COMMERCIAL LAW

Indira Nanayakkara*

INTRODUCTION

On 4" February 1948, Sri Lanka was granted independence with dominion status. A period
of nearly 52 years have now lapsed since independence. This article, in the main, provides
abroad sketch of the salient features of and the changes needed in commercial law to keep
pace with the rapidly evolving world of commerce. Originaly, English Law, from which
our law islargely derived, was applicableto commercial law of the lsland. On independence
this pattern did not change. Thus commercial legislation in Sri Lanka has tended to follow
to avery large measure the company law in England. Thefirst few years after Independence
did not see any substantial change in the existing commercial law of the country.

Before we proceed any further, it is necessary to define the term “commercial law.”
Commercial law is a growing subject with the changing circumstances of trade business
and commerce. That means commercial law as the law of trade business and commerce,
looksto facilitate the commercia practices of the business community and asthose practices
change and devel op often to accommodate modern technol ogy, the contents of commercial
law may change and develop with them. With the increasing complexities of the modern
business world the ambit of commercial law has enormously widened. This branch of law
comprises many different spheres of commercia activities and is generally understood to
include inter alia, the laws relating to companies, partnership, contracts, sale of goods,
banking, negotiable instruments, insurance, insolvency, carriage of goods, arbitration and
intellectual property.

Thispaper isnot intended to deal with all the above branches of law comprising commercial
law becauseit is not possible to do so in a paper of this nature. The aim of thisarticleisto
give an elementary account of the most prominent aspects of companies, partnerships, security
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laws, viz. law relating to Stock Exchange, law relating to banking and arbitration, being the
branches of commercial law of ever increasing complexity. These areas play an important
role in the economic life of the country and the laws applicable to them deserve study on
that ground alone because in recent yearsthese areas of laws have gained importance askey
areas of the economy. Companies and partnerships deserve a careful and detailed analysis,
as they are the only options of organisational form that are available to business people
where multiple owners want to create a business.?

The policy of economic and trade liberalisation, promoting foreign investments, export-led
industrialisation and private sector devel opments have been important features of the economy
of Sri Lanka since the late 1970's. Accordingly, the laws relating to these economic
restructuring policies should be directed to reach such objectives and should be formulated
to meet the needs of the modern commercia world in providing stability and promoting
economic development. Thusit isnecessary, in this context, to create alegal framework for
private sector development including the promotion of foreign investment.

LAW RELATING TO COMPANIES

Company law deals mainly with the formation, management and control of companies,
financia and other disclosure requirements, external fund raising and winding up. Thegreatest
challenge in writing about company law isthat itisavery large subject with adynamic and
exciting body of law which is of enormous practical and commercia importance. Thisarea
of law enables people to use the corporate form as a service to those who wish to take
advantage of artificial entities with separate legal personality which they can control and
put into legal relationships without being directly responsible for them.

Theinfluence of English law inthisbranch of Sri Lankaisstrong and thus English Law will
be referred to clarify certain principles of the law which were or still are a feature of our
legal system. The Joint Stock Company concept wasintroduced to Sri Lanka (then Ceylon)
by the Civil Law Ordinance No. 5 of 1852, which provided, inter alia, that the law relating
to corporationsin Great Britain would apply to similar organisationsin Ceylon. Therefore,
during the period from 1853-1861, the then Joint Stock Company Law of Great Britain
applied to Ceylon. The Joint Stock Companies Ordinance of 1861 wasthe primary legidative
document enacted in Ceylon and was modelled on its predecessor in Great Britain. The
second company legidation in Ceylon was passed in 1938. The Companies Ordinance of
1861 and its subsequent ordinancesrel ating to Joint Stock Companieswere repeal ed by this
legislation, Companies Ordinance No. 51 of 1938. This was passed on the lines of the
English CompaniesAct of 1929. Subsequently, the Companies (Amendment) Act No. 15 of
1964 was enacted.

1 Business people in other jurisdictions such as UK conduct their activities and strive to accomplish their goals
through avariety of organisational forms - Companies, Partnerships and Limited Partnerships. The availability
of these optionsfor operating abusinessiseven greater inthe USA. They are corporations, and Limited Liability
companies.
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In 1982, the Companies Act No. 17 was passed and came into operation on 2™ July 1982.
Thiswas based on the Companies Act of 1948 of England subject to some minor changes,
which were adopted to satisfy the peculiar business conditions in this country.? The 1982
Act remained in force for nearly two decades. In other countries such as the UK, new
legislation was enacted every few years to keep in line with changing commercial trends.
Thereform of Sri Lankan law was long overdue. A number of weaknesses and omissionsin
the law had come to light. The Minister of Trade and Commerce appointed in the early
1990s an advisory committeeto review the law relating to companies and suggest proposal's
for law reform. It is understood that a draft bill was prepared by this committee based on
these proposalsto revise Sri Lankan Company Law.

As noted earlier, significant changes took place since the mid 1970s in the economic
perspectives with the ushering in of an open economic policy by the government in power.
In order to encourage foreign investment, the law relating to companies should seek to
promote economic efficiency by providing for the protection of investment with a stable
investment environment, which enhances the confidence of investors.

There now exists adraft of anew CompaniesAct. The recommendationsin thisdraft, made
by the committee which drafted the law includ the total reform of the company law. The
present draft contains someinteresting changes and amendments. A study of the present Sri
Lankan company law and the new draft can never be completed without referenceto the law
of England, whichisstill very muchin force.

In Sri Lanka companies could be created in four different ways:(a) a company limited by
shares;(b) a company limited by guarantee;(c) a company limited by both shares and
guarantee; and (d) unlimited companies. There is another classification, which depends on
the number of shareholders, called private, public and peoples companies. It must be noted
that the new draft of the Companies Act suggests the recognition through regulations of
single member private limited liability companies. It is therefore not necessary to have an
artificial member to exist as in many private companies which, in actual fact, have a sole
proprietor but where, for example, a spouse holds a nominee share to fulfil the present two
member requirement.®

2 A separate section was introduced for Insider Dealing which was later repealed by, and incorporated in the
Securities Council Act No. 36 of 1987. The Companies (Amendment) Act No. 33 of 1991 made some amendments
to the above 1987 Act.

