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PAPER b BUSINESS LAWS AND ETHICS

Syllabus Structure:

The syllabus in this paper comprises the following topics and study weightage:

Module No. Module Description

Section A: Commercial Laws

1 Introduction to Law and Legal System in India 5%
2 Indian Contracts Act, 1872 10%
3 Sale of Goods Act, 1930 5%
4 Negotiable Instruments Act, 1881 5%
5 Indian Partnership Act, 1932 5%
6 Limited Liability Partnership Act, 2008
7 Factories Act, 1948
8 Payment of Gratuity Act, 1972 10%
Employees Provident Fund and Miscellaneous Provisions Act, 1952
10 Employees State Insurance Act, 1948
11 The Code on Wages, 2019 5%
T Secdon C: CorporateLaws_____|__a0% |
12 Companies Act, 2013 40%

_ Section D: Business Ethics

13 Business Ethics and Emotional Intelligence 15%




Learning Environment

Subject Title | BUSINESS LAWS & ETHICS

Subject Code | BLE

Paper No. 05

Course The subject deals with four core components namely business laws, industrial laws, corporate laws and

Description ethics. Accordingly, it covers various commercial laws that govern business transactions and settlement
procedures in entities and internal management in partnership organisations. It provides a wholistic view
of various industrial laws having significant impact on business operations and decisions on employee
compensation and work environment. The subject also offers a detailed understanding of legislation
governing formation of a company, role of directors, operation and financial control as well as shareholders’
rights. Finally, it introduces the concept of ethics and emotional intelligence and explains how they can
complement laws in ensuring legitimate as well as responsible business dealings.

CMA Course | 1. Interpret and appreciate emerging national and global concerns affecting organizations and be in a state

Learning of readiness for business management.

Objectives ) ) ) ) ) )

(CMLOs) a. Identify emerging national and global forces responsible for enhanced/varied business challenges.

b. Assess how far these forces pose threats to the status-quo and creating new opportunities.
c. Find out ways and means to convert challenges into opportunities

2. Acquire skill sets for critical thinking, analyses and evaluations, comprehension, syntheses, and
applications for optimization of sustainable goals.

a. Be equipped with the appropriate tools for analyses of business risks and hurdles.

b. Learn to apply tools and systems for evaluation of decision alternatives with a 360-degree
approach.

c. Develop solutions through critical thinking to optimize sustainable goals.

3. Develop an understanding of strategic, financial, cost and risk-enabled performance management in a
dynamic business environment.

a. Study the impacts of dynamic business environment on existing business strategies.

b. Learn to adopt, adapt and innovate financial, cost and operating strategies to cope up with the
dynamic business environment.

c. Come up with strategies and tactics that create sustainable competitive advantages.

4. Learn to design the optimal approach for management of legal, institutional, regulatory and ESG
frameworks, stakeholders’ dynamics; monitoring, control, and reporting with application-oriented
knowledge.

a. Develop an understanding of the legal, institutional and regulatory and ESG frameworks within
which a firm operates.

b. Learn to articulate optimal responses to the changes in the above frameworks.

c. Appreciate stakeholders’ dynamics and expectations, and develop appropriate reporting
mechanisms to address their concerns.




5. Prepare to adopt an integrated cross functional approach for decision management and execution with
cost leadership, optimized value creations and deliveries.
a. Acquire knowledge of cross functional tools for decision management.
b. Take an industry specific approach towards cost optimization, and control to achieve sustainable
cost leadership.
c. Attain exclusive knowledge of data science and engineering to analyze and create value.
Subject 1. To obtain application-oriented knowledge of certain commercial laws that define and design business
Learning transactions, guides the settlement procedure through negotiable instruments. (CMLO 4 a, b)
Objectives
[SLOB(s)] 2. To gain detail knowledge of formation and management of partnership organisations including LLPs.
(CMLO 4 a,c)
3. To gain an insight into various industrial laws that have significant bearing on an organisation’s effort
to ensure a fair compensation and work environment to the employees. (CMLO 4 a, b)
4. To obtain in-depth knowledge about corporate legislations governing operational and financial
considerations and the role and responsibilities of directors in this context. (CMLO 4 a, c)
5. To comprehend the dynamic complementary role of ethics in business decisions taken in a regulated
environment. (CMLO 2c¢ and 4c)
Subject 1. To obtain application-oriented knowledge of certain commercial laws that define and design business
Learning transactions, guides the settlement procedure through negotiable instruments. (CMLO 4 a, b)
Outcome
[SLOC(s)] 2. To gain detail knowledge of formation and management of partnership organisations including LLPs.
and (CMLO 4 a, c)
gﬁ.ﬁlli‘g;n 3. To gain an insight into various industrial laws that have significant bearing on an organisation’s effort
il | to ensure a fair compensation and work environment to the employees. (CMLO 4 a, b)
4. To obtain in-depth knowledge about corporate legislations governing operational and financial
considerations and the role and responsibilities of directors in this context. (CMLO 4 a, c)
5. To comprehend the dynamic complementary role of ethics in business decisions taken in a regulated
environment. (CMLO 2c and 4c)
Subject SLOCs:
Learning . . . . .
Outcome 1. Students will be able to ensure adherence to legal requirements relating to business transactions
[SLOC(s)] including settlements.
and 2. They will be able to identify the requirements of compliance with the maintainable work standards and
Application minimum compensation norms.
Skill [APS] . . . . .
3. They will become competent enough to comply with corporate legislations relating to operational and
financial control.
4. They will be able to guide management in identifying the ethical issues that may emerge in response
to a business decision.
APS

1.

Students will develop necessary skills to independently identify requirements for compliance, assist
management in conducting legally sustainable operations and prepare various compliance reports to
identify lapses in adhering to various statutes.




Subject Learning | SLOCs:
Outcome (SLOC)

and Application

Skill (APS) Act, 1872

settlement

1) Students will gain understanding about special contracts and their validity under Indian Contract

2) Students will be able to identify valid contracts and apply laws to fact situations for dispute

Module wise Mapping of SLOB(s)

Module
No.

Topics and

Sub-topics

Additional Resources (Research
articles, case studies, blogs)

SLOB Mapped

Section A: Commercial Laws
1 Introduction to Law and http://www.barcouncilofindia.org/ To obtain an in-depth understanding of
Legal System in India about/about-the-legal-profession/ various commercial laws that define and
legal-education-in-the-united-kingdom/ | design business transactions, guides the
2 Indian Contracts Act, 1872 | https://legislative.gov.in/sites/default/ settlement procedure through negotiable
files/A1872-09.pdf instruments.
3 Sale of Goods Act, 1930 https://legislative.gov.in/sites/default/
files/A1930-3_0.pdf
4 Negotiable Instruments https://legislative.gov.in/sites/default/
Act, 1881 files/A1881-26.pdf
5 Indian Partnership Act, https://www.mca.gov.in/Ministry/ To gain detail knowledge of formation
1932 actsbills/pdf/Partnership_Act 1932.pdf | and management of partnership
6 Limited Liability https://www.mca.gov.in/content/mca/ organisations including LLPs
Partnership Act, 2008 global/en/acts-rules/llp-act-2008.html
Section B: Industrial Laws
7 Factories Act, 1948 https://labour.gov.in/sites/default/files/ | To gain an insight into various industrial
Factories_Act_1948.pdf laws that have significant bearing on
8 Payment of Gratuity https://clc.gov.in/clc/sites/default/files/ | an organisation’s effort to ensure a fair
Act, 1972 PaymentofGratuity Act.pdf compensation and work environment to
9 Employees https://www.epfindia.gov.in/site_docs/ | the employees.
Provident Fund PDFs/Downloads PDFs/EPFScheme.
and Miscellaneous pdf
Provisions Act, 1952
10 Employees State https:/labour.gov.in/sites/default/files/
Insurance Act, 1948 TheEmployeesAct1948 0.pdf
11 The Code on Wages, https://www.indiacode.nic.in/
2019 handle/123456789/15793?view
type=browse&sam
handle=123456789/1362




Section C: Corporate Laws

12 Companies Act, 2013 https://www.mca.gov.in/content/mca/ | To obtain in-depth knowledge about
global/en/acts-rules/ebooks.html corporate legislations governing
operational and financial considerations
and the role and responsibilities of

directors in this context.

Section D: Business Ethics

13 Business Ethics and https://link.springer.com/article/10.1007/ | To comprehend the dynamic
Emotional Intelligence s10551-011-1158-5 complementary role of ethics in

business decisions taken in a regulated

environment.




bontents as per Syllabus

SECTION A: COMMERCIAL LAWS 01 - 236
Module 1. Introduction to Law and Legal System in India 01-30
1.1 Introduction to The Constitution of India
1.2 Fundamental Rights
1.3 Sources of Law
1.4 Primary and Subordinate Legislations
1.5 Legislatives Processes in India

1.6 Legal Methods including Judicial Alternative Dispute Resolution (ADR) Process
in India

1.7 Legal Terminology and Maxims

Module 2. Indian Contracts Act, 1872 31-92
2.1 Essential Elements of a Contract, Offer and Acceptance

2.2 Void and Voidable Agreements

2.3 Consideration

2.4 Legality of Object

2.5 E-Contracts - Essential Requirements for Enforceability
2.6 Constraints to Enforce Contractual Obligations

2.7 Quasi-Contracts, Contingent Contracts, Termination or Discharge of Contracts
2.8 Assignment of Contractual Rights and Obligations

2.9 Representations and Warranties

2.10 Impossibility and Force Majeure

2.11 Termination by Novation

2.12 Tender procedure of Government Contract

2.13 Special Contracts - Indemnity and Guarantee; Bailment and Pledge, Laws of
Agency
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Module 3. Sale of Goods Act, 1930

3.1 Essential Conditions of a Contract of Sale

3.2 Transfer of Ownership

3.3 Conditions and Warranties

3.4 Performance of the Contract of Sale

3.5 Rights of Unpaid Seller
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4.2 Crossing, Endorsement and Material Alteration
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4.4 Rights and Liabilities of Parties
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6.2 Dissolution
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Module 7. Factories Act, 1948
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SECTION C: CORPORATE LAWS 335 -468
Module 12. Companies Act, 2013 337 - 468

12.1 Company Types, Promotion, Formation and Related Procedures (Sec 1 to
Sec 122 of Companies Act, 2013)

12.2 Director - Role, Responsibilities, Qualification, Disqualification, Appointment,
Retirement, Resignation, Removal, Remuneration and Powers, Directors
Identification Number

12.3 Operational and Financial Control

12.4 Internal Financial Control for Financial Reporting (Section 134,143 and 177)
12.5 Rights of Shareholders

12.6 Key Managerial Personnel

SECTION D: BUSINESS ETHICS 469 - 496
Module 13. Business Ethics and Emotional Intelligence 471 - 496
13.1 Ethics — Meaning, Importance and Nature

13.2 The “Seven Principles of Public Life” — Selflessness, Integrity, Objectivity,
Accountability, Openness, Honesty and Leadership

13.3 The Relationship between Ethics and Law
13.4 Business Ethics and its Relevance to Business
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13.7 Internal Code of Ethics
13.8 Ethics in Business Dealings
13.9 Case Study on Business Ethics

13.10 Emotional Intelligence (Concept and Importance)



SECTION - A
COMMERGIAL LAWS






Introduction to Law and

Legal System in India

ﬂ‘his Module includes - \

1.1 Introduction to The Constitution of India
1.2 Fundamental Rights

1.3 Sources of Law

1.4 Primary and Subordinate Legislations
1.5 Legislatives Processes in India

1.6 Legal Methods including Judicial Alternative Dispute Resolution (ADR)

Process in India

k 1.7 Legal Terminology and Maxims /
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Introduction to Law and Legal System in India

SLOB Mapped against the Module

To develop an understanding about the different legal maxims and terminologies,
constitution of India and its related features.

/

Module Learning Objectives: \
After studying this module, the students will be able to -

A To acquire knowledge of the various provisions dealing with fundamental
rights, sources of law, legislative process in India and legal methods of dispute
resolution.

