant to section 353(1). Although
several partners could hold shares jointly, thus
143 . .
1 e d th a t
1t 1s subrn'tt
qualifying as a single member,
this would likely head to undue complexity and
.../

complication with the admission of new members and the
retirement or demise of the old.
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5.2.5

Share capital - transfers and surrenders:

Unlimited public companies may, pursuant to section 21,
be incorporated either with or without a share caoital
.c

whilst a private unlimited company is required by section
353(1) to have a share capital. Whether an unlimited

public legal company should choose to incorporate with a
share capital or without, will be influenced by such
questions, as how membership is to be transferred, how
membership is going to be restricted and the value , i f
any , to be ascribed t o membershi?. It is submitted that,
bearing s uch questi ons in mind, the obvious choice must
be a company with share capital.

Section 82 of the Companies Act 1955 provides that,
"The shares or other interest of any member in a
company shall be personal estate, transferable in
manner provided by the articles of the company, and
shall not be of the nature of real estate."

Whilst a provision in a company's Articles which purports
to prohibit altogether a transfer of shares is illegal
and void, 144 the validity of a restriction upon
145
· clearly establ"1shed •
transfer 1s
It is submitted that not only would a legal company want
to restrict membership to practitioners qualified in
terms of section 55 of the Law Practitioners Act 1982,
but also to those practitioners invited by the company to
become members.
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As is discuss ed in Part 6, that a member be a qualifi ed

practit ioner is certain to be a New Zealand Law Society
require ment, whilst contro l of who is to be invited to
join the company or to whom existin g members may dispos e
of their intere sts, is a right availab le to most
companies exercis ing the powers confer red by the Article s.
The power vested in the directo rs by the Article s, to
refuse to registe r a transfe r of shares is often so
widely drawn that the only limita tion upon it is that
implic it in law, ie that it must be exercis ed bona fide
in what the directo rs consid er to be the intere sts of the
146
That they have not acted bona fide is to
corrpany.
147
. d . .
by t hose who attac k t he1r ec1s1o n.
h
be sown
In additio n to the unlimi ted law company imposing via its
Article s restric tions upon the right to transfe r shares ,
the Article s should also empower the company to accept a
surrend er of shares.

As was noted earlie r, such an

ability would permit a mainten ance of the status quoin
respec t of such matter s as profit sharing and contro l
between the shareh olders in the event of one of their
number dying or retirin g from the practic e.

In such a

case the shares held by that decease d or retirin g
shareh older, instead of devolv ing upon his estate in the
event of death or being sold upon retirem ent, would be
surrend ered to the company and cancel led and the capita l
reduced accord ingly; the existin g shareh olders' rights
and obliga tions in relatio n to each other remaini ng
undistu rbed.
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In the event of a practitione r being invited into the
company, the capital would be increased by the value of
the shares to be allocated to the incoming shareholder .
Such shares could be allocated at par or at a premium as
discussed in Part 3 and could be paid in full or in part.

5.3

Conclusion
It is submitted that in many respects, the unlimited
liability legal company would in practical terms be
little different from the legal partnership today.
Whilst the incorporate d lawyer would have the advantage
of tax sheltered superannuat ion and other tax and fiscal
benefits and also the extent of his personal liability
would be limited unless and until the company was wound
up, the day to day administrat ion of the practice would
not be a lot different.
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Part 6 IMPEDIMENTS 'IO INCDRroRATION

6.1

The Law Practitione rs Act 1982
The conduct of a lawyer's practice is governed by the
provisions of the Law Practitione rs Act 1982 which
prov1·aes: 148
Every person commits an offence against this Act
who, not being enrolled under this Act, (a)

Acts as a solicitor; or

(b)

Holds himself out as being qualified to act as
a solicitor; or

(c)

Takes or uses any name, title, addition, or
description implying or likely to lead any
person to believe that he is qualified to act
as a solicitor; •.•

Whilst it is patently obvious that this provision was
designed to prevent unqualified persons acting as, or
.
. is
· . t ors, 149 it
.
t h emse l ves out as, so 1 1c1
ho la 1ng

submited that in its present form it theoretical ly
prohibits the practice of law in corporate form.

Further

that, as such practice is not a "lawful purpose" 1n terms
of the Companies Act 1955,

150

any such "company'' is

rendered an illegal or unlawful association .
This rather specious and technical objection to the
incorporatio n of law firms finds its roots in that long
line of decisions that have long settled as law the
proposition that a company incorporate d in accordance
with the Companies Act 1955 is a legal entity distinct

- 83 from the personal ities of its members.