3 In English law, since the Solomon’s Case (1897 A.C. 22) it has always been possible to form a “one man”
company. In responseto the Twelfth EC Company Law Directive, the Companies (single member Private Limited
Companies) Regulations 1992 (Sl 1992 / 1699), since 15" July 1992 it has been possible for one person to sign
the memorandum and incorporate aprivate limited company. Thus notwithstanding section 1 of English Companies
Act 1985, which states that two persons are required to incorporate a company, a new subsection (3A) inserted
into the English Companies Act 1985, allows one subscriber for a private limited company.
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The provision incorporating this new development is included in section 4(2)(a) of the
proposed Sri Lankan company law. However, since severe criticism has been levelled at
introducing single member companies, a safeguard has been imposed prescribing certain
limits to the operation of this new concept. The proposed section provides:

“ A Company may have one shareholder only, if that shareholder is a body
corporate, and where the single shareholder is a natural person the nominee
shall be a body corporate.”

Under the present system to create a new registered company it is necessary to prepare the
company’s constitution contained in two documents called the Memorandum and Articles
of Association. The separation into two documents emphasized that the matters in the
Memorandum were fundamental and under the 1856 Act (UK) unalterable, which was the
same for Sri Lanka, whereas the Articles could be altered by the company. However, at
present al the provisions in the Memorandum can be altered with specific procedures
prescribed for each type of ateration, so that no distinction exists between the two documents.*

The preparation of documents for the registration of a new company requires careful
consideration and specialist knowledge. Thus persons wishing to incorporate companies
haveto employ legal advisers. Thisprocessisboth expensive and complex. Business people
are concerned about financial matters such as the cost of complying with the registration
requirements. Thus, the creation of companies ought to be made as cheap and straightforward
as possible. People might be discouraged from creating new companies, if they feel that the
law on creating them is unsatisfactory due to unexpected costs, obstaclesand delays. It must
however be stressed that although the above relaxing provisions should be enjoyed by private
companies, and where a company does not comply with the law, in order to protect the
society the intervention of the legislature isreally necessary.

Thus it is clear that companies are expensive to be established due to this process of
incorporation which involves certain documents including the constituent document being
lodged with the Registrar of Companies. The purpose of registration is to ensure publicity
and thereby transparency. Any member of the public hasthe right to inspect the company’s
constituent instruments. Itissuggested by thedraft Act that acompany could beincorporated
with asingle form called the “application for incorporation” which sets out the key details
such asthe name, whether limited or unlimited, etc. Standard Articles of Association set out
in the Companies Act would apply. Although the draft provides amodel set of articles, any
company isentirely freeto choose any alternative articles. No doubt the business community
will warmly welcome this relaxation.

4 Thiswasintroduced by the Joint Stock CompaniesAct 1856 (UK). Beforethat, under the Joint stock Companies
Act 1844 (UK), a company was required to have only one document called the deed of settlement.
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It has become increasingly popular for businesses to be carried on by companies since it
confines the shareholders’ risk to the amount of capital they have invested in the company
and not put thewhole of their personal assetsin jeopardy. Among these alarge proportion of
companies are private companies as it provides the most advantageous machinery for
operating asmall business. Thus, the economic importance of private companiesisimmense
and they undoubtedly add impetus to the tremendous growth in business activity.

Clearly, since the vast mgjority of registered companies are intended by their promoters to
be private companies, it would seem appropriate for private companies to dispense with
those irrelevant and inappropriate impositions which derive from company statutes and
judicial precedent. The disadvantage of having to comply with some of these inappropriate
impositions may heavily outweigh the advantages conferred by theincorporation. Thedraft
CompaniesAct put forward many proposal sto grant certain concessionsin relation to private
companies. According to the definition in the 1982 Act, a private company is required by
the company’sArticles to include restrictions on the transfer of the company’s shares. This
requirement is not embodied in the proposed draft. Moreover, the English Law limitation
on acompany’s membership to 50 is no longer there, and thiswill be given statutory force
under the new regimein Sir Lanka.

Without doubt, the most significant concession madeto private companiesisthe dispensation
from keeping an “interests register” with the sanction of a unanimous resolution of its
shareholders. Shareholdersfor their part are quite happy to dispense with this troublesome
requirement. Despite certain legislative concessions granted to private companies by the
proposed draft which are not enjoyed by public companies, the draft fails to inject some
much needed relaxation.> Thismay preclude the use of such companiesasbusinessvehicles
for many small entrepreneurs. One may level a severe criticism that by granting some of
theselegidative concessionsto private companiesit might result in lossesto the government,
the public and the sharehol ders who are outside the sphere of company’s management. Itis
appropriate to note at this point that much of the burgeoning laws and regulations apply
equally and invariably to private companies as well as to public companies. There are
considerable number of protections aiming towards shareholders. Only those provisions
that are found to be irrelevant and inappropriate in regard to private companies should be
dispensed with. Certainly the encouragement of new businesses is an important aspect of
current governmental economic policy and private companies as business vehicles provide
the most advantageous machinery for agreat many small entrepreneurs.

The draft Act needsto concentrate on providing alegal framework that promotes economic
efficiency. People might be discouraged from creating new companiesif they feel that the
law governing them is unsatisfactory.

5 InEnglish Law private companiesarerel eased from the statutory requirement of filing copiesof annual financial
statements with the Registrar of Companies. Thus companies were permitted to keep their financia affairs
secret in the same way as sole traders and partnerships.