A To develop an understanding about the different legal maxims and
terminologies, constitution of India and its related features.

o J
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ntroduction to The Constitution 1
of India |

he Indian Constitution is the lengthiest written Constitution which has a blend of rigidity and flexibility
and has a federal system with unitary features. It mentions about the parliamentary form of Government
and lays down that India shall have an independent judiciary. The constitution further provides for
emergency provision structure and has many features that help in governance of our country.

Preamble:- The preamble to the constitution was adopted by constituent assembly and it reads as follows:

WE, THE PEOPLE OF INDIA, having solemnly resolved to constitute India into a SOVEREIGN SOCIALIST
SECULAR DEMOCRATIC REPUBLIC and to secure to all its citizens:

JUSTICE, social, economic and political;

LIBERTY of thought, expression, belief, faith and worship;

EQUALITY of status and of opportunity; and to promote among them all

FRATERNITY assuring the dignity of the individual and the unity and integrity of the Nation;

IN OUR CONSTITUENT ASSEMBLY this twenty-sixth day of November, 1949, do HEREBY ADOPT,
ENACT AND GIVE TO OURSELVES THIS CONSTITUTION.

Purpose of the Preamble:- The preamble to the constitution is a key to open the minds of the makers and shows
the general purpose for which they made the several provisions in the constitution. Preamble serves the following
purposes:

1. It discloses the source of the constitution.
2. It lays down the date of the commencement of the constitution.

3. It set out the rights and freedoms which the people of India wished to secure for themselves. 4. It declares
the nature of the government

In the case of Kesavananda Bharti vs. State of Kerala, the Supreme Court has held that preamble is part of the
constitution. Preamble is of extreme importance and the constitution should be read and interpreted in the light
of grand and noble vision expressed in the preamble. However, the preamble is neither a source of power to
legislature nor creates a prohibition upon the powers of legislature. It is not enforceable in courts of law.
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Fundamental Rights .2

he aim of Fundamental Rights is that certain elementary rights such as right to life, liberty, freedom of
speech and freedom of faith and so on should be regarded as inviolable under all circumstances and
that the shifting majority in legislatures of the country should not have a free hand in interfering with
fundamental rights. Fundamental right is called the Magna Carta of India.

In E. P. Royappa v. State of Tamil Nadu the new concept of equality in the following words — “Equality is a
dynamic concept with many aspects and dimensions and it cannot be described, Cabined and confined” within
traditional limits from a positivistic point of view, equality is antithesis to arbitrariness.

In fact equality and arbitrariness are sworn enemies, one belongs to the rule of law in a republic while the other,
to the whim and caprice of an absolute monarch. Where an act is arbitrary, it is implicit in it that it is unequal
both according to political logic and constitutional law and is therefore violated of Article14. Exceptions to the
equality before law- Article 361 of the Constitution permits the following exceptions to this rule —

() The President or the Governor of a State shall not be answerable to any court.

(& No criminal proceeding whatsoever shall be instituted or continued against the President or a Governor in
any court during his term of office.

® No Civil Proceeding in which relief is claimed against the President or the Governor of a state shall be
instituted during his term of office in any Court in respect of any act done or purporting to be done by him
in his personal capacity.

Prohibition of discrimination on certain grounds

Article 15(1) provides that the state shall not discriminate against any citizen on grounds only of:-
(& Religion

(& Race

() Caste

© Sex

© Place of birth or

) Any of them

Article 15 (2) provides that:- No citizen shall be on above grounds, subject to any disability, liability, restriction
or condition with regard to:

a) access to shops, public restaurants, hotels and places of public entertainment; or
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Introduction to Law and Legal System in India

b) the use of wells, tanks, bathing ghats, roads and places of public resort maintained wholly or partly out of
State funds or dedicated to the use of the general public.

Exceptions:- Article 15 (3), (4) and (5) contain exceptions to the general principal laid down under Article 15
(1) and (2):-
Nothing in this article shall prevent the State from making any special provision for women and children.

Nothing in this article shall prevent the State from making any special provision for the advancement of any
socially and educationally backward classes of citizens or for the Scheduled Castes.

Nothing in this article shall prevent the State from making any special provision, by law, for the advancement
of any socially and educationally backward classes of citizens or for the Scheduled Castes or the Scheduled
Tribes in so far as such special provisions relate to their admission to educational institutions including private
educational institutions, whether aided or unaided by the State, other than the minority educational institution.

Article-16: Equality of opportunity in matters of public employment :-

© There shall be equality of opportunity for all citizens in matters relating to employment or appointment to
any office under the State.

(® No citizen shall, on grounds only of: religion, race, caste, sex, descent, place of birth, residence, or any of
them, be ineligible for, or discriminated against in respect of, any employment or office under the State.
Exceptions:-

®

Nothing in this article shall prevent Parliament from making any law prescribing, in regard to a class or
classes of employment or appointment to an office under the Government of, or any local or other authority
within, a State or Union territory, any requirement as to residence within that State or Union territory prior
to such employment or appointment.

(© Nothing in this article shall prevent the State from making any provision for the reservation of appointments
or posts in favour of any backward class of citizens which, in the opinion of the State, is not adequately
represented in the services under the State.

®

Nothing in this article shall prevent the State from making any provision for reservation in matters of
promotion, with consequential seniority, to any class or classes of posts in the services under the State
in favour of the Scheduled Castes and the Scheduled Tribes which, in the opinion of the State, are not
adequately represented in the services under the State.

(© Nothing in this article shall affect the operation of any law which provides that the incumbent of an office in
connection with the affairs of any religious or denominational institution or any member of the governing
body thereof shall be a person professing a particular religion or belonging to a particular denomination.

Abolition of Untouchability “Untouchability” is abolished and its practice in any form is forbidden. The
enforcement of any disability arising out of “Untouchability” shall be an offence punishable in accordance with
law. The term “Untouchability” is not defined under the Constitution. However, it refers to the social disabilities
imposed on certain class of person by reason of their birth in certain caste. However, it does not cover social
boycott of a few individuals.

Abolition of Titles:

® No title, not being a military or academic distinction, shall be conferred by the State.

®
® No citizen of India shall accept any title from any foreign State.
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Business Laws and Ethics

(© No person who is not a citizen of India shall, while he holds any office of profit or trust under the State,
accept without the consent of the President any title from any foreign State.

(& No person holding any office of profit or trust under the State shall, without the consent of the President,
accept any present, emolument, or office of any kind from or under any foreign State.

Right to Freedom Article 19 (1) defines six freedoms:-
a) Freedom of speech and expression
b) Freedom of Assembly
¢) Freedom to from Association
d) Freedom of Movement
e) Freedom to reside and to settle
f) Freedom of Profession, occupation, trade or business.
These six freedom are however not absolute, and subject to reasonable restrictions which are as follows:-
i. Security of the State
ii. Friendly relations with foreign states
iii. Public order
iv. Decency and Morality
v. Contempt of Court
vi. Defamation
vii. Incitement to an offence
viii. Sovereignty and Integrity of India

Meaning: 19 (1) (a)

©

s

In Prabhu Dutt vs. Union of India: Supreme Court held that right to know news and information about the
functioning of the Govt., is included in the freedom of Press.

© 1In Union of India vs. Association for Democratic Reforms: Supreme Court held that people have right to
know about the candidate before voting. Thus, the law preventing the Election Commission from asking
for a candidate’s wealth, Assets, liabilities education and other such information is invalid.

() In Tata Press Ltd. vs. M.T.N.L. the Supreme Court held that commercial speech (Advertisement) is a part
of freedom of speech and expression as per Article 19(1) (a).

®

In Union of India vs. Naveen Jindal, the Court held that “Flying National Flag” is fundamental Right under
Article 19(1) (a)

©®

Freedom of Silence — Right not to speak

®

In Bijoy Emmanuel vs. State of Kerala: Freedom not to sing the national anthem, but not to disrespect
it. Students belonging to the Apostle’s creed Christians did not sing the national anthem as their religion
prohibits glorification of anything else other than their God.
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Introduction to Law and Legal System in India

Article 20 lays down Protection in respect of conviction for offences:
Ex-post facto law:

No person shall be convicted of any offence except for violation of a law in force at the time of the commission
of the Act charged as an offence, nor be subjected to a penalty greater 8 than that which might have been inflicted
under the law in force at the time of the commission of the offence.

Double jeopardy:

No person shall be prosecuted and punished for the same offence more than once. The protection under this
clause is available only in proceedings before a court of law or a judicial tribunal. In other words, it is not
available in proceedings before departmental or administrative authorities.

Self -Incrimination:
No person accused of any offence shall be compelled to be a witness against himself.
It extends to both oral and documentary evidence.

Therefore, where a person is accused of an offence, if compelled to be a witness, then such compulsion should
not result in his giving evidence against himself.

Article 21 lays down Right to Life & Personal Liberty “No person shall be deprived of his life or personal
liberty except according to Procedure established by law.”

In Maneka Gandhi v. Union of India. The Court has given the widest possible interpretation of personal liberty.

Right to life includes within its ambit the right to live with human dignity. The Supreme Court held that the
right to life defines not only physical existence but the “quality of life.” This right is an inclusive right including
the following:

© Right to Travel abroad. (Satwant Singh v. Assistant Passport officer)
Right to livelihood. (D.K.Yadav v. JJM.A Industries)

Right to Shelter. (Chameli Singh v. State of U.P.)

Right to Privacy. (R.Raja Gopal v. State of T.N.)

O,

-
o

® ©®

®

In PUCL Vs. Union of India, the S.C. held that telephone tapping is a serious invasion of an individual’s
right to Privacy which is part of the right to life and personal liberty.

Right to Health & Medical Assistance.

®

®

Protection of Ecology and Environmental Pollution

®

Right to education under Art. 21A

@
&)

Prisoner’s Right: The Court held that if the Prisoner died due to beating by Police Officer, his family is
entitled to compensation.

© Right to free Legal Aid

~

(& Right to speedy Trial
© Right Against Handcuffing
(© Right against Delayed Execution
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(& Right to food
(& Right to Marriage. (Lata Singh v. State of U.P.)
(& Right to Reputation

(& Right to Education-21A Article 21 A declares that state shall provide free and compulsory education to all
children of the age of six to fourteen years in such a manner as the state may decide. Thus, this provision
makes only elementary education a fundamental right and not higher or professional education.

Right against exploitation: Prohibition of traffic in human beings and forced labour:- Article 23 prohibits
traffic in human beings and other similar forms of forced labour. This right is available to both citizens and non-
citizens. It protects the individual not only against state but also against the private person. However, state may
impose compulsory service for public purposes, which are: military service or social service.

Prohibition of employment of children in factories etc.:- Article 24 prohibits the employment of children
below the age of 14 years in any factory, mine or other hazardous activities. But it does not prohibit their
employment in any harmless innocent work.

Article 25 says that all persons are equally entitled to freedom of conscience and the right to freely profess,
practice and propagate religion. The implications of these are as follows:

(© Freedom of conscience
(& Right to profess

(& Right to propagate

(& Right to practice

Article 25 covers not only religious belief but also religious practices. This right is available to all person
citizen as well as noncitizen.

As per Article 26, every religious denomination or any of its section shall have the following right:-
() to establish and maintain institutions for religious and charitable purposes;

(© to manage its own affairs in matters of religion.

(' to own and acquire movable and immovable property; and

() to administer such property in accordance with law.

Article 27 lays down that no person shall be compelled to pay any taxes for the promotion or maintenance of
any particular religion or religious denomination. In other words, the state should not spend the public money
collected by way of tax for the promotion or maintenance of any particular religion. This provision prohibits
only levy of tax and not a fees.

Article 28 provides that no religious instruction shall be provided in any educational institution wholly
maintained out of state funds. However, this provision shall not apply to an educational institution administered
by the state but established under any endowment or trust requiring imparting of religious institution in such
institution.

