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Limited Liability Partnership: An Insight†

In today’s global scenario, where economic 
trends enable investment and services to 
flow across borders, service- and knowledge-

based enterprises are fast growing and as 
international competition increases by the day, 
Indian entities will greatly benefit if provided a 
choice of LLP in corporate organisations.

Problems Presently Faced

In an increasingly litigious environment, the 
prospect of being a member of a partnership 
firm with unlimited personal liability is a very 
risky affair and hence unattractive. Indeed, 
this is the prime reason why partnership firms 
of professionals, such as accountants, lawyers 
etc. have not grown in size to successfully meet 
the challenges posed today by international 
competition. 

History has been a witness as to how in an 
increasingly competitive and litigious business 
environment, there are several disadvantages 
attached to the general partnership form. This 
was first observed in the 1990s, when many US 
law firms went insolvent in the wake of a $980 
billion Loan and Savings scandal2 as a result of 

suits decreed in malpractice litigation. Not only 
were the firms’ assets completely liquidated 
under standard principles of partnership law, 
the partners were jointly and severally liable for 
the entire liabilities of the partnership. Therefore, 
the prospect of being a partner in a partnership 
with unlimited personal liability is, as stated 
before, not an attractive proposition.

The absence of LLPs is, in fact, being stated 
as one of the reasons why the software boom 
as predicted by the Nasscom-McKinsey Report 
in 1998 got practically converted into ‘software 
doom’ for the country.

Besides, the law does not permit incorporated 
companies to practice as company secretaries, 
chartered accountants, lawyers or related 
professionals. The only option that remains is 
to either work in a conventional partnership 
firm setup or as a sole proprietor. However, the 
unlimited liability of partners in a partnership 
firm and the increasing number of claims 
valuing beyond the assets of the firm make this 
an option that is not only risky but also at times 
unfeasible. Thus an LLP will provide Indian 
professional organisations a level playing field 
with international counterparts.

Moreover, the traditional form of partnership 
in India has the disadvantage of not being in a 
position to expand beyond 20 partners. This is 
because as per Section 11 of the Companies Act, 
1956, an association of more than 20 persons, 
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 2  Dr. Naresh Chandra Committee Report on Limited Liability Partnerships.
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formed for any profit motive, cannot exist unless 
it is incorporated as a company under the same 
Act. This can have a depressing effect on the 
economy and the development prospects of 
the firm, as every business organisation would 
ideally need to grow to reach and acquire a 
larger client base around the world. 

Viewpoint: The Concept Paper

Keeping the above requirements in mind, the 
Ministry of Company Affairs has introduced the 
concept paper on Limited Liability Partnership. 
This Concept Paper is to form the basis for the 
Bill that will be introduced in Parliament to bring 
into effect the law regarding the same. Creation 
of an LLP brings into existence an entity that 
acts as an intermediary between a partnership 
firm and a limited company. 

The concept tries to bring in the advantages 
of both a partnership firm and a company, while 
trying to mitigate their drawbacks. On the one 
hand, an LLP offers partners the security of a 
limited liability, the inception of a new corporate 
form of governance, while on the other hand it 
does so by minimising the onerous procedures 
that an incorporated company is required to 
follow. In addition, an LLP also does away with 
the ownership-management divide that is a 
necessary consequence of an incorporated 
company. Every partner of the LLP is an agent of 
the LLP but not of other partners. So no partner 
is liable for the acts of any other partner.

Although we appreciate the fact that the 
Ministry has taken a step forward in this regard, 
the Concept Paper leaves much to be desired. 
The law, as the name suggests, is to provide 
the advantage of limited liability by creating 
a corporate form of partnership. The concept 
paper determines the liability in the following 
manner:

Moreover, the concept paper under Section 
20 negates any sort of limitation of liability of 
a partner for his own wrongful act and, under 
Section 22, explicitly states that a partner shall 
have unlimited liability for his personal acts that 
are not in the course of the business of the LLP. 
This fundamental principle forms the crux of 
the concept of an LLP. It would be pertinent to 
note, however, that the concept paper does not 
eliminate the liability, but merely shifts it to the 
so-called ‘manager’ of the LLP. 