167



Aspects of fifty years of Law, Justice & Governancein Si Lanka

Section 55 of the present CompaniesAct of 1982 provides that acompany may not provide
anyonewith financial assistancefor the purchase of itsown shares. Thisisalong established
principlein English Law and has been given statutory authority since the CompaniesAct of
1929 and retained in subsequent legislation until 1981.

The reason for this prohibition is that it may constitute a misuse of company funds and
threaten the assets of the company. As described by Denis K eenan:®

“ The prohibitionisto defeat the asset stripper who might, e.g. acquire sharesin
a company by means of a loan from a third party so that he came to control it
and oncein control could repay the loan from the company’s funds and then sell
off it's assets | eaving the company to go into liquidation with no assets to meet
the claims of creditors.”

However the proviso to the above section permits such grants where: (1) companies which
in their ordinary course of business lend money for various purposes; and (2) providing
money to employees of the company to purchase fully paid shares.

There has been some doubt under English Law whether it was worth retaining these
prohibitions, because some legitimate commercia transactions also were threatened by
illegality by virtue of thisrule. 1t wasalso realized that thisrule was stricter in English Law
than in other jurisdictions such asin the United States and Canada.’

Section 74D of the proposed draft, while prohibiting the providing of financia assistance,
hasrelaxed the law in the following situations and acompany may give financial assistance

& Smith and Keenan's Company law for students, 10" edition at page 148.

" InEnglish Law there are two important statutory exceptionsto the general prohibition on the giving of financial
assistance. Thislaw iscontained in sections 151-158 and is designed to bring UK companiesin linewith United
States and other continental companies. The first exception appliesto both public and private companiesand is
contained in section 153 of the CompaniesAct 1985 (UK). Thissection providesthat acompany isnot prohibited
from giving financial assistanceif it'sprincipal purposein giving that assistanceisnot to giveit for the purpose
of any such acquisition or the giving of the assistance for the purpose of the acquisition is but an incidental part
of somelarger purpose of the company. In either case, the assistance must be given in good faith in the interests
of the company. The second exception to the general prohibition on the giving of financial assistance appliesto
private companiesonly. By virtue of section 155 (1) of the CompaniesAct 1985 (UK), aprivate company isable
to give financial assistance of any kind subject to certain conditions and strict procedure spelt out in the Act.
Accordingly, aprivate company can give assistance in the same circumstances as a public company. In addition
as private companies are not affected by the principal purpose rule, they could provide assistance as the sole
purpose and object of a particular exercise, provided the assistance is given in good faith and in the interests of
the company (see section 155 to 158 of the CompaniesAct of 1985 (UK).
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for the purpose of or in connection with the acquisition of its own shares if the board has
previously resolved that:

a  giving the assistanceisin theinterest of the company;

b. thetermsand conditionsonwhichtheassistanceisgiven arefair and reasonable
to the company and to shareholders not receiving that assistance; and

c. immediately after giving the assistance, the company will satisfy the solvency
test.

Section 74E of the proposed draft further provides the transactions not prohibited by section
74D and this wording is identical with that of section 153 of the Companies Act of 1985
(UK), as discussed above. However, there is no distinction between a private and public
company as existsin English Law.

The most innovative change brought about by the new draft isthe provisionsin regard to the
concept of doctrine of ultra vires. In company law the general principle of the common law
was that a company which is incorporated for some specified objects, stated in its
Memorandum of A ssociation cannot do anything outside the powers specified in the objects
clause in the Memorandum. Pursuing an object which fell outside the scope of its object
clauseisultravires and void, devoid of all legal effects, incapable of ratification even by a
unanimous vote of the company’s members. This court ruling was very unpopular with the
commercial community, both the business community and the commercial enterprises asit
impeded the progress of commerce and isinconvenient and a hindrance to normal business
activities. Themost troublesome aspect istheinjusticeit can causeto third parties. If athird
party entersinto an ultra vires contract with acompany, that party cannot enforce it against
the company. If they have supplied goods or performed services under such acontract, they
cannot obtain payments, and if they have lent money, they cannot recover it. Thisresulted in
third parties incurring heavy losses. Section 3 of the Companies Act of 1982 required a
company to stateitsobjectivesin the Memorandum. Also the statutory requirement embodied
in section 4 makes the ultra vires doctrine still vital in Sri Lankan law. Section 13 of the
proposed draft provides that the Articles of Association may state the objectives of the
company. Thus, the persons forming acompany have the choice of including the objectives
of thecompany intheArticles. If theArticlesdo not have objectivesand expressrestrictions
or express prohibitions on the exercise of powers by the company, then the doctrine of ultra
vireswill have no application. On the other hand, if the company has objectives or express
restrictions etc., on the exercise of its powers, the company will still be capable of acting
beyond its constitutional powers. However, the traditional consequences will not flow, so
as to protect people who deal with companies from having their transactions repudiated.
The fact that acts are ultra vires will, however, still be important in internal disputesin the
company.
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Expressed briefly, the new provisions are aimed at preventing a plea of ultra vires from
having untoward resultsin disputes between the company and third parties. Put ssmply, the
company has full legal capacity. The proposed provision 17(2)(a) still permits the plea of
ultraviresto beraised in inter-company disputes. Thus, whilst the external effects of ultra
vires will be abolished, the internal aspects of the rule will remain. However, some of the
more important provisions set out in the English Companies Act 1989 following the
recommendations of Prentice Report, is untouched by the proposed draft and thusisnot in
conformity with the English law.®

In addition, ahigh degree of freedom has been left to companiesto draft their Memorandum
and Articles. When drafting the Articles, the position generaly is that the Articles confer
wide powerson the Board of Directorsand this can lead to adiminution of the powers of the
shareholders. Although thisisnecessary to enable companiesto operate more efficiently in
anincreasingly complex environment, it hasto be recognized that shareholdersand creditors
need further protection. Thus, the regulation of theinternal operation of companies should
be reflected in changes to company law.