Article 29 says any section of the citizens residing in the territory of India or any part thereof having a distinct
language, script or culture of its own shall have the right to conserve the same. No citizen shall be denied
admission into any educational institution maintained by the State or receiving aid out of State funds on grounds
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only of religion, race, caste, language or any of them.
Article 30 mentions about the Right of minorities to establish and administer educational institutions:

1. All minorities, whether based on religion or language, shall have the right to establish and administer
educational institutions of their choice

1A. In making any law providing for the compulsory acquisition of any property of an educational institution
established and administered by a minority, referred to in clause (1), the State shall ensure that the amount
fixed by or determined under such law for the acquisition of such property is such as would not restrict or
abrogate the right guaranteed under that clause.

2. The state shall not, in granting aid to educational institutions, discriminate against any educational institution
on the ground that it is under the management of a minority, whether based on religion or language

Article 32 mentions about the Right to Constitutional Remedies:

1. The right to move the Supreme Court by appropriate proceedings for the enforcement of the rights conferred
by this Part is guaranteed

2. The Supreme Court shall have power to issue directions or orders or writs, including writs in the nature of
habeas corpus, mandamus, prohibition, quo warranto and certiorari, whichever may be appropriate, for the
enforcement of any of the rights conferred by this Part

3. Without prejudice to the powers conferred on the Supreme Court by clauses (1) and (2), Parliament may by
law empower any other court to exercise within the local limits of its jurisdiction all or any of the powers
exercisable by the Supreme Court under clause (2)

4. The right guaranteed by this article shall not be suspended except as otherwise provided for by this
Constitution.
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Sources of Law .

In some of the legal systems, court decisions are binding as law. On the basis of the above discussion, three
major sources of law can be identified in any modern society are as follows:

© Custom
© Judicial precedent
) Legislation
Customs
A custom, to be valid, must be observed continuously for a very long time without any interruption. Further,

a practice must be supported not only for a very long time, but it must also be supported by the opinion of the
general public and morality. However, every custom need not become law.

For example, the Hindu Marriage Act, 1955 prohibits marriages which are within the prohibited degrees of
relationship. However, the Act still permits marriages within the prohibited degree of relationship if there is a
proven custom within a certain community. Custom can simply be explained as those long established practices or
unwritten rules which have acquired binding or obligatory character. In ancient societies, custom was considered
as one of the most important sources of law; In fact it was considered as the real source of law. With the passage
of time and the advent of modern civilization, the importance of custom as a source of law diminished and other
sources such as judicial precedents and legislation gained importance.

Legal custom may be further classified into the following two types:

Kinds of Customs:

© General Customs: These types of customs prevail throughout the territory of the State.

© Local Customs: Local customs are applicable to a part of the State, or a particular region of the country.

(© Conventional Customs: Conventional customs are binding on the parties to an agreement. When two or
more persons enter into an agreement related to a trade, it is presumed in law that they make the contract in
accordance with established convention or usage of that trade. All customs cannot be accepted as sources
of law, nor can all customs be recognized and enforced by the courts. The jurists and courts have laid down
some essential tests for customs to be recognized as valid sources of law.

These tests are summarized as follows:

(& Antiquity: In order to be legally valid customs should have been in existence for a long time, even beyond
human memory. However, in India there is no such time limit for deciding the antiquity of the customs. The
only condition is that those should have been in practice since time immemorial.

(& Continuous: A custom to be valid should have been in continuous practice. It must have been enjoyed
without any kind of interruption. Long intervals and disrupted practice of a custom raise doubts about

The Institute of Cost Accountants of India




Introduction to Law and Legal System in India

the validity of the same. Exercised as a matter of right: Custom must be enjoyed openly and with the
knowledge of the community. It should not have been practiced secretly. A custom must be proved to be a
matter of right. A mere doubtful exercise of a right is not sufficient to a claim as a valid custom.

(& Reasonableness: A custom must conform to the norms of justice and public utility. A custom, to be valid,
should be based on rationality and reason. If a custom is likely to cause more inconvenience and mischief
than convenience, such a custom will not be valid.

(© Morality: A custom which is immoral or opposed to public policy cannot be a valid custom. Courts have
declared many customs as invalid as they were practiced for immoral purpose.

Bombay High Court in the case of Mathura Naikon vs. Esu Naekin, (1880) ILR 4 Bom 545) held that, the
custom of adopting a girl for immoral purposes is illegal. It is imperative that a custom must not be opposed or
contrary to legislation. Many customs have been abrogated by laws enacted by the legislative bodies in India.

For instance, the customary practice of child marriage has been declared as an offence. Similarly, adoption
laws have been changed by legislation in India. Custom was the most important source of law in ancient India.
Even the British initially adopted the policy of non-intervention in personal matters of Hindus and Muslims.

At the same time, it is important to note that customs were not uniform or universal throughout the country.
Some regions of the country had their own customs and usages. After independence, the importance of custom
has definitely diminished as a source of law and judicial precedent, and legislation has gained a more significant
place. A large part of Indian law, especially personal laws, however, are still governed by the customs.

Judicial Precedent as a Source of Law:

In simple words, judicial precedent refers to previously decided judgments of the superior courts, such as the
High Courts and the Supreme Court, which judges are bound to follow. This binding character of the previously
decided cases is important, considering the hierarchy of the courts established by the legal systems of a particular
country. In the case of India, this hierarchy has been established by the Constitution of India.

Judicial precedent is an important source of law, but it is neither as modern as legislation nor is it as old as
custom. It is an important feature of the English legal system as well as of other common law countries which
follow the English legal system. In most of the developed legal systems, judiciary is considered to be an important
organ of the State. In modern societies, rights are generally conferred on the citizens by legislation and the main
function of the judiciary is to adjudicate upon these rights. The judges decide those matters on the basis of the
legislation and prevailing custom but while doing so, they also play a creative role by interpreting the law. By
this exercise, they lay down new principles and rules which are generally binding on lower courts within a legal
system.

1. Supreme Court (SC): became the supreme judicial authority and a streamlined system of courts was
established. Supreme Court: Binding on all courts in India, not bound by its own decisions, or decisions of
Privy Council or Federal Court - AIR 1991 SC 2176

2. High Courts: Binding on all courts within its own jurisdiction Only persuasive value for courts outside its
own jurisdiction. In case of conflict with decision of same court and bench of equal strength, referred to a
higher bench. Decisions of Privy Council and federal court are binding as long as they do not conflict with
decisions of SC.

3. Lower Courts: Bound to follow decisions of higher courts in its own state, in preference to High Courts
of other states.

Judicial decisions can be divided into following two parts:

1. Ratio decidendi: ‘Ratio decidendi’ refers to the binding part of a judgment. ‘Ratio decidendi’ literally
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means reasons for the decision. It is considered as the general principle which is deduced by the courts from
the facts of a particular case. It becomes generally binding on the lower courts in future cases involving
similar questions of law.

2. Obiter dicta: An ‘obiter dictum’ refers to parts of judicial decisions which are general observations
of the judge and do not have any binding authority. However, obiter of a higher judiciary is given due
consideration by lower courts and has persuasive value. Having considered the various aspects of the
precedent i.e. ratio and obiter, it is clear that the system of precedent is based on the hierarchy of courts.

Legislation as a Source of Law:

In modern times, legislation is considered as the most important source of law. The term ‘legislation’ is derived
from the Latin word legis which means ‘law’ and latum which means “to make” or “set”. Therefore, the word
‘legislation’ means the ‘making of law’. The importance of legislation as a source of law can be measured from
the fact that it is backed by the authority of the sovereign, and it is directly enacted and recognised by the State.
The expression ‘legislation’ has been used in various senses. It includes every method of law-making. In the
strict sense it means laws enacted by the sovereign or any other person or institution authorised by him. The chart
below explains the types of legislation: The kinds of legislation can be explained as follows:

i) Primary Legislation: When the laws are directly enacted by the sovereign, it is considered as supreme
legislation. One of the features of Supreme legislation is that, no other authority except the sovereign
itself can control or check it. The laws enacted by the British Parliament fall in this category, as the British
Parliament is considered as sovereign. The law enacted by the Indian Parliament also falls in the same
category. However in India, powers of the Parliament are regulated and controlled by the Constitution,
through the laws enacted by it are not under the control of any other legislative body.

ii) Subordinate Legislation: Subordinate legislation is a legislation which is made by any authority which
is subordinate to the supreme or sovereign authority. It is enacted under the delegated authority of the
sovereign. The origin, validity, existence and continuance of such legislation totally depends on the will of
the sovereign authority. Subordinate legislation further can be classified into the following types:-

a) Local laws: In some countries, local bodies are recognized and conferred with the law-making
powers. They are entitled to make bye-laws in their respective jurisdictions. In India, local bodies like
Panchayats and Municipal Corporations have been recognized by the Constitution through the 73rd
and 74th Constitutional amendments. The rules and bye-laws enacted by them are examples of local
laws.

b) Laws made by the Executive: Laws are supposed to be enacted by the sovereign and the sovereignty
may be vested in one authority or it may be distributed among the various organs of the State. In most
of the modern States, sovereignty is generally divided among the three organs of the State.

The three organs of the State namely legislature, executive and judiciary are vested with three different
functions. The prime responsibility of law-making vests with the legislature, while the executive is vested with
the responsibility to implement the laws enacted by the legislature. However, the legislature delegates some of
its law-making powers to executive organs which are also termed delegated legislation. Delegated legislation
is also a class of subordinate legislation. In welfare and modern states, the amount of legislation has increased
manifold and it is not possible for legislative bodies to go through all the details of law. Therefore, it deals with
only a fundamental part of the legislation and wide discretion has been given to the executive to fill the gaps. This
increasing tendency of delegated legislation has been criticized. However, delegated legislation is resorted to, on
account of reasons like paucity of time, technicalities of law and emergencies. Therefore, delegated legislation
is sometimes considered as a necessary evil.
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rimary legislation is an act that has been passed by the Parliament. Whereas, subordinate legislation

is the legislation made by an authority subordinate to the legislature. Subordinate legislation is that

which is made under the authority other than the sovereign power and is, therefore, dependent for

its continued existence and validity on some superior or supreme authority. Most of the enactments
provide for the powers for making rules, regulations, bye-laws or other statutory instruments which are exercised
by the specified subordinate authorities. Such legislation is to be made within the framework of the powers so
delegated by the legislature and is, therefore, known as delegated or subordinate legislation.

The need and importance of subordinate legislation have been underlined by the Supreme Court in the Gwalior
Rayon Mills Mfg. (Wing.) Co. Ltd. vs. Asstt. Commissioner of Sales Tax and Others (All India Reporter 1974
SC 1660 (1667) as:

Most of the modern socio-economic legislations passed by the legislature lay down the guiding principles
and the legislative policy. The legislatures because of limitation imposed upon by the time factor hardly go
into matters of detail. Provision is, therefore, made for delegated legislation to obtain flexibility, elasticity,
expedition and opportunity for experimentation. The practice of empowering the executive to make subordinate
legislation within a prescribed sphere has evolved out of practical necessity and pragmatic needs of a modern
welfare State.

The legislature lays down the policy and purpose of the legislation and leaves it to the executive, experts and
technocrats to provide for working details within the framework of the enactment by way of rules, regulations,
bye-laws or other statutory instruments. That is why, delegated legislation is increasingly assuming an important
role in the process of law-making, comprising an important component of legislation. Powers have also been
conferred under various provisions of the Constitution of India on the different functionaries to frame rules,
regulations or schemes dealing with various aspects.