The Manager

Each LLP is required to appoint a manager 
(not necessarily a partner of the LLP) who is 
responsible for ensuring statutory compliance 
for the LLP. The Concept Paper seems to be 
extremely liberal as to who can be appointed as 

a manager. The only condition provided is that 
the manager should be an individual and that 
he should be resident of India. There are neither 
any qualifications prescribed for the position of 
a manager nor any disqualifications similar to 
those regarding appointment of a director as 
provided in Section 274 of the Companies Act, 
1956. Therefore, it is very much possible that 
the partners may appoint somebody who is not 
qualified enough and that person in due course 
becomes a scapegoat for the activities of the 
partners. 

Consider a scenario where the person 
appointed as the manager is an insolvent. In 
such a situation, nothing can be realised from 
the manager, so ultimately the purpose of 
thereby making the manager personally liable 

 On the one hand, an LLP offers 
partners the security of a limited 
liability, the inception of a new 
corporate form of governance, while 
on the other hand it does so by 
minimising the onerous procedures 
that an incorporated company is 
required to follow.

Wrongful Act of a Partner
In the Course of 
Business

Not in the Course of 
Business

LLP liable but other 
partners not liable

Neither the LLP nor the 
other partners are liable
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is not served, thereby making the provision 
redundant. What is also seen is that there are no 
provisions or rules in accordance with which the 
manager’s remuneration is to be determined. 
In our opinion, the law should provide specific 
requisites and norms for the appointment of 
managers.

Financial Disclosures

The Indian Partnership Act, 19323 does 
not lay down any specific provision regarding 
any policy related to financial disclosures or 
regarding any statutory maintenance of Books 
of Accounts. Therefore, a Partnership firm is 
required to follow the provisions of the Income 
Tax Act, 19614. Sections 44AA and 44AB of the 
Income Tax Act provide only for maintenance 
of Books of Accounts and for Audit of Accounts 
beyond a certain limit of gross receipts. As a 
result there is no stern rule regarding financial 
disclosure. 

Whereas, as stated in the Concept Paper, 
an LLP has a more austere system of financial 
disclosures to follow in as much as it is not 
only required to maintain the proper Books of 
Accounts for assessment but also to annually 
file a declaration of solvency5 with the Registrar, 
declaring whether or not the firm is able to pay 
its debts as they occur in the normal course of 
business. Thus, an attempt has been made to 
update and rectify the missing provisions of the 
aged Partnership Act. But a lot more remains to 
be done in this regard. 

As per the Concept Paper, the liability for 
maintaining the books of accounts falls on the 
manager, but there is no basis provided for 
determining this liability. It would be unfair to 
hold the manager liable for any discrepancy 
in the maintenance of the Books of Accounts 
if the law does not bring to his knowledge the 
nature of the books that are to be maintained.6 

We feel that the law relating to LLPs must make 

a mention of the kind of books that are to be 
maintained. 

One major drawback in the Concept Paper 
is the omission of any express provision or duty 
upon the partners to furnish information to the 
manager wherein he can build an opinion on 
the LLP’s solvency, as the ultimate responsibility 
of the fairness of the document of Declaration 
of Solvency is on the manager and in default 
of which he is liable. As a result, the manager’s 
position is extremely vulnerable. There must be 
incorporated in the law such a duty upon the 
partners of the LLP. 

Appointment of Auditors

Auditing of Accounts is another 
requirement that has clearly been overlooked 
by the Concept Paper. There must be in law an 
obligation upon every LLP to get its accounts 
audited by an auditor. As to who can be an 
auditor, the conditions should be similar to 
those specified in the Companies Act. The 
auditor should be made responsible in law 
for the accounts of the LLP. This is necessary 
to ensure that the accounts show a true and 
fair view of the state of affairs of the LLP, and 
secures the interests of creditors and all other 
persons dealing with it.