The foregoing discussion dealt with some of the main features introduced by the proposed
draft. However, al the principles and novel features of the new draft are too numerous for
inclusioninthisarticle. Some of thesefeaturesinclude the minority buy out rights, minority
shareholder bringing aderivative action, the abolition of the doctrine of constructive notice,
the expansion of directors duties and their liabilities. The draft aims at giving greater
flexibility to companies and at the same time prescribes stricter normsinthefield of raising
capital, internal management, company accounts, audit and disclosures. This draft will
produce a highly controversial report and it appears to have made significant progress in
response to global competitive conditions. Although there are striking similarities in most
of the key features, the rules laid down in the proposed Act are different from the rules
relating to the same subject prevailing in England. The fact that the proposed Act is not
intended to be a servile copy of the English Act can be regarded as a welcome step in the
right direction because commercial law isnot an abstraction, it isatool for its users, whose
needswill vary from placeto place according to national practices, tradition and thelevel of
sophistication of its business and financial institutions.

To sum up, it isstill too early to make any judgment on the impact and effectiveness of the
proposed Act. These developmentswill undoubtedly improvethe positionin Sri Lankaand
can beregarded as afundamental step forward. However, thisBill hasbeenin storage for a
long time and it is uncertain when it will come into force.

8 Under section 322 A, transactions with the directors of the company or its holding company are voidable by the
company if they are ultra vires, and once again the contents of the objects clause will be relevant there.
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LAW ON PARTNERSHIPS

It is not the purpose of this section to embark on a detailed study of the creation, operation
and extinction of apartnership or to explorein greater detail the advantages and disadvantages
of the partnership organisation. However abrief study of the basic principlesin relation to
partnerships in modern times will be helpful in understanding the need for its regulation.

Partnerships are found in small as well as large businesses. It istrue that partnerships have
declined for anumber of reasonswith private companies taking over the commercial world
for small businesses. However a revival of partnerships have been witnessed in recent
times. They can be easily formed, the cost of forming a partnership isrelatively low and in
addition, they provide the freedom to operate on any terms which are agreed to by the
partners. The increased and inconvenient formalities and lesser flexibility associated with
the formation of registered companies have led small businesses to return to partnerships.
Hence their stability will be of great benefit to the economy in which they operate.

The Partnership Act 1890 (UK), section 1(1) defines *partnership’ in the following way:

“Partnership is the relation, which subsists between persons carrying on a
business in common with a view of profit.”

Like companies the history of partnership legislation in Sri Lanka also startswith section 3
of the Introduction of Civil Law Ordinance No. 5 of 1852 which provides that Law of
Englandisto beobserved inrelation to thelaw of partnership except when atered or modified
by express enactment.

Thefirst statute - the Partnership Ordinance No. 21 of 1866 - contained only seven provisions
introducing certain amendments to the law of partnership and became the law on 24"
December 1866. Prevention of Fraud Ordinance No. 7 of 1840 compelled the registration of
apartnership deed.

Section 18(c) of the Prevention of Fraud Ordinance provides.

“No (Promise) contract (bargain) or agreement unlessit beinwriting and signed
by the party making the same or by some per sonsthereto lawfully authorized by
himor her isinforce or avail inlaw... for establishing a partnership where the
capital exceeds Rs. 1000/-.”

The consequences of non-compliance with this section are the disability of the partnersand
of the firm to take legal action. In other words, if a partnership is established without a
written agreement wheretheinitial capital exceeds Rs. 1000/- apartner of such apartnership
cannot bring a suit to enforce aright arising out of that partnership.

171



Aspects of fifty years of Law, Justice & Governancein Si Lanka

However, thereisan exception provided by the sectionitself. Third partiesmay sue partners
or persons acting as such and offer in evidence circumstancesto prove a partnership existing
between such persons and parol testimony (oral evidence) may be given concerning
transactions by or the settlement of any account between partners. Thus, this restriction
does not equally apply inrelation to third parties when they seek to enforce rights against a
partnership; such action is maintainable even though it is in relation to a partnership
established without the requirementsin section 18(c) of the Prevention of Frauds Ordinance.

Thus, it is clear that the law relating to partnership prevailing in England shall continue to
bethelaw in Sri Lankaexcept for the provisions provided by Ordinance No. 21 of 1866 and
Ordinance No. 7 of 1840. These are the only statutesin force in Sri Lanka on partnership.
No statute on partnership has been enacted in Sri Lanka since independence and our law on
partnership is determined in accordance with the English Law for the time being. Hence, a
study of the law on partnership in Sri Lanka must be made with reference to the legal
position in England.

Although the concept of partnership has existed for several centuries, the partnership law as
we know it today originated in the English Common Law. The partnership law in England
is contained in the Partnership Act 1890.° There has been no amendment to the Partnership
Act of 1890 and thus the partnership law in UK has undergone very little change. Also, this
Act of 1890 was not intended to be a complete and self-contained code on the subject of
partnership. As a result, the law of contract, agency and equity and also the cases dating
beforethe Partnership Act are still important in certain circumstances such asthelaw relating
to the nature of partnership, dealings with third parties etc. Asthe Act had codified the case
law on partnership up to 1890, these cases are examples of what the Act was seeking to
achieve and presumably has achieved. Section 46 preserves all equitable and common law
rules applicable to partnerships where the partnership law has in fact devel oped except so
far as they are inconsistent with the express provisions of the Act. However, there are no
provisionsin theAct on administering partnership assetsin the event of death or bankruptcy
or in relation to goodwill.

The Act of 1890 does not however provide the answers to the most fundamental questions
in the areas of both common law and equity such astheliability of apartner to account for
his share of an unauthorized profit, the liability of partnersfor torts done by others, etc.