Delegated legislation under such delegated powers is ancillary and cannot, by its very nature, replace or modify
the parent law. Indian democracy is said to rest on the acclaimed four pillars and these are the legislature, the
executive, the judiciary, and the press. These pillars are empowered by the constitution not to interfere in the
matters of others. As per the Constitution, the legislative has legislative powers and the Executive has the power
to execute the laws. Similarly, the Judiciary has the power to resolve dispute. There are multifarious functions
that have to be performed by the Legislature in welfare states and therefore there is a need to delegate rule-
making power to other authorities. They have limited themselves to policy matters and have left a large volume
of area to the Executive to make rules to carry out the purposes of the Legislature. In such types of situations, the
system of delegated legislation comes to our mind. Therefore, the need for delegation is necessary and is sought
to be justified on the ground of flexibility, adaptability and speed.
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very country is governed by a set of rules and laws. The importance of laws and ancillary rules is
to maintain a semblance of order in the society so as to regulate the behaviour of various entities
within it. Every decision relating to citizenship to voting age, to how a country will be run in various
aspects is all done through various laws, be it central or state laws. Law serves many purposes, such
as, maintaining order, resolving disputes, ensuring safety and guaranteeing enforcement of rights of citizens.
Laws are binding on all people residing in a country in addition to the organizations and Government alike. The
primary source of law is our constitution and every law either central act or state act or any other local act is made
according to this important source of law. No law in the country can be inconsistent with the Constitution of India.
The constitution lays down the framework for procedures, powers, and duties of government institutions and sets
out fundamental rights and duties of citizens along with directive principles of state policy. The constitution
mentions that India is a secular, sovereign, socialist and democratic republic and ensures its citizens justice,
liberty, equality among other things. The Constitution can never be overridden by any institution in India.

The Government of India has many ministries that cater to various sectors that are in charge of putting forth
proposals involving major policies that is of national importance. These major policy proposals are usually in
line with the goals of the Government that gets elected to power. Therefore, before a bill is produced at the
Parliament, detailed study and survey is undertaken by the relevant ministry and its ancillary departments. The
study relates to social and financial cost, benefit and the key challenges that are required to be settled before and
after the legislation comes into force.

There are different stages that a law goes through before it gets passed and acquires binding effect.

In pre-drafting stages, first comes the formulation of legislative proposal. The concerned ministry makes
the legislative proposal only after consulting with interested and effective stakeholders from financial and
administrative point of view. Concerned ministry also mentions the necessity of the legislation in the proposal
and all other incidental matters. The pre-legislative consultation policy was adopted pursuant to the decision by
a committee headed by the Cabinet Secretary on 10" January 2014. In this the concerned Ministry/department
will have to publish the proposed legislation with explanatory note either on the internet or through other means.
Such details will then be kept in the public domain for at least 30 days. If a piece of legislation affects a particular
group of people, it has to be published in a manner so it reaches the concerned affected people. The feedback
from the stakeholders shall then be taken into consideration while drafting the bill.

The concerned ministry then refers the matter to Ministry of Law and Justice for advice as to its practicability
from legal and constitutional point of view. The Ministry of Law and Justice at this point only advice about the
necessity and desirability of such legislation in the light of existing law and also constitutional validity of the
proposal without going into the merits.

After the aforementioned consultation, the concerned ministry sends all relevant documents to Ministry of
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Law & Justice with office memorandum.

The Ministry of Law & Justice (Legislative Department) then prepares the draft bill on receipt of the proposal
after getting clearance from the department of the legal affairs.

Once the draft is prepared by the Ministry of Law & Justice and is accepted after scrutiny done by the concerned
ministry, a note to the cabinet secretary is sent for placing the draft bill before the cabinet for its consideration
and subsequent approval.

After the approval of the draft, the concerned ministry examines the decision of the cabinet for any necessary
changes suggested which would then be sent to the Ministry of Law and Justice with the comment of the cabinet
for making the said changes. After the approval of the draft, if no suggestion is given by the cabinet then the
concerned ministry makes the statement of object and reason relating to the bill, to be signed by the Ministry of
Law and Justice.

To enable the ministry of parliamentary affair to draw up the legislative programme of the session, complete
details of the bill proposed to be introduced during a session will be sent at least one month before the
commencement of the session.

Under Articles 109 read with 110 (1) & 117 (1) of the Indian Constitution, a money bill is to be introduced first
in the House of People. In case of other type of bill, the house in which they have to be introduced will be decided
by in consultation with ministry of parliamentary affairs.

Article 107: Provisions as to introduction and passing of Bills-

1. Subject to the provisions of articles 109 and 117 with respect to Money Bills and other financial Bills, a Bill
may originate in either House of Parliament.

2. Subject to the provisions of articles 108 and 109, a Bill shall not be deemed to have been passed by the
Houses of Parliament unless it has been agreed to by both Houses, either without amendment or with such
amendments only as are agreed to by both Houses.

3. ABIll pending in Parliament shall not lapse by reason of the prorogation of the Houses.

4. ABIll pending in the Council of States which has not been passed by the House of the People shall not lapse
on a dissolution of the House of the People.

5. ABill which is pending in the House of the People, or which having been passed by the House of the People
is pending in the Council of States, shall, subject to the provisions of article 108, lapse on a dissolution of
the House of the People.

Article 108: Joint sitting of both Houses in certain cases-
1. If after a Bill has been passed by one House and transmitted to the other House-
a) the Bill is rejected by the other House; or
b) the Houses have finally disagreed as to the amendments to be made in the Bill; or

¢) more than six months elapse from the date of the reception of the Bill by the other House without the
Bill being passed by it, the President may, unless the Bill has elapsed by reason of a dissolution of the
House of the People, notify to the Houses by message if they are sitting or by public notification if they
are not sitting, his intention to summon them to meet in a joint sitting for the purpose of deliberating
and voting on the Bill:
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Provided that nothing in this clause shall apply to a Money Bill.

2. Inreckoning any such period of six months as is referred to in clause (1), no account shall be taken of any
period during which the House referred to in sub-clause (c) of that clause is prorogued or adjourned for
more than four consecutive days.

3. Where the President has under clause (1) notified his intention of summoning the Houses to meet in a joint
sitting, neither House shall proceed further with the Bill, but the President may at any time after the date
of his notification summon the Houses to meet in a joint sitting for the purpose specified in the notification
and, if he does so, the Houses shall meet accordingly.

4. If at the joint sitting of the two Houses the Bill, with such amendments, if any, as are agreed to in joint
sitting, is passed by a majority of the total number of members of both Houses present and voting, it shall
be deemed for the purposes of this Constitution to have been passed by both Houses:

Provided that at a joint sitting-

a) if'the Bill, having been passed by one House, has not been passed by the other House with amendments
and returned to the House in which it originated, no amendment shall be proposed to the Bill other than
such amendments (if any) as are made necessary by the delay in the passage of the Bill;

b) if the Bill has been so passed and returned, only such amendments as aforesaid shall be proposed to the
Bill and such other amendments as are relevant to the matters with respect to which the Houses have
not agreed,;

and the decision of the person presiding as to the amendments which are admissible under this clause
shall be final.

5. Ajoint sitting may be held under this article and a Bill passed thereat, notwithstanding that a dissolution of
the House of the People has intervened since the President notified his intention to summon the Houses to
meet therein.

Article 109: Special procedure in respect of Money Bills-
1. A Money Bill shall not be introduced in the Council of States.

2. After a Money Bill has been passed by the House of the People it shall be transmitted to the Council of
States for its recommendations and the Council of States shall within a period of fourteen days from the
date of its receipt of the Bill return the Bill to the House of the People with its recommendations and the
House of the People may thereupon either accept or reject all or any of the recommendations of the Council
of States.

3. If the House of the People accepts any of the recommendations of the Council of States, the Money Bill
shall be deemed to have been passed by both Houses with the amendments recommended by the Council
of States and accepted by the House of the People.

4. If the House of the People does not accept any of the recommendations of the Council of States, the
Money Bill shall be deemed to have been passed by both Houses in the form in which it was passed by the
House of the People without any of the amendments recommended by the Council of States.

5. If a Money Bill passed by the House of the People and transmitted to the Council of States for its
recommendations is not returned to the House of the People within the said period of fourteen days, it shall
be deemed to have been passed by both Houses at the expiration of the said period in the form in which it
was passed by the House of the People.
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Article 111: Assent to Bills-

When a Bill has been passed by the Houses of Parliament, it shall be presented to the President, and the
President shall declare either that he assents to the Bill, or that he withholds assent therefrom:

Provided that the President may, as soon as possible after the presentation to him of a Bill for assent, return
the Bill if it is not a Money Bill to the Houses with a message requesting that they will reconsider the Bill
or any specified provisions thereof and, in particular, will consider the desirability of introducing any such
amendments as he may recommend in his message, and when a Bill is so returned, the Houses shall reconsider
the Bill accordingly, and if the Bill is passed again by the Houses with or without amendment and presented to
the President for assent, the President shall not withhold assent therefrom.

After the assent of the President, the Ministry of Law & Justice publishes the Act in Gazette of India
Extraordinary, forwards the copies to the all-state government for publication in their official gazette, get copies
of the act in printed form for sale to the General Public.
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here are many ways in which disputes can be resolved and grievances redressed. Whenever there

is a lawful agreement between parties that bind both of them with certain duties and obligations, in

cases they get breached, a dispute resolution body, either a court or a tribunal can be approached.

However, the law has also provided for resolving disputes through mechanisms that do not involve
courts or litigations. These methods may include arbitration, mediation, conciliation, negotiation and others.
In older times nations used to resolve disputes through warfare, but as nations got more civilized and various
conventions and treaties came into effect, different means of resolution of disputes came into emergence. These
aforementioned procedures of dispute resolution can be categorized into two broad heads, such as, adjudicative
processes and consensual processes. In adjudicative processes, a judge or an arbitrator decides the case and
determines the rights and obligations of the parties. Whereas in consensual processes, parties themselves attempt
to reach an agreement with or without the help of a third party mediator. Provisions of dispute resolution clauses
are imperative in trade and commerce, especially in treaties and contracts. Without these provisions protecting
one’s rights in property or contract becomes difficult.

The most common form of judicial dispute resolution is litigation. Litigation is initiated when one party files
suit against another. The proceedings are very formal and are governed by rules, such as rules of evidence and
procedure, which are established by the legislature. Outcomes are decided by impartial judges, based on the
factual questions of the case and the applicable law. The verdict of the court is binding; however, both parties
have the right to appeal the judgment to a higher court. Judicial dispute resolution is typically adversarial in
nature, for example, involving opposing parties or opposing interests seeking an outcome most favourable to
their position. Many parties opt for other means of dispute resolution which are more private and quicker, even
though it may entail spending more money than what could have been required in cases of litigation.

Methods of dispute resolution that do not involve litigation through courts generally are classified under
alternative dispute resolution (ADR) methods. ADR generally depends on agreement by the parties to use ADR
processes, either before or after a dispute has arisen. ADR has experienced steadily increasing acceptance and
utilization because of a perception of greater flexibility and speedy resolution of disputes, among other perceived
advantages.

Alternative Dispute Resolution is a term used to describe several different modes of resolving legal disputes
other than filing law suits and get timely justice. The Courts are backlogged with dockets resulting in delay of a
year or more for the parties to have their cases heard and decided. To solve this problem of delayed justice ADR
Mechanism has been developed in response thereof. Its methods can help the parties to resolve their disputes at
their own terms expeditiously.

Alternative dispute redressal techniques can be employed in several categories of disputes, especially civil,
commercial, industrial and family disputes. The term “Alternative Disputes Resolution” takes in its fold, various
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modes of settlement including, Lok Adalats, arbitration conciliation and Mediation

It was suggested by the Law Commission of India that the Court may require attendance of any party to the
suit or proceedings to appear in person with a view to arriving at an amicable settlement of dispute between the
parties and make attempts to settle the dispute between the parties amicably.

Section 89 of the Civil Procedure Code lays down:

1. Settlement of disputes outside the court: Where it appears to the Court that there exist elements of a
settlement which may be acceptable to the parties, the Court shall formulate the terms of settlement and
give them to the parties for their observations and after receiving the observations of the parties, the Court
may reformulate the terms of a possible settlement and refer the same for:

a) arbitration;
b) conciliation;
¢) judicial settlement including settlement through Lok Adalat; or
d) mediation
2. Where a dispute has been referred:

a) for arbitration or conciliation, the provisions of the Arbitration and Conciliation Act, 1996 (26 of 1996)
shall apply as if the proceedings for arbitration or conciliation were referred for settlement under the
provisions of that Act;

b) to Lok Adalat, the Court shall refer the same to the Lok Adalat in accordance with the provisions of sub-
section (1) of section 20 of the Legal Services Authority Act, 1987 (39 of 1987) and all other provisions
of that Act shall apply in respect of the dispute so referred to the Lok Adalat;

¢) for judicial settlement, the Court shall refer the same to a suitable institution or person and such
institution or person shall be deemed to be a Lok Adalat and all the provisions of the Legal Services
Authority Act, 1987 (39 of 1987) shall apply as if the dispute were referred to a Lok Adalat under the
provisions of that Act;

d) for mediation, the Court shall effect a compromise between the parties and shall follow such procedure
as may be prescribed.”