"It is a legal

persona just as much as an individua l" noted Cave
151 but, as stated by wrd Macnaghten: 152
J.,
The company is at law a different person altogethe r
from the subscribe rs to the Memorandum and, although
it may be that after incorpora tion the business is
precisely the same as it was before ••• , the company
is not in law the agent of the subscribe rs or trustee
for them.
The point is that once a company is legally
.
ted : 153
incorpora
••• it must be treated like any other independa nt
person with rights and liabiliti es appropria te to
itself.
Accepting that a company is legally a person, and in that
light reading section 64(1) of the Law Practitio ners Act
1982, the question becomes one of whether or not a
company can be duly enrolled as a solicitor pursuant to
that section.
In Law Society v. United Service Bureau Limited,

154

the

House of wrds held that a company could not be qualified
to act as a solictor, section 46 of the Solicitor s Act
1932 (UK) providing :
••• any person not having in force a practisin g
certifica te, who wilfully pretends to be •••
qualified .•• to act as a solicitor [shall be liable
to a penalty]

- 84 It was decided by the court that as well as the section
using the expressio n "wilfully " - thereby introduci ng an
element of mens rea, an element of an offence of which a
company cannot be capable - the words themselve s were
only capable of applying to a natural person.
According ly, a company was incapable of being qualified
as a solicitor .
Subsequen t to that decision the Solicitor s Act 1932 (UK)
was amended for the avoidance of doubt.
It is suggested that section 64(1) of the Law
Practitio ners Act 1982 goes considera bly further than did
section 46 of the Solicitor s Act 1932 (UK) and, although
the language of the former does utilise language
appropria te to the natural as opposed to the artifical
"person", that in this case one is not exclusive of the
other.

According ly, it is submitted that a company being

a person, not being enrolled as a solicitor , corrnnits an
offence if it does any of those things listed in sub
paragraph s (a), (b), or (c) of section 61(1).
For an offence to be corrnnitted pursuant to section 64 of
the Law Practitio ners Act 1982, it is first necessary
that the "person" acts as a solicitor , holds himself out
as being qualified to act as a solicitor or leads a
person to believe he is qualified to act as a solicitor .
That a company cannot be "qualifie d" to act as a
solicitor is a matter of fact - section 44 of the Act
requiring that for a person to be qualified certain
examinati ons must first be passed.
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It is submitted a client of an incorpora ted legal
practice would form his contract for the provision of
legal services with the company, not with the individua l
solicitor and in this context it is the company holding
itself out, not the solicitor .

Addition ally it is

contended that the hanging of a corporate practice 's
shingle or plate, or the use of a letterhea d which
indicated that the practice was being conducted as a
company, would be more than sufficien t to infringe
against both subsectio ns (1) (b) and (1) (c) of section
64.

Such notificat ion would make it quite plain that

legal services were being offered to the public
generally .

In Business Consultan ts Ltd. v. Butler

155

it was held by the High Court that advertisi ng signs
around the defendant company's premises amounted to a
holding out to the public of accountin g services.
The contrary argument is of course that in consideri ng a
question of ethics, the substance rather than the form
should be considere d. From such a point of view it then
becomes difficult to see how any objection could be taken
to a company 'practisin g' law, when no objection is taken
t o the practice of law by its members.

After all, a

company, being an " ••• artificia l person composed of
11156 is only able to operate and
natural persons •••
conduct its business through its organs and it cannot
realistic ally be said that the company itself will
practise law.

The company will in reality employ the

solicitor s who will in turn give legal advice and
generally carry out the duties required of a legal
practitio ner.
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Whilst such an argument is a logica l and attrac tive one,
it unfortu nately flies in the face of that line of legal
reasoni ng that develop ed the concep t of the company being
a separa te and a distin ct person a from its members.

The

so-call ed "corpo rate veil" that resulte d from the cases
. rare 1y
. edlS? is
Sa 1omon v. Sa1omon & Co • L'imit
.
f o 11owing
lifted and, in that minori ty of cases where the courts
have disrega rded it, it has rarely been to benefi t other
than aggriev ed third partie s.

Accord ingly one has little

cause to believe that the courts would be willing to
assist a corpor ate legal practic e in this instanc e; a
fact that is perhap s made all the more harsh when one
consid ers the positio ns of other profes sions and trades.
For example, under existin g law no-one is entitle d to
practic e on his own accoun t as a real estate agent, motor
mechanic or electr ical engine er withou t having first
passed the prereq uisite examin iations and having been
approve d for the purpos e.

It appear s that no objecti on

has ever been taken that compan ies formed for these
purpos es are incapab le of holding the necessa ry licence s,
permit s or diplom as.