®  ThisAct has been the basis for anumber of Partnership Actsin Commonwealth countries.
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Geoffrey Morse, a specialist in this field, in his book entitled * Partnership Law’*° stated
that, “ by modern standardsthisAct isashort onewith short sections.” He further points out
when comparing the Act of 1890 with CompaniesAct 1985, it is like man and ape, though
they are cousinstherelationship issometimes difficult to imagine. Comparing the Partnership
Act of 1890 with the Companies Act 1985 the former differed from the latter in various
respects. For example, section 19 of the Partnership Act allowsapartner to give ora evidence
of a course of dealing the result of which could be to overturn the written terms. In other
words, the rights and duties of partners, contained in the partnership agreement can be
varied by their express or implied consent inferred from a course of dealing.

Partnerships are governed by either:

(@ thetermsof the particular partnership agreement or deed that hasbeen specifically
drafted for the purposes of the business; or

(b) if no Partnership Agreement has been drafted, the provisions of the Partnership
Act 1890.

TheAct does not say how a partnership must be established. However, it should be bornein
mind that if the parties have agreed to be partners, then they would be. According to the
definition persons who carry on a business in common with a view to profit are partners,
even if they have not expressly agreed to be. This means that a partnership, which is a
voluntary association, can be formed orally, in writing or inferred by the conduct of parties.
No formsor registrations are necessary to establish apartnership although awritten contract
may be desirable to clarify the relationship of the partners. A written contract can avoid
confusion, disputes and litigation later. The positionin Sri Lankais different. As explained
earlier, according to the Prevention of Fraud Ordinance, in certain circumstances the
partnership agreement hasto be in writing and the failure to adhere to this requirement may
result in partners being denied access to courts.

In the case of forming a company, there is a system known as incorporation or registration,
where certain documents must be lodged with the Registrar of Companies. On the contrary
inthe case of apartnership the partners can decide whether to adopt a partnership agreement
or not.

From theforegoing discussion it isevident that no formal agreement isnecessary to establish
apartnership and the merefact that two partners carry on businesstogether may be sufficient
toindicate that apartnership in fact exists. Indeed, apartnership may exist inlaw while the
parties concerned may be unaware that they are in fact partners. Although the intention to
form a partnership is necessary, it has been decided in a large number of cases that the
intention can beimplied by the conduct of the parties. In other words, there can be situations

10 (Third edition) on pages 3 and 4.
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where persons are engaged in some form of ajoint business activity without realising that
they have, in law, entered into a partnership and that they may incur unexpected liabilities
and duties. Thus, the question is how can apartnership be established. Thedefinitioninthe
Partnership Act contains three elements:

(@ that there are two or more people;

(b) carrying on (which implies some degree of continuity) a ‘business (which is
defined by section 45 of the Partnership Act to include every *trade, occupation
or profession’ and section 1(2) of the Partnership Act excludes companies);

(c) withaview of making a profit.

Also apartnership may arisein law, by the operation of the principle of ‘ estoppel.’ Thusif a
person holds himself out or allows himself to be held out as a partner, he may incur the
liabilities of a partner.

Black’s Law Dictionary,* defines a partnership as:

“ A voluntary contract between two or more competent persons to place their
money, effects, labour, and skill or some or all of themin lawful commerce or
business, with the understanding that there shall be proportional profits and
losses between them.”

This indicates that problems may arise in a partnership where infants, insane persons, or
those under other legal disabilities desire to become partners. The capacity to enter into a
partnership is governed by the ordinary law of contract.

Under English partnership law the firm does not have separate legal recognition. As Farewell
CJ remarked in Sadler v. Whiteman'?

“In English Law a firm as such has no existence; partners carry on business
both as principalsand agentsfor each other within the scope of the partnership
business; the firm name is a mere statement, not a legal entity, although for
convenience... it may be used for the sake of suing and being sued. It is not
correct to say that a firm carries on a business; the members of a firm carry
on business under the name or style of the firm.”

© (4" edition).
2 (1910) 1 KB 868 at 839 CA.
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In this respect partnerships are clearly distinguishable from companies, and the latter has
always been recognized as an entity, separate and distinct from its composite members.
However, in some other jurisdictions such asthe USA and Scotland, afirmisalegal person
distinct fromits partners. In essence, intermsof status, it lies midway between the English
firm and a corporate body; it is a ‘quasi—corporation’ possessing many, but not al the
privileges which the law confers upon aduly constituted company.

In general, each partner is personally responsible for the liabilities of the firm. If the assets
of the partnership areinadequate to pay the creditorsthe personal assetsof individua partners
may be sequestrated to satisfy their obligations. Thiselement of unlimited liability imposes
an unwelcome burden on a partner who enjoys substantially greater personal wealth than
the other partners.

TheAct of 1890 does not provide the answers to the most fundamental questions posed in
the modern context. Moreover, thisAct isnow over 100 yearsold and in most respectsisnot
appropriate for modern conditions and to respond to the demands of agrowing and complex
economy. The constraints of the Act were not seen particularly significant in the early part
of the 20" Century when partnerships generally operated on a smaller, localised scale.
However, with technological development, an increasing number of partnerships started
operating in various countriesirrespective of national boundaries. Inanincreasingly complex
environment, the above Act has ceased to be relevant. Thus, reform in this area has been a
long felt need eveninthe UK. However, reforminthe UK inthisregard has been piecemedl
and this has led to very unfortunate results.® Legidative tinkering here and there will not
create a satisfactory atmosphere for partnerships and will never achieve a high level of
popularity inbusinesscircles. Thelaw of partnerships needsto betotally restructured asthe
existing provisions are outdated and inadequate in the present context. Thusto clarify and
modernize the laws of partnership, the regulatory authorities may have to consider in toto
the present regulatory and legal framework in thisregard instead of introducing ad hoc and
piecemeal laws and regulations.**

13 BusinessNamesAct, regulating the use and disclosure of firm namesand the Insolvency Act 1986, as applied by
the Insolvent Partnerships Order 1994 concerning the insolvency of the firm and or the partners. Thus we must
find the laws relating to the partnerships from many sources.