The Code of Civil Procedure (Amendment) Act, 1999 by which Section 89 was amended into the Code also
amended a new Section 16 in the Court Fees Act, 1870 which states the following:

Refund of fee: Where the court refers the parties to the suit to any one of the modes of settlement of dispute
referred to in Section 89 of the Code of Civil Procedure, 1908 the plaintiff shall be entitled to a certificate from
the court authorizing him to receive back from the Collector, the full amount of the fee paid in respect of such
plaint.

Arbitration

Arbitration, a form of alternative dispute resolution (ADR), is a technique for the resolution of disputes outside
the courts, where the parties to a dispute refer it to one or more arbitrators, by whose decision they agree to be
bound. It is a resolution technique in which a third party reviews the evidence in the case and imposes a decision
that is legally binding for both sides and enforceable. There are limited rights of review and appeal of arbitration
awards. Arbitration is not the same as judicial proceedings or any other kind of alternate dispute resolution
method. Arbitration can be either voluntary or mandatory. It can be referred to by the courts also.
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The advantages of arbitration can be summarized as follows:
a) It is often faster than litigation in Court
b) Arbitral proceedings and an arbitral award are generally non-public, and can be made confidential

c) If the subject matter of the dispute is highly technical, arbitrators with an appropriate degree of expertise
can be appointed as one cannot choose judge in litigation.

The Arbitration and Conciliation Act, 1996 lays down provisions relating to arbitration and conciliation
procedures. Without an arbitration agreement, usually recourse to arbitration does not happen.

Section 7 Arbitration agreement:

1. In this Part, “arbitration agreement” means an agreement by the parties to submit to arbitration all or certain
disputes which have arisen or which may arise between them in respect of a defined legal relationship,
whether contractual or not.

2. An arbitration agreement may be in the form of an arbitration clause in a contract or in the form of a
separate agreement.

3. An arbitration agreement shall be in writing.
4. An arbitration agreement is in writing if it is contained in:
a) a document signed by the parties;

b) anexchange of letters, telex, telegrams or other means of telecommunication [including communication
through electronic means] which provide a record of the agreement; or

¢) an exchange of statements of claim and defence in which the existence of the agreement is alleged by
one party and not denied by the other.

5. The reference in a contract to a document containing an arbitration clause constitutes an arbitration
agreement if the contract is in writing and the reference is such as to make that arbitration clause part of
the contract.

Section 8 Power to refer parties to arbitration where there is an arbitration agreement:

1. A judicial authority, before which an action is brought in a matter which is the subject of an arbitration
agreement shall, if a party to the arbitration agreement or any person claiming through or under him,
so applies not later than the date of submitting his first statement on the substance of the dispute, then,
notwithstanding any judgment, decree or order of the Supreme Court or any Court, refer the parties to
arbitration unless it finds that prima facie no valid arbitration agreement exists.

2. The application referred to in sub-section (1) shall not be entertained unless it is accompanied by the
original arbitration agreement or a duly certified copy thereof:

Provided that where the original arbitration agreement or a certified copy thereof is not available with the
party applying for reference to arbitration under sub-section (1), and the said agreement or certified copy
is retained by the other party to that agreement, then, the party so applying shall file such application along
with a copy of the arbitration agreement and a petition praying the Court to call upon the other party to
produce the original arbitration agreement or its duly certified copy before that Court.

3. Notwithstanding that an application has been made under sub-section (1) and that the issue is pending
before the judicial authority, an arbitration may be commenced or continued and an arbitral award made.
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The method of appointing arbitrators is also mentioned within the Act.
Section 10 Number of arbitrators:

1. The parties are free to determine the number of arbitrators, provided that such number shall not be an even
number.

2. Failing the determination referred to in sub-section (1), the arbitral tribunal shall consist of a sole arbitrator.
Section 11 Appointment of arbitrators:
1. A person of any nationality may be an arbitrator, unless otherwise agreed by the parties.

2. Subject to sub-section (6), the parties are free to agree on a procedure for appointing the arbitrator or
arbitrators.

3. Failing any agreement referred to in sub-section (2), in an arbitration with three arbitrators, each party shall
appoint one arbitrator, and the two appointed arbitrators shall appoint the third arbitrator who shall act as
the presiding arbitrator.

4. If the appointment procedure in sub-section (3) applies and:

a) a party fails to appoint an arbitrator within thirty days from the receipt of a request to do so from the
other party; or

b) the two appointed arbitrators fail to agree on the third arbitrator within thirty days from the date of their
appointment, the appointment shall be made, upon request of a party, by the Supreme Court or, as the
case may be, the High Court or any person or institution designated by such Court;

5. Failing any agreement referred to in sub-section (2), in an arbitration with a sole arbitrator, if the parties fail
to agree on the arbitrator within thirty days from receipt of a request by one party from the other party to
so agree the appointment shall be made, upon request of a party, by the Supreme Court or, as the case may
be, the High Court or any person or institution designated by such Court.

6. Where, under an appointment procedure agreed upon by the parties,:
a) a party fails to act as required under that procedure; or

b) the parties, or the two appointed arbitrators, fail to reach an agreement expected of them under that
procedure; or

¢) a person, including an institution, fails to perform any function entrusted to him or it under that
procedure, a party may request [the Supreme Court or, as the case may be, the High Court or any person
or institution designated by such Court] to take the necessary measure, unless the agreement on the
appointment procedure provides other means for securing the appointment.

(6A) The Supreme Court or, as the case may be, the High Court, while considering any application under
sub-section (4) or sub-section (5) or sub-section (6), shall, notwithstanding any judgment, decree or
order of any Court, confine to the examination of the existence of an arbitration agreement.

(6B) The designation of any person or institution by the Supreme Court or, as the case may be, the High
Court, for the purposes of this section shall not be regarded as a delegation of judicial power by the
Supreme Court or the High Court.

7. A decision on a matter entrusted by sub-section (4) or sub-section (5) or sub-section (6) to the Supreme
Court or, as the case may be, the High Court or the person or institution designated by such Court is final
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and no appeal including Letters Patent Appeal shall lie against such decision.
Conciliation

Conciliation is an alternative dispute resolution process whereby the parties to a dispute use a conciliator,
who meets with the parties separately in order to resolve their differences. They do this by interpreting issues,
providing technical assistance, exploring potential solutions and bringing about a negotiated settlement.
Conciliation is voluntary where the parties involved agree and choose to resolve their differences by conciliation.
The process is flexible, allowing parties to define the time, structure and content of the conciliation proceedings.
These proceedings are not public. The conciliator when proposing a settlement, takes into account the legal,
commercial and financial positions of the parties. The conciliator is usually a trained and qualified neutral person
who facilitates negotiations between disputing parties. Conciliation involves discussions among the parties and
the conciliator with an aim to explore sustainable and equitable resolutions by targeting the existent issues
involved in the dispute and creating options for a settlement that are acceptable to all parties. The process is risk
free and not binding on the parties till they arrive at and sign the agreement. According to procedure, usually one
conciliator is appointed to resolve the dispute between the parties. The parties can appoint the sole conciliator by
mutual consent. There is no bar to the appointment of two or more conciliators. In conciliation proceedings with
three conciliators, each party appoints one conciliator. The third conciliator is appointed by the parties by mutual
consent. Unlike arbitration where the third arbitrator is called the Presiding Arbitrator, the third conciliator is not
so. The conciliator is supposed to be impartial and conduct the conciliation proceedings in an impartial manner.
He is guided by the principles of objectivity, fairness and justice, and by the usage of the trade concerned and
the circumstances surrounding the dispute, including any previous business practices between the parties. The
conciliator is not bound by the rules of procedure and evidence. The conciliator does not give any award or order.
If no consensus could be arrived at between the parties and the conciliation proceedings fail, the parties can then
resort to arbitration.

Mediation:

Dispute settlement through mediation is a voluntary and relatively informal process of dispute resolution.
It includes a party centric approach where a neutral third party assists the parties in amicably resolving their
disputes by using specified communication and negotiation techniques. Involvement of parties in the control
over the whole process is peculiar to this dispute resolution method. The mediator only acts as a facilitator in
helping the parties to reach a negotiated settlement of their dispute. The mediator makes no decisions or awards.
In the mediation process, each side meets with an experienced neutral mediator. The session begins with each
side describing the problem and the resolution they desire which is ameliorated by conducting separate and joint
meetings culminating finally in an agreement of both parties.

The advantages of the mediation are that the agreement which is that of the parties themselves; the dispute is
quickly resolved without great stress and expenditure; the relationship between the parties are preserved; and the
confidentiality is maintained.

Lok Adalats:

Lok Adalats or people’s courts have been established by the government to settle disputes by way of
compromise or conciliation. This is another way of alternate dispute resolution that has been provided for. It is a
judicial institution and a dispute settlement agency developed by the people themselves for social justice based
on settlement or compromise reached through systematic negotiations. Lok-Adalats accept even cases pending
in the regular courts within their jurisdiction. Section 89 of the Civil Procedure Code also provides for referring
disputes to Lok Adalat wherein provisions of the Legal Services Authorities Act, 1987 gets applied.
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legal maxim is an established principle or proposition of law or a legal policy usually stated in
Latin. These principles are used in Courts to denote the application of certain laws. Such principles
do not have the authority of law but when Courts apply the maxims in deciding issues of law or the
legislature incorporates such maxims while framing laws, they have the force of law.

(© Ab Initio — From the beginning.
(& Actionable per se — The very act is punishable, and no proof of damage is required.

(© Actio personalis moritur cum persona — A personal right of action dies with the person. In other sense, if he
dies, the right to sue is gone.

© Actori incumbit onus probandi — The burden of proof is on the plaintiff.

(® Actus me invito factus non est mens actus — An act done by me against my will is not my act. Read with
section 94 of IPC.

(& Actus non facit reum nisi mens sit rea — An act does not make one guilty unless it is accompanied by a
guilty mind.

©  Actus reus — Guilty act.

©  Actus Reus Non Facit Reum Nisi Mens Sit Rea — Conviction of a crime requires proof of a criminal act and
intent. Or an act does not make a defendant guilty without a guilty mind. Or an act does not constitute guilt
unless done with a guilty intention.

(© Ad hoc — For the particular end or case at hand.
(©  Alibi — At another place, elsewhere.
© Amicus Curiae — A friend of court or member of the Bar who is appointed to assist the court.

© Ante Litem Motam — Before suit brought; before controversy instituted, or spoken before a lawsuit is
brought.

(& Assentio mentium — The meeting of minds, i.e. mutual assents.

® Audi alteram partem — No man shall be condemned unheard.
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(© Bona fide — In good faith.
(© Bona vacantia — Goods without an owner.

© Boni judicis est ampliare jurisdictionem — It is the part of a good judge to enlarge his jurisdiction, i.e.
remedial authority.

(© Caveat — A caution registered with the public court to indicate to the officials that they are not to act in the
matter mentioned in the caveat without first giving notice to the caveator.

(© Caveat actor — Let the doer beware.

(& Caveat emptor — Let the buyer beware.

(®© Caveat venditor -Let the seller beware.

(© Certiorari — A writ by which orders passed by an inferior court is quashed.

(& Communis hostis omnium — They are common enemies of all. The common enemy of everyone.
(& Corpus — Body.

© Corpus delicti — The facts and circumstances constituting a crime and Concrete evidence of a crime, such
as a corpse (dead body).