Compulsory Insurance

It must be pointed out that a very important 
aspect of LLP laws across the world is the 
provision for compulsory insurance. Compulsory 
Insurance is required to protect the interests of 
persons claiming against the LLP and to ensure 
that they receive what is due. Provisions for 
compulsory insurance can be found in most LLP 
laws. The State of West Virginia in the US requires 
LLPs to carry liability insurance of at least one 
million dollars. 

Liability insurance is generally designed to 
cover different kinds of omissions, negligence, 

3  Act 9 of 1932. An Act to define and amend the law relating to partnership.
4  Act 43 of 1961. An Act to consolidate and amend the law relating to income-tax and super-tax.
5  S.28 of the Concept Paper on Limited Liability Partnerships.
6  See Section 209 of the Companies Act, 1956 which gives a list of statutory books that are required to be maintained by every company.
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wrongful acts, malpractices and misconduct for 
which liability is otherwise limited. Insurance 
companies in UK provide professional indemnity 
insurance to cover all reasonable costs incurred 
in the defence or settlement of claims arising 
from the above, as long as they are accidental 
or unintentional acts.7 As a proverb states: “to 
get something, one must give something”. It 
is certainly rational that, to receive the benefit 
of limited liability, firms must be asked to 
compulsorily insure themselves. 

Transfer of Assets

Upon conversion of an existing firm or a 
partnership into an LLP, the assets of such a firm 
or partnership will have to be transferred to the 
LLP. But to ensure that this inter-transferability of 
assets is not detrimental, the dual impediments 
of Stamp Duty as well as Capital Gains Tax under 
the Income Tax Act must be removed. 

To make practicable the conversion of a 
partnership firm to an LLP, a more liberalised 
policy of stamp duty must be brought about. 
The Limited Liability Partnerships Act, 2000, 
of the United Kingdom, in itself incorporates 
provisions for relief from charge of stamp duty 
for instruments transferred or conveyed to an 
LLP by a partner on conversion after satisfaction 
of relevant conditions.8 In our opinion, the 
Concept Paper must incorporate provisions 
offering relaxation of stamp duty, which should 
be made available upon conversion of existing 
partnership firms and companies into an LLP.

The second reason for concern is in 
connection with levying of Capital Gains Tax 
under the Income Tax Act. Objectivity is vital 
to ensure that the LLP is an attractive and a 
feasible option in comparison with the present 
corporate vehicles. For this reason, appropriate 
exemptions must be granted under Section 
47 of the Income Tax Act, 19619 whereby on 
conversion to an LLP, the transfer of the property 

must not be regarded as a taxable transfer for 
the purpose of levy of Capital Gains Tax. In the 
absence of such a provision, the partners of an 
LLP could end up paying huge sums as Capital 
Gains Tax at the time of transfer, which is clearly 
undesirable. 

Impact on Taxation 

The draft bill on LLP has adopted an approach 
similar to that of partnership firms for the 
purpose of taxation. For income tax purposes, 
the status of an LLP as a body corporate has to be 
ignored and the partners are to be individually 
made liable for any tax liability on their share of 
profits. Also in respect to a transfer or disposal 
of any of the assets of the LLP, it is to be treated 
as though the assets are held by the partners 
and the resulting capital gains tax would be 
chargeable on account of the partners, thus the 
LLP enjoys a pass-through status for the purpose 
of taxation. 