14 USA and UK Legidatures have permitted the creation of abusinessform that offer taxation advantages similar
to partnerships, yet extend limited liability to the owners of the business. This forms the limited partnerships.
Business managers want an infusion of capital into abusinessyet are reluctant to surrender managerial control
to those contributing capital. Investorswish to contribute capital to a business and sharein its profits yet limit
their liability to the amount of their investment and be relieved of their obligation to manage the business. The
limited partnerships serve these needs. The limited partnerships have two classes of owners: general partners,
who contribute capital to the business, manageit, share profits and posses unlimited liability for its obligations;
and limited partners, who contribute capital and share profits, but possess no managerial powers and have
ligbility limited to their investmentsin the business.
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LAW RELATING TO SECURITIES

Stock exchange laws are also widely regarded as an important economic and confidence
indicator which, in turn, affect business expectations and certainty. An understanding of the
laws with respect to securitiesin Sri Lankaisthereforefundamental. Thefirstlegislationin
Sri Lankato regulate securities is the Securities Council Act No. 36 of 1987. Prior to this,
securitieswere governed by the provisions of the Sri Lankan CompaniesAct of 1982. Since
then there has been only one amendment to the securitiesexchangelaw, i.e. Securities Council
(Amendment) Act No. 26 of 1991.

In our country the mgority of the population isfar from affluent. Therefore, it isnecessary
to protect them from misrepresentations and abusive stock market practices such as price
manipulation. The stock market practices should be designed to acquaint investors (give
potential investors sufficient information so that they can make intelligent investment
decisions) with the laws designed to protect them. A clear understanding of security
regulations is essential if managers of these markets are to avoid liability, both civil and
criminal. Registration requires the disclosure of relevant information so that investors can
appraise the merits of a security. To that end, investors must be given a prospectus which
contains the necessary information. The Act prohibits false and misleading statements and
givesinvestorstheright to suefor any lossesincurred. However, whereasin other jurisdictions
these provisionsrelating to disclosure are duly enforced, in Sri Lanka, there has never been
areported case where these provisions have been applied.

Financial flows are being increasingly mediated through the capital market. In contrast to
the rapid expansion of the securities market our law reflects some deep-rooted structural
weaknessesin theregulatory framework. The government must identify theinherent problems
affecting the securities market. Our legidlation is not sufficiently effective in coping with
abuses such as insider trading and market manipulation. The law should be amended far
more comprehensively for ensuring fairnessin securitiestransactions. Reforms should, inter
alia, includ definitions of securities (including bills of exchange and promissory notes), the
improvement of the disclosure system, proper implementation of provisionsrelating toinsider
trading, provisions covering fraudulent and unfair acts and an increase in penalties.

LAW ON BANKING

Banks and financial institutions which form our financial system perform an important
business function by offering various services such as deposit taking, lending and exchange
servicesto the people of thiscountry. Thus, the role such institutions play in our economic
systemisimportant. Mgjor changes have been effected in the banking sector both at national
and international levels. Numerous commercial banks and their branches have appeared on
the scene. New financial services and instruments such as el ectronic banking, tele banking,

176



Commercial Law

ATMs, SWIFT systems, issue and use of credit cards etc. have emerged and the paper based
payment system has been substituted substantially by electronic fund transfers. Technology
has been a major driving force of the changes in the banking sector all over the world.
Information technology makes financial functions better and faster by providing improved
data collection, calculation etc.

Thelaw pertaining to banking has been growing fast. Over the yearsthere hasbeen adramatic
boom in banking activities. There has been a significant growth in banking and financial
servicesin Sri Lankaaswell. Changes and growth in this sector have given riseto an urgent
need to review and reform the law and regulatory framework relating to banking and the
financial sector. However sincethe daysof independence, unlikein many countries, legidative
intervention in the banking sector has beenrarein Sri Lanka, asisthe casein other areas of
commercia law.

The Civil Law Ordinance No. 5 of 1852 introduced into Sri Lankathe English Law relating
to banking. The Civil Law Ordinance of 1852 was succeeded by Ordinance No. 22 of 1866
which confirmed the introduction of English Law of Banking to Sri Lanka. Although the
law relating to banking in Sri Lankais mainly based on English Law, there are a number of
Acts that are applicable to banks. These are too numerous to consider here and only the
salient features of the most important statutes will be discussed. The Bills of Exchange
Ordinance No. 25 wasenacted in 1927. It wasin most respects modelled on the British Bills
of Exchange Act (1882) which codified the law relating to cheques and other bills of
exchange.

The Debt Recovery (Specia Provision) Act No. 2 of 1990 asamended by Act No. 9 of 1994
providesfor the recovery of debts. However loans are restricted to sums over one hundred
and fifty thousand rupees (150,000/-). Itisnecessary to widentheambit of the Debt Recovery
Laws and remove legal obstaclesin this regard. Providing loan facilities to the public and
private sector is an important function of banks. Banks will be enthused to provide credit
but their foremost concern would be their recovery. The major drawback in our banking
system isthe risk and uncertainty associated with recovery of loans. Thishasresulted in a
significant reduction in extending credit to people and has had a serious effect on the economy
which by no meansis healthy. The safety of their funds should be the primary concern of
banksasonly financially viable banks can servetheir clientsefficiently. Thus, it isessential
to provide facilities which enable banks to approach civil courts for recovery of their dues
speedily and expeditiously and thisin turn will help the banks to expand their lending.

Although there are several statutes implemented on arelatively informal basis there is no
comprehensive legidlation on banking which can improve the banking system as awhole.
There is no doubt that legislative changes and fundamental reforms of banking laws are
necessary in order to encourage the efficiency and stability aswell asto improve the quality
of banking institutionsin an effort to ensure their smooth functioning. With therapid growth
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in international trade and capital inflows, the need for a successfully functioning and
efficiently operating banking systemiseven greater. New avenueswill haveto be explored
and at the sametimetraditional banking practiceswill haveto be adapted to meet the modern
needs. With the globalization of financial businesses, it is now vital that financial systems
worksin an orderly, efficient and effective manner.