(& Damnum sine injuria — Damages without injuries.
) De facto — In fact.

© De jure — By law.

(' De minimis — About minimal things.

© De Minimis Non Curat Lex — The law does not govern trifles (unimportant things). Or law is not concerned
with small or insignificant things/matters.

) De novo — To make something anew.

© Dictum — Statement of law made by the judge in the course of the decision but not necessary to the decision
itself.

© Doli capax — Capable of forming necessary intent to commit a crime.
Doli incapax — Incapable of crime. Or incapable of forming the intent to commit a crime.
Detinue — Tort of wrongfully holding goods that belong to someone else.

(& Donatio mortis causa — Gift because of death. Or a future gift given in expectation of the donor’s imminent
death and only delivered upon the donor’s death.

(© Estoppel — Prevented from denying.

(& Ex gratia — As favour.
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(© Ex officio — Because of an office held.

(& Ex parte — Proceedings in the absence of the other party.
) Ex post facto — Out of the aftermath. Or after the fact.

(© Factum probans — Relevant fact.

(© Fraus est celare fraudem — It is a fraud to conceal a fraud.
) Functus officio — No longer having power or jurisdiction.

© Furiosi nulla voluntas est — Mentally impaired or mentally incapable persons cannot validly sign a will,
contract, or form the frame of mind necessary to commit a crime. Or a person with mental illness has no
free will.

() Furiosis furore suo puiner — A madman is best punished by his own madness.
(© Furiosis nulla voluntas est — A madman has no will.
(& Habeas corpus — A writ to have the body of a person to be brought in before the judge.

(© Ignorantia facit doth excusat, Ignorance juris non-excusat — Ignorance of fact is an excuse, but ignorance
of the law is no excuse.

(© Ignorentia juris non excusat — Ignorance of law is not an excuse..

) Injuria sine damnum — Injury without damage.

© Ipso facto — By the mere fact.

© In promptu — In readiness.

© In lieu of — Instead of.

© In personam — A proceeding in which relief I sought against a specific person.
© Innuendo — Spoken words that are defamatory because they have a double meaning.
© In status quo — In the present state.

© Inter alia — Among other things.

© Inter vivos — Between living people

(' Jus cogens or ius cogens — Compelling law.

(© Jus in personam — Right against a specific person.

© Jus in rem — Right against the world at large.

(© Jus naturale — Natural law. Or in other words, a system of law based on fundamental ideas of right and
wrong that is natural law.

The Institute of Cost Accountants of India




Business Laws and Ethics

Jus Necessitatis — It means a person’s right to do what is required for which no threat of legal punishment
is a dissuasion.

®

© Jus non scriptum — Customary law.

© Jus scriptum — Written law.

© Jus — Law or right.

(© Justitia nemini neganda est — Justice is to be denied to nobody.

© Jus soli — Right of soil.

(© Jus sanguins — Right of blood or descent.

() Lex non a rege est violanda — The law must not be violated even by the king.

© Locus standi — Right of a party to an action to appear and be heard by the court.
(& Mala fide — In bad faith.

& Mandamus — ‘We command’. A writ of command issued by a higher court to government and public
authority to compel the performance of public duty.

®

Mens rea — Guilty mind.

Misnomer — A wrong or inaccurate name or term.

®© ©

Modus operandi — Way of working. Or mode of operation.

©)

Modus Vivendi — Way of living.

®

Mutatis Mutandis — With the necessary changes having been made. Or with the respective differences
having been considered.

(& Nemo bis punitur pro eodem delicto — Nobody can be twice punished for the same offence.

(© Nemo debet bis vexari pro una et eadem causa — It means no man shall be punished twice for the same
offence.

(© Nemo debet esse judex in propria causa or Nemo judex in causa sua or Nemo judex in sua causa — Nobody
can be the judge in his own case.

(& Nemo moriturus praesumitur mentire — A man will not meet his maker (God) with a lie in his mouth. Or, in
other words, ‘no man at the point of death is presumed to lie.” This maxim is related to dying declaration.

(© Nemo Potest esse tenens et dominus — Nobody can be both a landlord and a tenant of the same property.
() Nolle prosequi — A formal notice of abandonment by a plaintiff or prosecutor of all or part of a suit.
(© Novation — Transaction in which a new contract is agreed by all parties to replace an existing contract.

(& Nullum crimen sine lege, nulla poena sine lege — There must be no crime or punishment except in accordance
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with fixed, predetermined law.

(& Non Sequitur — A statement (such as a response) that does not follow logically from or is not clearly related
to anything previously said.

() Obiter dictum — Things said by the way. It is generally used in law to refer to a non-binding opinion made
by a judge. It does not act as a precedent.

() Onus probandi — Burden of proof.
(© Pacta Sunt Servanda — Agreements must be kept.
(& Pari passu — With an equal step. At par.

© Per curiam (decision or opinion) — By the court. In other words, the decision is made by the court (or at
least, a majority of the court) acting collectively.

() Per se — By itself.

(& Persona non grata — A person who is unacceptable or unwelcome.

(© Prima facie — At first sight. Or on the face of it.

@ Alimony — A husband’s (or wife’s) provision for a spouse after separation or divorce; maintenance.
(® Per curiam — By a court.

(© Quantum meruit — What one has earned. Or the amount he deserves.

) Qui facit per alium, facit per se — He who acts through another acts himself.

' Quid pro quo — Something for something.

© Qui sentit commodum, sentire debet et onus — It means he who receives advantage must also bear the
burden.

(© Quo warranto — By what authority. A writ calling upon one to show under what authority he holds or claims

a public office.
' Quod necessitas non habet legem or Necessitas non habet legem — Necessity knows no law.
(© Ratio decidendi — Principle or reason underlying a court judgement. Or the rule of law on which a judicial

decision is based.

(& Respondeat superior — Let the master answer. For example, there are circumstances when an employer is
liable for acts of employees performed within the course of their employment.

(© Res ipsa loquitor — The thing speaks for itself.
(& Res Judicata — A matter already judged.

© Res Judicata Pro Veritate Accipitur — It means that a judicial decision must be accepted as correct.
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(& Rex non protest peccare — The king can do no wrong.

(© Salus populi est suprema lex — The welfare of the people is the supreme law.
(& Status quo — State of things as they are now.

@ Sine die — indefinitely

(© Sine qua non — “Without which nothing”. An essential condition. A thing that is absolutely necessary.
Basically a component of an argument that, if debunked, causes the entire argument to crumble.

Suo Motu — On its own motion.

©® ©

Uberrima fides (sometimes uberrimae fidei) — Utmost good faith.

®

Ubi jus ibi remedium — Where there is a right, there is a remedy.

®

Veto — Ban or order not to allow something to become law, even if it has been passed by a parliament.

(& Vice versa — Reverse position.

®

Vis major — Act of God.

©

Volenti non fit injuria — Damage suffered by consent gives no cause of action. Or harm caused with consent
cannot be considered an injury.

© Vox populi — Voice of the people. Or the opinion of the majority of the people.

(© Waiver — Voluntarily giving up or removing the conditions.
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EXERCISE
(© Multiple Choice Question:

1. Right to Property is a:
a) Fundamental Right b) Fundamental Duty
c¢) Constitutional Right d) None of the above

2. The Constitution of India describes India as:
a) A federation b) Quasi-federal
¢) A Union of states d) None of the above

3. Constitution is the:
a) Law of the land b) Administrative Law of the land
c) Constitutional Law of the land d) None of the above

4. On which date was the Constitution of India adopted by Constituent Assembly?
a) August 15, 1947 b) January 26, 1950
¢) November 26, 1949 d) January 30, 1948

5. What is the chief source of legal authority in India?
a) People b) Constitution of India
¢) Parliament d) President of India

© State TRUE or FALSE
Fundamental rights are not enforceable in the court of law in India.
Freedom of speech is an unfettered right and cannot be curtailed under any circumstances.

Custom is a source of law.

1
2
3
4. India’s Constitution is the longest Constitution in the world.
5. Right to Equality is a fundamental right.

6

Secularism is a feature enshrined in the Preamble.

© Fill in the blanks

1. The isan exception to equality before law.

2. Indian Constitution permits discrimination on

3. Fundamental Rights in Indian Constitution is based on

4. Rightto Propertyisa  right

5., mediation, negotiation and conciliation are alternate dispute resolution methods.

©  Short Essay Type Questions

1. Discuss the concept of primary and secondary legislation.
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What are the objectives of the Preamble?
Write short notes on-

(a) Conciliation & Mediation

(b) Subordinate Legislation

© Essay Type Questions

1.

2
3.
4

Explain judicial precedents as a source of law.
Elaborate on the concept of alternate dispute resolution
Explain how fundamental rights guarantee equality?

Explain how customs are a source of law?

() Unsolved Cases

1.

A has been accused of theft by his employer. He was tried in a court but got acquitted. However, the
employer found new evidence about A being the thief and instituted another case in the Court. Can A be
tried again according to the fundamental rights that the Indian Constitution guarantees him?

A works for a certain political party and is notorious for making hate speeches against a certain religious
community which often leads to communal riots pursuant to his inciting speeches. A was asked not to
speak at a congregation which was to be held publicly. Is A’s freedom to speech impeded?

Answer:

Multiple Choice Question
l.c; 2.¢; 3.a; 4.¢; 5.b.

State TRUE or FALSE
1. False; 2. False; 3. True; 4. True; 5. True; 6. True.

Fill in the blanks

1. President; 2. Nothing/no ground; 3. USA constitution; 4. Constitutional; 5. Arbitration
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2.1
2.2
23
24
2.5
2.6

2.7

2.8
2.9
2.10
2.11
2.12

2.13

ﬂ‘his Module includes - \

Essential elements of a Contract, Offer and Acceptance
Void and Voidable Agreements

Consideration

Legality of Object

E-Contracts - Essential Requirements for Enforceablity
Constraints to Enforce Contractual Obligations

Quasi-Contracts, Contingent Contracts, Termination or Discharge of

Contracts

Assignment of Contractual Rights and Obligations
Representations and Warranties

Impossibility and Force Majeure

Termination by Novation

Tender Procedure of Government Contract

Special Contract - Indemnity and Guarantee, Bailment and Pledge, Laws

of Agency /
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SLOB Mapped against the Module

To develop an understanding as to the effects of such contracts and the subsequent
transfers of title and performance of such contracts.

/ Module Learning Objectives: \
After studying this module, the students will be able to -

A To develop understanding on laws governing formation, discharge and
remedies for breach of various kinds of contracts

A To gain an insight into special contracts of indemnity, bailment, guarantee,

k pledge and agency /
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Essential Elements of a Contract,
(Offer and Acceptance |

ontracts are crucial for carrying on our daily lives. In absence of contracts and its corresponding
regulations, there could be anarchy. Opposed to popular belief, contracts are not only used in business
deals, but also while carrying out our daily activities like taking the public transport, buying groceries
or a cinema ticket or buying anything online, among others.

Contracts are those relationships that lay down rights and obligations of the parties to it which are more often
than not negotiated and agreed to by themselves. Contracts exist in every sphere of our lives. These negotiated
terms and conditions provide a lucid record of such a transaction which needs to be carried out in good faith. If
such obligations are breached, the contracts even mention a way of dispute resolution. A perfect contract is one
where all terms and conditions along with all details have been clearly defined leaving nothing to ambiguity or
arbitrary construction. Contracts and its corresponding regulations have been a boon to the society for many
reasons, economic development being one of the most important out of all.

The Indian Contract Act was enacted in 1872 which enlists provisions that could help the adjudicating authority
in deciding the rights and liabilities of the parties.

All essentials of a valid contract, indemnities as applicable, limit of liabilities and grounds for termination are
the clauses that the Act essentially deals with among other provisions.

Contracts minimize the risk of commercial transactions by a great deal. They bind the parties to their obligations
and reduces the likelihood of breach. Conflict resolution can also be done in a relatively hassle-free way under
contract laws.