Why then should the legal

profes sion be prejudi ced?
One must accept that the strong er case, and hence the
better view, is that a corpor ate law practic e would
infring e the provisi ons of section 64 (1) of the Law
158 held
Practit ioners Act if it acted as a solicit or,
159 or implied that it
itself as being qualifi ed to act,
.
. 160
1 to act as a so1·1c1tor
was quali'f'ed
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Pursuant to section 190 of the Act the penalty for such
an offence is a fine which is not in excess of $1,000.00
and, where the offence is a continuing one, a fine that
does not exceed $100.00 per day.

6.2

An Unlawful Association

It may be concluded from the foregoing discussion of
section 64 (1) of the Law Practitione rs Act 1982, that
the practice of law by a company is unlawful.

That being

the case, it is submitted that a company formed for an
unlawful purpose is itself an illegal or an unlawful
association .
Section 13 (1) of the Companies Act 1955 provides
161
that:
Any seven or more persons associated for any lawful
purpose may • • • form an incorporate d company
Likewise, section 353(1) of the Companies Act 1955 states
that:1

62
it shall be lawful for any number of persons not

exceeding 25 associated for any lawful purpose •••
to form a private company •••
It is evident from these two provisions of the Companies
Act 1955 that a company must be formed for some legal
purpose or objecty.the Registrar of Companies can refuse
to register a company formed to pursue some illegal
.

t 163

o b Jee •

- 88 That the Registrar can refuse registratio n indicates that
the illegality corrplained of is evident from the outset
from the objects of the corrpany as set out in the
Memorandum of Association , or perhaps from the name of
the corrpany.

Is a corrpany that is formed to practice

law, after 1 January 1984, the name of which discloses no
illegality and the Memorandum of which contains no
objects, an illegal association ?

That is, having

achieved registratio n and a certificate of incorporatio n
issued pursuant to section 29 of the Corrpanies Act 1955,
can that registratio n be upset? It was held in Bowman v.
164 that, although a certificate
Secular Society Lirnited
of incorporatio n is conclusive that the requirement s of
the Act have been corrplied with, it is not conclusive of
the objects or purpose of the corrpany being legal.
Accordingly , where the company's purpose is not lawful,
the Crown can institute proceedings by way of certiorari
to cancel that registratio n.
The effect of being an unlawful association is that a
corrpany, quite apart from being liable to deregistrat ion
at the suit of the Attorney-Ge neral, has no capacity to
165 and neither
sue either outsiders or its own mernbers,
166 The
may a trustee or agent sue upon its behalf.
practical irrplication s are of course that an incorporate d
legal practice ¼Quld find itself unable to enforce debts
owed to it either by clients or by past members, and,
being void, ¼Quld find itself subject to attack by the
Conmissione r of Inland Revenue in respect of those
taxation advantages it sought by purporting to
incorporate .

- 89 Additio nally being in breach of the Law Practiti oners Act
1982, it would be subject to the penaltie s prescrib ed by
section 190.

6.3

Question s of Ethics
In Part 2 of this paper conside rable discussi on was
devoted to the traditio nal concept s of a professi on and
the ethical standard s that have arisen from them.

It is

evident that many perceive that breakdown of those
traditio nal values will inevitab ly occur should law firms
be permitte d to incorpo rate; that the account ability of
the professi on will be lost; that its independ ence will
be submerged and a conflic t of interes t between employer
and client will arise.
It is submitte d that such fears are without foundati on
provided that the New Zealand Law Society establis hes
firm ground rules from the outset, such as a prohibi tion
upon other than practiti oners being members of the
company.

With a little prior thought , an incorpo rated

law firm will in no way prejudic e the rights of its
clients .

6.3.l Accoun tability
Traditio nally a client has always been entitled to expect
that his solicito r will be fully account able, without
limitati on, for his own profess ional conduct .
Additio nally, all the partner s of a firm have been liable
jointly and several ly for the actions of each
167
partner .

- 90 -

The fear in this regard is that incorpo ration will
restric t the solicito r's account ability to his client.
That the majority of a solicito r's clients are not aware
of the level of existing persona l liabilit y, and would
probably be embarra ssed to discove r that in enforcin g a
claun they could bankrup t partner s they have never met,
would not be altered by incorpo ration as a unlimite d
liabilit y company.

As

was discusse d in Parts 3 and 5 of this paper, the only

differen ce to clients , which incorpo ration as an
unlimite d liabilit y company would make would be to render
the shareho lders liable only to the extent of their
capital whilst the company was in busines s.