Outdated technology is a so a serious drawback asthe trend acrosstheworld isfor banksto
move away from traditional banking functions. In order to bring our banking system to
international standards, and to provide awide range of banking servicesin an efficient and
profitable manner, the utilization of new technology is necessary. Also these modern
technological tools will be much cheaper and far more powerful than existing outdated
technology. Therefore, it is necessary to identify the weaknesses and drawbacks which our
banking sector issuffering from. It isclear that the existing laws on banking have proved to
be insufficient for the changing financia environment. Accordingly, far reaching banking
sector reforms should be implemented to meet future challenges. Overcoming this serious
deficiency is an urgent issue that must be constructively addressed.

When considering the new legislative framework, it is necessary to take into account the
protection of depositors and the maintenance of an orderly credit system. It isappropriate to
abolish the present banking law altogether and introduce reformsto provide the necessary
framework for banking institutions to contribute to the economic growth in a better way.
Thusin order to provide aproper legal and regulatory framework for banking and financial
instrument it isnecessary to review and reform the existing legis ations such as The Banking
Act of 1988, The Monetary Law Act of 1949, Recovery of Loans by Banks (Specia
Provisions) Act of 1990, The Bills of Exchange Ordinance of 1927, Exchange Control Act
of 1953. Also it isvital that our banking system is made compatible with those overseas so
that the system is easily accessible to both domestic and foreign banking institutions.

ELECTRONIC COMMERCE

Electronic Commerceisastrategy in the new erawhich usestechnology to manage business
and commerce in a professional manner. It has become an essential feature of the new
global economy and plays a very important role in the 21% century. It has opened up new
vistas for business and has changed the way business and commerce are conducted. Also
novel systems and methods have been devel oped to achieve business objectives. Although
information technology and businesswas not so closely related before, with the devel opment
of e-commerce, anew dimension of trade and commerce hasemerged. Electronic commerce
has begun to transform business and commerce in many fundamental ways and enables
whole new ways of satisfying the needs of businessmen and customers in various stages
such as advertising, searching, ordering, payment and delivery. With the globalization of
the market place there are continuous changesin the market, the market place can be entered
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from any where, which can takeitsusersany where. Diverserange of productsand services
are traded through the internet.

The benefits of e-commerce such as the reduction of paper work, increased efficiency and
competitiveness, cost savings etc. are so compelling, that the need to use information and
communication technologies for business and commerce is increasingly felt. To take
advantage of avenues in technology and to compete effectively in the rapidly changing
domestic and international market place the number of existing businesses, banks companies
etc. are using e-commerce tools to redesign their traditional process and to restructure and
to reorganize them selves.

The last two decades have seen a spurt in the growth of the use of e-commerce within Sri
Lanka. Businesscommunity within Sri Lankausetheinternet and e-commercein promoting
and expanding their activitiesthrough new and cost effective methodswhich hasresulted in
enhanceing the growth of their businesses. Most Sri Lankan business organi zations operate
at entirely new levels of effectiveness in finding and interacting with customers,
communicating with trading partners, developing new products and markets, carrying out
their trade transactions, both domestic and international etc., by means of electronic data
interchange and other means of communications which in turn has created new jobs and
new careers. The technology also creates new opportunities for crimes,

Other than the Evidence (Special Provisions) Act No. 14 introduced in 1995, there are no
information technology or e-commerce laws in the country yet. Many countries such as
England, Australia, Singapore, Malaysiahave enacted cyber legislations. Thereisaconcern
in many other jurisdictionsin providing astrong legal framework to facilitate e-commerce.

As the electronic documents substitutes paper documents with digital methods of
authentication instead of the traditional signatures, these el ectronic documents should have
alegally binding effect. Also issues relating to security of transactions, confidentiality of
messages and integrity of data etc. should be addressed when making a legal framework.
Thus there is an urgent need for clear policies, rules and principles and a framework that
will encourage the use of new technology while protecting the public safety and national
security.

Electronic commerce has brought a new dimension to commercial law. With the rapid
expansion of the internet and e-commerce the right commercial and legal environment is
crucial. Inorder to understand and to apply the tools of e-commerce effectively and to find
solutions for our society, measures are required to establish a suitable legal environment.
People involved in business and commerce need an environment in which business
transactions can be el ectronically conducted safely and securely. This callsfor fundamental
changes in the legal, commercial and economic framework in Sri Lanka. The role of the
government isto provide astrong legal framework for e-commerce, ensuring that domestic
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and international trade, privacy problems, intellectual property issues such as patents'y,
copy rights etc., prevention of frauds, consumer protection etc. are all addressed properly.

Electronic Banking

The rapid changes made in the sphere of information technology plays amajor role in the
field of banking and finance aswell. Thesetechnological changesimprovesthe operational
efficiency and strategic effectiveness of the banking industry in the changing environment
arisen due to process and influence of globalization, financial liberalization etc. The banks
worldwide are pursuing electronic banking with vigor.

Many banks in Sri Lanka with the new development of information technology activities,
have been exposed to fundamental changesduring last two decades. They have successfully
implemented massive restructuring programs to revamp and re-oriente their banking and
financial systems. Heavy investments are made in computerization and in up grading of
systems. Using this modern technology our banks are keen to introduce their innovative
products and services to their customers to satisfy their new demands and expectations.
Majority of bank transactions are being conducted electronically and electronic settlement
of paymentsiswell established.

Although electronic banking has spread out vastly in the Sri Lankan banking industry and
many banks today are adapting rapidly to the electronic banking environment, Sri Lanka
does not have any laws regulating electronic banking. Thusthelegal regimeisan essential
to accept the electronic fund transfer system and to regulate the electronic environment in
banking.