The laws relating to contract enforce clarity between parties and helps in increasing productivity. From buying
shares in a company to working for a company, in whatever capacity, all relationships are governed through
contracts. Contracts generally enhance transparency and a well-defined law that governs these relationships help
in observance of such contracts in good faith.

Essential elements of a Contract, Offer and Acceptance

To constitute an agreement, it is essential that there exists an offer. Such offer when accepted, gives rise to an
agreement. However, to conclude a contract the fulfilment of other pre-requisites of consideration, legality of
object, competence of parties and so on, is required. Contracts are legally enforceable. However, every agreement
may not be enforceable under law.

In law, an agreement has been defined under Section 2(e) as every promise, and every set of promises, forming
the consideration for each other. Whereby as per Section 2(f), promises that form the consideration or part of the
consideration for each other are called reciprocal promises.
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Contract

Moreover, The Indian Contract Act defines a contract under Section 2(h) as an agreement enforceable by
law. As per Section 2(j), a contract which ceases to be enforceable by law becomes void when it ceases to be
enforceable.

Example: A offered to sell his book to B for ¥ 100. B paid A X100 and bought the book. A is the offeror, B is the
offeree/acceptor, X 100 is the consideration. Similarly A’s offer to sell the book is his promise, and B’s acceptance
to pay the money is his promise. When this aforementioned agreement fulfils Section 10 of the Indian Contract
Act, 1872, it becomes a contract.

This brings us to the question of how an offer is defined.
Offer

The term ‘proposal’ is otherwise called as ‘offer’. An offer is a proposal by one person, whereby he expresses
his willingness to enter into a contractual obligation in return for promise, act or forbearance. Section 2(a) of
the Act defines ‘proposal’ or offer as when one person signifies to another his willingness to do or abstain from
doing anything with a view to obtaining the assent of that other to such act or abstinence. The person making the
proposal is called as ‘offeror’ or proposer’ and the person the proposal is made is called as ‘offeree’.

Therefore, to constitute a valid offer, such an offer:

(© must be in clear, definite, complete and final in terms and not be vague in terms;
(& must be communicated to the offeree.

(' is communicated either in writing or is oral;

© may be in expressed terms or in implied terms.

Example: Ram tells Ghanshyam that he wants to sell his house to him just before he dies. Ram mortgages the
house in favour of the State Bank of India for loans. Ghanshyam sues Ram for doing so as there was a contract
between Ghanshyam and Ram for the sale of the same house. In this situation, Ram has not told at what price
does he want to sell the house to Ghanshyam or the exact time of sale. Hence this cannot be a contract as the offer
was unclear, not definite, incomplete and vague.

The offer may be general or specific. If an offer is made to a specific person, it is called specific offer. Such
offer can be accepted by such specific person; if an offer is made to the world at large, it is a general offer. It can
be accepted by any member of the general public by fulfilling the condition laid down in the offer.

Section 4 of The Indian Contract Act, 1872 lays down provisions relating to communication of offer is complete
when it comes to the knowledge of the person to whom it is made. It states an offer which has been communicated
properly continues as such until it lapses or revoked by the offer or rejected or accepted by the offeree. An ideal
offer should have all the essentials of a valid contract as once it is accepted by the offeree, it becomes a contract.

However, an offer can also be revoked. Section 5 provides that a proposal may be revoked at any time before
the communication of acceptance is complete as against the proposer but not afterwards.

Example: A proposes, by a letter sent by post, to sell his house to B; B accepts the proposal by a letter sent by
post. A may revoke his proposal at any time before or at the moment when B posts his letter of acceptance, but
not afterwards.

Acceptance

To constitute a promise, the intention of the parties must be communicated. One cannot accept an offer which
had not been communicated to him. In general, uncommunicated offer cannot result in a promise.
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The term ‘acceptance’ means admitting and agreeing to something to accede to something or to accept
something. An offer to enter into legal relations, upon definite terms, to create legal relations, must be followed
by an intention of the offeree to accept that offer.

In the case of Thawardar Pherumal vs. Union of India (AIR 1955 SC 468) the Supreme Court held that before
an offer can become a binding promise and result in an agreement it must be accepted, either by words or acts.

A person cannot be bound by a one-sided offer which is never accepted particularly when the parties intended
that the contract should be reduced in writing. A promise cannot bind its make unless the promise has assented
to it. Acceptance must be absolute and unqualified.

Example: Mina tells Tina she wants to sell her scooty for * 10,000. Tina says she will buy her scooty only if
Ukraine wins the war against Russia and lavender trees grow in Japan. This is not a contract as the acceptance is
not absolute and unqualified.

Section 4 provides that the communication of an acceptance is complete-

() as against the proposer, when it is put in a course of transmission to him, so as to be out of the power of the
acceptor.

() as against the acceptor when it comes to the knowledge of the proposer

Example: A proposes, by letter, to sell a house to B at a certain price. B accepts A’s proposal by a letter sent
by post. The communication of the acceptance is complete, as against A when the letter is posted and as against
B, when the letter is received by A.

The following points shall be taken into account in the case of acceptance-

®

9 Acceptance may be oral or in writing;

O]

It may be expressed or implied;

o)
&)

If a particular method of acceptance is prescribed, the offer must be accepted in the prescribed manner;

-

®

It must be unqualified and absolute and must correspond with all terms of the offer;

\
®

The conditional acceptance will amount to rejection of offer;

~
U

®

A counter offer for acceptance will also amount to reject of offer but the counter offer may be accepted or
rejected by the other party;

©®

It must be communicated to the offerer, since acceptance is completed the moment it is communicated;

-

o)

Mere silence on the part of the offeree does not amount to acceptance;

-
.

© The acceptance should be given if there is a time limit is fixed or otherwise at a reasonable time and before
he offer lapses or is revoked.

Revocation of acceptance

Section 5 provides that an acceptance may be revoked at any time before the communication of acceptance is
complete as against the acceptor but not afterwards.

Example: A proposes, by a letter sent by post, to sell his house to B; B accepts the proposal by a letter sent by
post; B may revoke his acceptance at any time before or at the moment when the letter communicates it reaches
A, but not afterwards.
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Section 4 provides that the communication of a revocation is complete as against the person who makes it,
when it is put into a course of transmission to the person to whom it is made, so as to be out of the power of the
person who makes it and as against the person to whom it is made, when it comes to his knowledge.

Example: B revokes his acceptance by telegram. B’s revocation is complete as against B when the telegram is
dispatched and as against A when it reaches him.

As per Section 2(b), when the person to whom the proposal is made signifies his assent thereto, the proposal is
said to be accepted. A proposal, when accepted, becomes a promise.

Section 2(c) defines that the person making the proposal is called the “promisor”, and the person accepting the
proposal is called the “promisee”.

Voidable contract

Section 2(i) defines a voidable contract as an agreement which is enforceable by law at the option of one or
more of the parties thereto, but not at the option of the other or others.

Essentials of a valid contract

Section 10 provides that all agreements are contracts if they are made by the free consent of parties competent
to contract, for a lawful consideration and with a lawful object, and are not otherwise expressly declared to be
void.

The following are the requirements for a valid contract

(© There shall be an offer or proposal by one party and acceptance of the proposal by the other party which
results in an agreement.

(© There shall be an intention to create legal relations or an intent to legal consequences.
(& The agreement shall be supported by lawful consideration.

© The parties to the contract shall be competent to contract.

(© There shall be free consent between the parties to the contract.

(& The object and consideration of the contract shall be legal and the same shall not be opposed to public
policy.

© The terms of the consent shall be certain.
(& The agreement is capable of being performed and it is not impossible of being performed.
Examples:

1. A proposes, by letter, to sell a house to B at a certain price. B accepts A’s proposal by a letter sent by post.
The communication of the acceptance is complete, as against A when the letter is posted and as against B,
when the letter is received by A.

2. Ramesh offers Mahesh his house for sale at * 1 Crore on 5% July, 2022. Mahesh agrees to buy the same at
the given time and price asked by Ramesh. Both Ramesh and Mahesh are 40 years old and are of sane mind.
This is a contract as per Section 10 of the Indian Contract Act, 1872.
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2.2.1 Void Agreement

According to Section 2(g), an agreement not enforceable by law is said to be void.

The following agreements are considered to be void:

®

®
O]

f
®

®

®

O]

If considerations and objects are unlawful in part — Section — 24;
Agreements without consideration — Section 25;

Agreement in restraint of marriage — Section 26;

Agreement in restraint of trade — Section 27;

Agreements in restraint of legal proceedings — Section 28;
Agreements void for uncertainty — Section 29;

Agreements by way of wager — Section 30;

Considerations and objects unlawful in part

Section 24 provides that if any part of a single consideration for one or more objects or any one or any part of
any one of several considerations for a single object is unlawful, the agreement is void.

Example — A promises to superintend, on behalf of B, a legal manufacture of indigo and an illegal traffic in
other articles, B promises to pay to A salary of 310,000 a year. The agreement is void, the object of A’s promise,
and the consideration for B’s promise, being in part unlawful.

This section has no application to a contract which is a single contract and has no contingent part.
2.2.2 Agreement without consideration

Section 25 provides that an agreement made without consideration is void unless-

1.

It is in writing and registered — It is expressed in writing and registered under the law for the time
being in force for the registration of documents and is made on account of natural love and affection
between parties standing in a near relation to each other; or unless

If is a promise to compensate for something done — It is a promise to compensate, wholly or in part, a
person who has already voluntarily done something for the promisor, or something which the promisor
was legally compellable to do; or unless

. Itis a promise to pay a debt, barred by limitation law — It is a promise, made in writing and signed by the

person to be charged herewith, or by his agent generally or specially authorized in that behalf, to pay wholly
or in part a debt of which the creditor might have enforced payment but for the law for the limitation of suits.

In any of these cases, such an agreement is a contract.
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Explanation 1 — to this Section provides that nothing in this section shall affect the validity, as between the
donor and done of any gift actually made.

Explanation 2 — to this Section provides that an agreement to which the consent of the promisor is freely
given is not void merely because the consideration is inadequate; but the inadequacy of the consideration may
be taken into account, by the Court in determining the question of whether the consent of the promisor was
freely given.

Examples:

(& A promises, for no consideration, to give B X 1,000. This is a void agreement;
)

®

A, out of love and affection, promises to give his son B, X1,000. A put his promise to B into writing and
registers it. This is a contract.

®

A finds B’s purse and gives it to him. B promises to give A X 50. This is a contract;

®

A supports B’s infant son. B promises to pay A’s expenses in so doing. This is a contract;

A owes B ¥1,000 but the debt is barred by the Limitation Act. A signs written promises to pay B X500 on
account of the debt. This is a contract;

®

(& A agrees to sell a horse worth of 1,000 for T10. A’s consent to the agreement was freely given. The
agreement is a contract notwithstanding the inadequacy of the consideration;

(& A agrees to sell a horse worth of 1,000 for 10. A denies that his consent to the agreement was freely
given.

The inadequacy of the consideration is a fact which the Court should take into account in considering whether
or not A’s consent was freely given.

2.2.3 Voidable Contract

Section 2(i) defines a voidable contract as an agreement which is enforceable by law at the option of one or
more of the parties thereto, but not at the option of the other or others.

Agreement in restrain of marriage: Any agreement to restrain the marriage of anyone unless it is that of a
minor, is void.

Example: Meenu married Ashish when she was 14 years old. After she turned 18 years, she wants to leave
Ashish and get married to someone else. She can opt out of this marriage contract as she was a minor when she
entered into the marriage.

Agreement in restraint of trade

Section 27 provides that every agreement by which any one is restrained from exercising a lawful
possession, trade or business of any kind, is to that extent void.

The exception to this section is saving of agreement not to carry on business of which goodwill is sold. One
who sells the goodwill of a business may agree with the buyer to refrain from carrying on a similar business,
within specified local limits, so long as the buyer, or any person deriving title to the goodwill from him, carries
on a like business therein. Provide that such limits appear to the Court reasonable, regard being had to the nature
of business.