However upon

a winding up that limitati on would cease and the
168
liabilit y of all shareho lders become unlimite d.
Perhaps the greates t differen ce in this regard is for the
retired member, whose liabilit y ceases one year after
. .in d'irect contras t to
.
t he company. 169 Th'is is
leaving

the partner whose liabilit y continu es for life in respect
of acts or omission s during his membership of t he
. 170 Ibwever , this factor it is submitte d
partner s h ip.
is not contrary to the public interes t.
Were limited liabilit y incorpo ration permitte d, it is
difficu lt to imagine the New Zealand Law Society allowing
company members to escape account ability.

Compulsory

insuranc e could be required , or, pursuan t to section 201
of the Companies Act 1955, the liabilit y of the directo rs
resolved as being unlimite d.

Alterna tively, as is

proposed in Victoria , blanket guarant ees could be
171
required from all the members.
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It is arguable whether a limited liability company offers
much more than an illusory limitatio n of liability in
many respects.

It is standard commerci al practice today

to require members to personall y guarantee borrowing s,
leases and other financial contracts , and therefore
liability for most major debts of the company remains.
Whether or not an action against an individua l solicitor
The
172
Court of Appeal in Rowe v. Turner Hopkins & Partners
for negligenc e in tort is available is debatable .

considere d it was not required to decide whether the law
as expressed in McLaren Maycroft & Co v. Fletcher
173 that a man who exercises a
Development Co. Ltd.,
professio nal skill can be liable only in contract and not
in tort was correct, but suggested that the question
needed revision in view of recent English decisions .

An

action in contract may not be available against the
individua l solicitor , a client's contract for services
being with the company.

As

already noted, the potential

to limit liability would certainly be countered by a New
Zealand Law Society requireme nt for a minimum level of
professio nal indemnity cover, unlimited liability
directors , or blanket guarantee s from all members.
Regardles s, it is quite clear that adopting such measures
ensures that a solicitor remains fully accountab le to his
client for his professio nal conduct despite incorpora ting.
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6.3.2

Independenc e and conflicts of interest

It is considered that the incorporati on of a legal
practice would not impair the independenc e of the
profession, nor would it give rise to any conflicts of
interest that do not already exist, provided that certain
safety measures were implemented.

It is for this reason

that the New Zealand Law Society must exercise some
control as to who may be a member of an incorporate d
practice and, if outsiders are permitted, in what
capacity.
It is not difficult to imagine an incorporate d practice
where lay people have some shareholdin g - the impact that
this would have on the independenc e of the profession and
the potential conflicts of interest that could arise.
Whether a lay shareholder were a family member, an
unrelated third party or perhaps even an institution al
investor (such as a bank), would probably matter little.
The potential problem still remains.

In such a

situation, where would the first duty of a solicitor
lie?

It is suggested that inevitably the solicitor would

be subject to the directions of the employing company

rather than to those of his client.
This is more than a conflict of interest; it is a
complete compromise of the independenc e of the
profession.

For this reason the New Zealand Law Society

must exercise control over membership of the corporate
law practice.

- 93 This control could be exercise d in one of two ways either by imposing a blanket ban upon other than
practiti oners being members of the company or by
permitti ng limited outside membership subject to rigorous
control .

It is suggeste d that the New Zealand Law

Society would opt for a blanket ban, viewing the
integrit y and perceive d independ ence of the professi on as
more importa nt than the opportu nity for income splittin g
via divestm ent of shareho lding.

Were family members or

dependa nts of a practiti oner permitte d to hold shares
then those shares would need to be non-voti ng shares,
redeema ble by the company immedia tely upon the death or
retireme nt of the practiti oner concerne d and further,
only practiti oners could be permitte d to be the directo rs
and secretar y of the company.

6.3.3

The code of ethics
Additio nal impedim ents to incorpo ration are current ly to
be found in the New Zealand Law Society 's Code of Ethics,
the general tenor of which, in keeping with the Law
Practiti oners Act 1982, is contrary to the concept of
incorpo ration.

The Rules containe d in the Code are

applicab le to the natural person as opposed to the
artifici al person, and therefor e substan tial changes
would be required before the incorpo rated practice could
sit comfort ably with them.

Where lay share holding was

permitte d, Rules current ly prohibi ting the sharing of
costs with other than practiti oners would need to be
174 as of course would those control ling the
relaxed,

- 94 .
o f f.1rm names, 175 the informa tion upon the
word 1ng
t a t'1onery176 and the style of the practic e's
.
prac t ices

name-pl ate.

6.4

177

Conclus ion

Before a law firm could lawfully incorpo rate in New
Zealand , section 64 of the Law Practiti oners Act 1982
must be amended.