The UK law on LLPs lays down10 similar 
provisions, whereby the profits of the firm are 
charged in the hands of the partners and not 
the LLP itself. In the US too LLPs enjoy the pass-
through status for the purpose of taxation. 
Thus it can be said that the Indian law on LLPs 
has been modelled on the US and the UK laws 
for the purpose of taxation. To ensure that the 
commercial choice between using an LLP or 
a partnership is not distorted, the LLP will in 
general be treated for tax purposes as a business 
carried on by partners in a partnership, rather 
than a body corporate.11

Transfer of Economic Rights

The proposed law provides for a novel feature 
of Assignment and Transfer of Partnership 
Rights. The economic rights of a partner are 
freely transferable, and the non-economic 
rights can be transferred if permitted by the 
LLP Agreement. This is an important concept 

7  See www.1st-business-insurance.co.uk/professional_indemnity_insurance.html
8  See Section 12 of the Limited Liability Partnerships Act, 2000 of the United Kingdom.
9  See Section 47 dealing with transactions not regarded as Taxable Transfers although they involve transfers in the natural sense.
10  See Section 10 of the UK Limited Liability Partnerships Act, 2000.
11  See, HM Revenue & Customs: REV BN 14: Limited Liability Partnership.
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as it allows the transfer of economic rights 
without any change in the management of the 
LLP. However, the law ought to be clearer as to 
what are economic and non-economic rights, 
and state the distinction between the two. It 
is also not clear whether by way of transfer the 
transferee incurs any liability, or what the nature 
and extent of such liability would be.

Miscellaneous Provisions

Section 57 of the proposed Concept Paper 
provides that the Central Government may at 
any time direct the application of any of the 
provisions of the Companies Act, 1956 to LLPs. 
First of all, this will not be easily acceptable to 
those who wish to convert from a company or 
a partnership firm to an LLP, as the procedures 
required under the Companies Act are far more 
onerous. If people do not have the assurance 
that the same procedures will not have to be 
followed in this form of organisation also, they 
may not want to adopt it. 

Secondly, the Concept Paper does not provide 
any basis on which the Central Government must 
make the above direction. It is well known that 
whenever the legislature makes any delegation 
to an executive authority they must provide 
a framework based on which the executive is 
supposed to take the decision. This framework is 
missing in the concept paper and the proposed 
law must make arrangements to fill the gap.

Certain organisations have suggested that 
there must be norms prescribed as to the 
method of creation of the managing body 
of the LLP, and when and how its meetings 
are to be held. We do not share this point of 
view for two reasons. Firstly this suggestion is 
based on the provisions of the Companies Act, 
1956 related to the Board of Directors. But a 
noteworthy difference between a company and 
an LLP is that even though both are corporate 
entities, the former contains a clear ownership-
management divide that the latter does not 
have. Therefore, restrictions on freedom of 
management would not be reasonable in case 
of an LLP. As a consequence of such provisions, 

an LLP would end up becoming an entity with 
provisions similar to that of an incorporated 
company—and lose its identity as a distinct 
corporate entity.

Conclusion

The Ministry of Company Affairs has made 
efforts to do away with such lacunae in the 
legal system of our country, but it is yet in an 
embryonic stage. While a great deal of thought 
yet needs to be put into certain aspects of the 
law, some features can be adopted from the 
laws of other countries. Nevertheless, even a 
law that is tried and tested in any other country 

has to be moulded to suit Indian conditions and 
circumstances. 

LLP is, after all, a new concept and will 
require a lot of deliberation. The Centre must 
try to involve more and more people in the 
law-making process. The content of the law 
and its manner of implementation must ensure 
maximum advantage to everyone involved, and 
efforts must be made to make the LLP form of 
corporate governance widely accepted and 
popular.

As the saying goes, a project well begun is half 
done. The Ministry has made a great beginning, 
and we hope that in future it culminates in the 
beginning of a new law in the country. r

 The concept tries to bring in the 
advantages of both a partnership 
firm and a company, while trying to 
mitigate their drawbacks. On the 
one hand, an LLP offers partners 
the security of a limited liability, the 
inception of a new corporate form of 
governance, while on the other hand 
it does so by minimising the onerous 
procedures that an incorporated 
company is required to follow. In 
addition, an LLP also does away with 
the ownership-management divide 
that is a necessary consequence of 
an incorporated company. 