LAW ONARBITRATION

Disputes are inevitable whether in business or in every day life. What is important is the
existence of asuccessful and effective process of resolving those disputes with an adequate
method of obtaining relief. The commercial community, facing an increase in clams in
their commercial activity and transactions, need to make sure that there exist waysto resolve
their disputeswithout jeopardizing their businesses. Arbitrationisan important and attractive
method of dispute resolution and is an alternative to judicial resolution.

It isauniversally accepted view that litigants are always losers. Prior to the enactment of
the Arbitration Act No. 11 of 1995, our legal system preferred litigation over arbitration as
ameans of resolving disputes. However, litigation is often time consuming and expensive.
Business people arefed up with the cost, delay, stressand therisk of litigation. The business
may not recover from the prospect of litigation which may spell afinancial disaster for it.
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Arbitration is the process that can be utilized by the partiesto a dispute as an alternative to
litigation in a speedy, flexible, efficient and economical way. This saveslitigation cost and
the time that have to be spent in resolving disputes. The goal of arbitration isto obtain a
quick resolution of the dispute.

In arbitration, disputing parties submit their dispute to aneutral and impartial third party or
to apanel of arbitrators under an agreement called the compromise. The arbitrator listensto
the opposing parties to the dispute and renders the decision. The arbitral award is final,
binding and enforceable in a court of law, and has the general effect of excluding the
jurisdiction of the courtson the matter referred to arbitration. The Sri Lankan law on arbitration
permits an appeal of an award only on the most limited grounds embodied in section 32 of
the Act. Asapractice, alaw court will amost never overturn an arbitral award unless the
award is against the public policy of Sri Lanka.

The modern trend clearly favours arbitration for commercia disputes and has been widely
accepted as the best method to resolve such disputes. A number of arbitration cases arise
from disputing parties agreeing to arbitrate, not litigate. Partiesto acontract, who anticipate
possible disputes and wish to avoid the expenses associated with the litigation process can
agreeto settletheir disputesthrough arbitration. Thus, they insert abinding arbitration clause
intheir commercial contractsto resolve disputes. In the present context arbitration hasbecome
very important in resolving commercial disputes, asin major projects, asit isneither feasible
nor practical to litigate each dispute that arises. Asexplained earlier, the basic advantages of
arbitration are speed, low cost, informality and the prospect of a decision by a person with
knowledge and experience in business affairs which can preserve business relationships
that are usually destroyed in the acrimony of litigation. Arbitration may satisfactorily resolve
adisputein afair and dignified manner and permit the business to continue avoiding delay,
costs, and other risks associated with litigation.

As the foregoing discussion noted, Sri Lanka has given the highest priority to attracting
foreign investments. It isnecessary for Sri Lankato have an appropriate and feasible legal
framework capable of resolving commercial disputes. It is equally important to provide a
similar framework for the settlement of investment disputes, both state-state mechanisms
and investor-state mechanisms which provide an expeditious, cheap and just means of
resolving disputesin an effort to encourage investment.

Thereisno doubt that the provisions contained in the Sri LankaArbitration Act are designed

to provide amechanism to achieve ajust, fair and equitable award which will be acceptable
to the parties to the dispute.
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CONCLUDING COMMENTS

There are various issues which are yet to be addressed in the proposed Companies Bill and
further improvement are needed; for example, relaxing some of therigid requirementsrelating
to private companies, which will lead to agreater increasein the number of such companies.
It is hoped that this Bill will be enacted soon without waiting for the positive features to
become outdated.

It was evident that the English Partnership Act does not purport to be acomprehensive code
covering all aspects of partnership law. Rather, the statute must be read in conjunction with
case law, which gives the legislation a greater meaning. Moreover, it is unclear to what
extent the English Law on partnership is still in force.

A further matter for concern relatesto the lack of adequate regulation and supervision of the
stock exchanges and securities markets. Thisis an important consideration for large scale
businesses, asincreased investor confidence through more effective protection of investors
leads to more funds being available to large companies. Many developments have taken
place in England and other jurisdictions which have a bearing on Sri Lankan law. Our law
must respond to these developments.

Some of the existing laws on banking which were designed for the domestic sphere have
becomeinsufficient to cope with newly emerging problems. Changes have taken placefrom
time to time, both nationally and internationally. It is appropriate to make legislative
amendments to these existing laws or enact new laws where necessary in order to
accommodate new financial products and electronic technology, which are playing an
increasigly important role in this sector.

The foregoing review highlighted that the general business environment in this country is
not favourable for commercial transactions. There are many disturbing elements such as
lack of certainty, extremely varied and complex lawswhich hinder foreign investments and
create a magjor setback to economic growth. Overcoming these serious deficiencies is an
issue that must be urgently addressed. This process will not be ssmple and problems will
inevitably arise. Looking at the experience of other countrieswould berelevant here. Prudent
safeguards, the removal of existing obstacles, generating new attitudes and practices and
sound commercial principles are of paramount importance.

It is generally regarded that the political and economic climate for foreign investmentsin
Sri Lanka is sound and that the future prospects for foreign investments are encouraging.
Thus investor confidence should be strengthened by the changes in the legal sphere.
Government has recognized the need to addressthe aboveissues. Commercial Law Reform
Project of the Ministry of Justice, funded by the World Bank, have appointed a technical
group to provide expert resources required for the implementation of an appropriate
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commercial law reform programme. Following are the areas which legal reforms and
legislative changes are envisaged by the technical group in order to facilitate private sector
led economic growth in Sri Lanka:

(i) Sdeof goods;

(i)  Partnership Law;

(i) Financial instruments and services,

(iv)  Product liability and Consumer Protection; and

(v)  Information Technology Law

Furthermore, it has become evident to the technical group, the necessity to amend some
other laws, such asthe Intellectual Property Law.

Much will depend on the success of these reforms and the necessary amendments to
commercial law are awaited with interest.
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