Additio nally section s 54, 55, 56 and 65

of the Act all of which refer to the natural person as
opposed to the corpora te persona lity would also require
amendment.

Similar ly the Code of Ethics of the New

Zealand Law Society would not sit comfort ably with
incorpo rated practice s without conside rable redrafti ng.
Whether changes should be made to the likes of the
Adminis tration Act 1969 to permit incorpo rated legal
practice s to receive a grant of probate or letters of
adminis tration; and whether section 456(1) of the
Companies Act 1955 should be amended to permit law to be
declared a professi on customa rily carried on in both
corpora te and unincor porate form to the intent that
partners hips be permitte d to remain with up to 50
partner s are question s for the profess ion to answer as a
whole.
Wnatever changes are desired to be made might best be
affected by enactme nt of a new statute prescrib ing both
ethical safegua rds and the machina ry necessa ry for
impleme ntation of the corpora te system.
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Part 7 CDNCLUSION
Lawyers in New Zealand are practisi ng their profess ion in
an increasi ngly deregul ated and competi tive free market
economy in which they are seeing the er/osion of their
traditio nal privileg es and monopo lies; a resultan t
upsurge in competi tion whilst facing greatly increase d
pressur e to provide the consumer with value for money.
At the same time there has not been a relaxati on of the
expecta tion that lawyers maintain the traditio nal values
of the professi on - independ ence, high standard s of skill
and conduct , account ability and dedicati on.

If anything

these values are of greater signific ance now than ever
before.
Against such a background there exists a basic inequity
in that the legal professs ion is still prevente d from
incorpo rating; an inequity made all the more unjust when
it is evident that the unlimite d liabilit y company would
permit incorpo ration whilst maintain ing all the
traditio nal values of the professi on.
Incorpo ration may not suit all lawyers , and certain ly the
advantag es availab le via the corpora te form may not be as
great as sometimes envisage d.

Certain ly the princip al

advantag es are taxation orientat ed.

Errployer subsidis ed

superan nuation would give the corpora te
solicito r/emplo yee the advantag e of superan nuation,
subsidis ed by and tax deducti ble to the company.
Additio nally, lump sum tax free retiring allowan ces would
be availab le pursuan t to section 68 of the Income Tax A.et
1976.
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One major disadvan tage present ly facing the partner ship
is the cost of providin g working capital from partner s'
funds taxed at the highest persona l margina l rate.

When

compared to the cost of providin g corpora te capital via
retained earning s taxed at the company rate, the cost of
maintain ing and strength ing the partners hip busines s as
opposed to the corpora te busines s becomes patently
Assuming the present Government complet es its

obvious .

proposed taxation reform, this gross anornoly will
disappe ar.
Whilst other advantag es, such as the perpetu al successi on
of the corpora te identity do flow from incorpo ration
other supposed advantag es such as limited or reduced
liabilit y are lar~ly illusory .
Partial incorpo ration to obtain superan nuation benefits
has been increasi ngly adopted by the professi on over the
past two years.

Whilst a somewhat clumsy and artific ial

device the superan nuation service company does current ly
permit firms with six or more partner s to obtain limited
superan nuation benefits .

The banding together of groups

of small firms and sole practiti oners to obtain the
prerequ isite six shareho lders required for superan nuation
purpose s has been suspende d whilst the objectio ns of the
Government Actuary are overcome.
Tne unlimite d liabilit y company provide s an ideal vehicle
r
for inc9por ating law firms, in that the account ability of
r

the lawyer for this actions will remain, whilst with
New Zealand Law Society insistan ce that all members be
practiti oners the independ ence of the professi on will be
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preserve d.

The unlimite d liabilit y company is preferre d

to the limited liabilit y company primari ly because of the
ease of adminis tering the former with regard to the
coming and going of company members.

The capital of the

company can be increase d or reduced without the consent
of the courts and accordin gly shares issued by or
surrende d to the company as required .
The princip al impediment to the incorpo ration of law
firms is to be found in section 64 of the Law
Practiti oners Act 1982, which makes it an offence for a
person not enrolled as a solicito r to act as or hold
himself out as such.

Although probably not designed to

prohibi t the practice of law in corpora te form, that is
the effect of the provisio n, which thus requires
amendpment before firms can proceed with incorpo ration.
For the avoidanc e of doubt, several other provisio ns of
the Law Practiti oners Act 1982 and the Code of Ethics
would also require substan tial amendment before the
practise of the law and corpora te form sat comfort ably
togethe r.
It is conclude d that the continue d prohibti on on the
legal professi on practisi ng in corpora te form is both
inequita ble and unneces sary, and that with minor
amendment can be laid to rest.
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