Agreements in restraint of legal proceedings
Section 28 provides that every agreement-

a) by which any party thereto is restricted absolutely from enforcing his rights under or in respect of any
contract, by the usual legal proceedings in the ordinary tribunals, or which limits the time within which he
may thus enforce his rights; or
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b) which extinguishes the rights of any party thereto, or discharges any party thereto, from any liability,
under or in respect of any contract on the expiry of a specified period so as to restrict any party from
enforcing his rights, is void to that extent.

Exceptions — The following are the exceptions to this Section:

(& Saving of contract to refer to arbitration dispute that may arise — This section shall not render illegal a
contract, by which two or more persons agree that any dispute which may arise between them in respect of
any subject or class of subjects shall be referred to arbitration and that only the amounts awarded in such
arbitration shall be recoverable in respect of the dispute so referred;

®

) Saving of contract to refer to questions that have already arisen — Nor shall this section render
illegal any contract in writing, by which two or more persons agree to refer to arbitration any question
between them which has already arisen, or affect any provision of any law in force for the time being as
to references to arbitration.

~

(© Saving of a guarantee agreement of a bank or a financial institution — This section shall not render
illegal a contract in writing by which any bank or financial institution stipulates a term in a guarantee or any
agreement making a provision for guarantee for extinguishment of the rights or discharge of any party
thereto from any liability under or in respect of such guarantee or agreement on the expiry of a specified
period which is not less than one year from the date of occurring or non- occurring of a specified event for
extinguishment or discharge of such party from the said liability.

Example: In a contract between a computer manufacturing company and a customer, there was a clause that
the company will not be liable to be sued for damages for anything pertaining to the product in any court of law.
Such a contract is void as it restricts the right of the customer to avail legal recourse for enforcing his rights
against the company.

2.2.4 Agreements void for uncertainty

Section 29 provides that agreements, the meaning of which is not certain, or capable of being made certain
are void.

Examples:

a) Aagrees to sell to B, ‘a hundred tons of oil’. There is nothing whatever to show what kind of oil was intended.
The agreement is void for uncertainty;

b) A agrees to sell to B, ‘One hundred tons of oil of specified description known as an article of
commerce. There is no uncertainty here to make to agreement void;

2.2.5 Agreement by way of wager

Section 30 provides that agreements by way of wager are void; and no suit shall be brought for
recovering anything alleged to be won on any wager, or entrusted to any person to abide the result of any game
or other uncertain event on which any wager is made.

Exception in favour of certain prizes for horse-racing — This section shall not be deemed to render unlawful a
subscription, or contribution, or agreement to subscribe or contribute, made or entered into for or toward any
plate, prize, or sum of money, of the value or amount of ¥ 500 or upwards, to be awarded to the winner or winners
of any horse-race.

Section 294A of the Indian Penal Code not affected — Nothing in this section shall be deemed to legalize any
transaction connected with horse-racing to which the provisions of Section 294A of the Indian Penal Code, apply.

Example: Mr. X had an agreement with Mr. Y regarding the outcome of India Pakistan match. If Pakistan won
he would pay to Mr. Y X 1 Crore. These kind of agreements are wafering agreements and not enforceable in India.
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ection 2(d) of the Act defines the term ‘consideration’ as, when, at the desire of the promisor, the

promisee or any other person has done or abstained from doing, or does or abstains from doing,

or promises to do or to abstain from doing, something, such act or abstinence or promise is called

a consideration for the promise. Consideration is essential for every contract. The following are the
fundamental principles for consideration-

(o)

(@ Consideration must be at the desire of the promisor;
© Consideration may move from the promise or any other person;

In ‘Chinnaya v. Ramaya’— (1882) Mad. 137 it was held that a lady by a deed of gift made over certain property to
her daughter directing her to pay an annuity to the donors brothers as had been done by the donor herself before she
gifted the property. On the same day, her daughter executed in writing in favor of the donors’ brother agreeing to
pay the annuity. Afterwards the done declined to fulfill her promise to pay her uncle saying that no consideration
had moved from him. The court held that the uncle could sue even though no part of the consideration received
by the niece moved from him. The consideration from her mother was sufficient consideration.

Types of consideration
Consideration may be of the following three types:
i) Executory or future — it means it makes the form of promise to be performed in the future;
Example — A makes an engagement with B to marry her in future.
ii) Executed or present — it is an act or forbearance made or suffered for a promise.

iii) Past — it means a past act or forbearance, that is to say, an act constituting consideration, took place
and is complete before the promise is made.

Legal Rules Regarding Consideration

—_

It must move at the desire of the promisor
It may move from the promisee or any other person

Consideration must be something of value.

2

3

4. It may be an act, abstinence or forbearance or a return promise.

5. It may be past, present or future which the promisor is already not bound to do.
6

It must not be unlawful.
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7. Consideration need not be adequate.

8. It must not be illusory.

9. It must not be opposed to public policy.
10. Pre-existing obligations.
No Consideration - No Contract:

According to Section 25 of The Indian Contract Act, 1872, the general rule is ex-nudopacto non oritur action
i.e. an agreement made without consideration is void. For example if A promises to pay B 31000 without any
obligation from B, this is a void agreement for want of consideration. However, the Act itself provides exceptions
to this rule in section 25 itself. As per section 25, an agreement made without consideration is not void in the
following circumstances:

a) Promise made on account of natural love and affection.

b) Promise to compensate for voluntary services.

¢) Promise made to pay a time barred debt.

Also, an agreement without consideration is not void in the following cases:
1. Gift actually made.
2. Creation of agency.
3. Charitable subscription

Example: Ram told Shyam that he will sell his office space to him if he killed a Union Minister. This
consideration in lieu of office space is an unlawful consideration and hence this will not become a contract.
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The object of the contract is the ultimate purpose which the contract sub serves. In contract the subject
matter or the agreement is its object.

Section 23 discusses about the legality of the object or consideration. The said section provides that the
consideration or object of an agreement is lawful, unless-

© it is forbidden by law; or

(© is of such nature that, if permitted, it would defeat the provisions of any law; or

© is fraudulent; or

© involves or implies, injury to the person or property of another; or

(© the Court regards it as immoral, or opposed to public policy. In each of these cases, the
consideration or object of an agreement is said to be unlawful. Every agreement of which the object
or consideration is unlawful is void.

Examples:

a) A agrees to sell his house to B for ¥10,000. Here B’s promise to pay the sum of ¥10,000 is the
consideration for A’s promise to sell the house and A’s promise to sell the house is the consideration for
B’s promise to pay X 10,000. These are lawful considerations;

b) A promises to pay B 1,000 at the end of six months, if C who owes that sum to B, fails to pay it. B
promises to grant time to C accordingly. Here the promise of each party is the consideration for the
promise of the other party, and they are lawful considerations;

¢) A promises for a certain sum paid to him by B, to make good to B the value of his ship if it is wrecked on a
certain voyage. Here, A’s promise is the consideration for B’s payment and B’s payment is the consideration
for A’s promise, and these are lawful considerations;

d) Apromises to maintain B’s child and B promises to pay A 1,000 yearly for the purpose. Here, the promise
of each party is the consideration for the promise of the other party. They are lawful considerations;

e) A, B and C enter into an agreement for the division among them of gains acquired, or to be acquired, by
them by fraud. The agreement is void, as its object is unlawful;

f) A promises to obtain for B an employment in the public service, and B promises to pay ¥ 1,000 to A. The
agreement is void, as the consideration for its unlawful;

g) A being agent for a landed proprietor, agrees for money, without the knowledge of his principal to obtain
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for B a lease of land belonging to the principal. The agreement between A and B is void, as it implies a
fraud by concealment by A, on his principal;

h) A promises B to drop a prosecution which he has instituted against B for robbery, and B promises to restore
the value of the things taken. The agreement is void, as its object is unlawful;

i) A’s estate is sold for arrears of revenue under the provisions of an Act of the Legislature, by which the
defaulter is prohibited from purchasing the estate. B, upon an understanding with A, becomes the purchaser,
and agrees to convey the estate to A upon receiving from him the price which B has paid. The agreement
is void as it renders the transaction in effect, a purchase by the defaulter and would so defeat the object of
the law;

7) A, who is B’s mukhtar, promises to exercise his influence, as such, with B in favor of C and C promises to
pay 31,000 to A. The agreement is void, because it is immortal;

k) A agrees to let her daughter to hire B for concubinage. The agreement is void, because it is immoral,
though the letting may not be punishable under the Indian Penal Code.

The Institute of Cost Accountants of India




E-Contracts - Essentia

Reguirements for Enforcgablity L

lectronic contracts are paperless contracts and are in electronic form. It is the change of technology

and legal requirements lead the contract to be in electronic form. E-contract is a contract modelled,

specified, executed and deployed by asoftware system. They are conceptually very similar to traditional

commercial contracts. E-contract also requires the basic elements of a contract. The following are
ingredients of the E-contracts-

)
\J)

An offer is to be made;

O]

Offer is to be accepted;

®

There shall be a lawful consideration;

®

There shall be an intention to create legal relations;

®

The parties must be competent to contract;

®

\

There must be free and genuine consent;

®

The object of the contract must be lawful,
(& There must be certainty and possibility of performance.

The main feature of this type of contract is speed, accuracy and reliability. The parties to the contract have
to obtain digital signature from the competent authority and they have to affix the digital signature instead of
manual signing. The Information Technology Act, 2000 regulates such e-contracts.

In this type of contract the web site of the offeror acts as a display to the world at large. E-mails are used to
negotiate and agree on contract terms and to send and agree to the final contract. An email contract is enforceable
if the requirements of the contract are fulfilled. Electronically signed contracts cannot be denied because they are
in electronic form and delivered electronically.

Example: Anil buys Microsoft Office, online, for his Macbook. Microsoft lays down terms and conditions
that will now bind both Anil and Microsoft with respect to the sale of Microsoft Office. When Anil clicks on “I
agree to the terms and Conditions” and makes the payment, he is now bound by the e-contract.
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2.6.1 Who are competent to contract?

s per Section 11 every person is competent to contract who is of the age of majority according to
the law to which he is subject, and who is of sound mind, and is not disqualified from contracting
by any law to which he is subject.

From the above provisions of the section, it means the following types of persons are not competent to contract:

i) A person who has not attained the age of majority, i.e. minor.

ii) A person of unsound mind

iii) A person who is disqualified from contracting by some law.

a) Minor:

As per section 3 of the Indian Majority Act of 1875, every person in India is a minor if he has not attained
the age of 18 years of age. However in case of a minor of whose person or property or both a guardian has been
appointed under the Guardian and Wards Act, 1890 or whose property is under the superintendence of any court
of wards before he attains 18 years of age is 21 years.

The position of Minor’s agreement and effect thereof is as under:

1.
2.

An agreement with a minor is void ab-initio.

The law of estoppel does not apply against a minor. It means a minor can always plead his minority despite
earlier misrepresenting to be a major. In other words, he cannot be held liable on an agreement on the
ground that since earlier he had asserted that he had attained majority.

Doctrine of Restitution does not apply against a minor. In India, the rules of restitution by minor are similar
to those found in English laws. The scope of restitution of contract by minor was examined by the Privy
Council in Mohiri Bibi case when it has held that the restitution of money under section 64 of the Indian
Contract Act cannot be granted under section 65 because a minor’s agreement is not voidable but absolutely
void ab-initio. Similarly no relief can be granted under section 65 as this section is applicable where the
agreement is discovered to be void or the contract becomes void.

No Ratification on Attaining Majority - Ratification means approval or confirmation. A minor cannot confirm
an agreement made by him during minority on attaining majority. If he wants to ratify the agreement, a
fresh agreement and fresh consideration for the new agreement is required.

. Contract beneficial to Minor - A minor is entitled to enforce a contract which is of some benefit to him.

Minority is a personal privilege and a minor can take advantage of it and bind other parties.

Minor as an agent - A minor can be appointed an agent, but he is not personally liable for any of his acts.
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7. Minor’s liability for necessities - If somebody has supplied a minor or his dependents with necessities,
minor’s property is liable but a minor cannot be held personally liable

8. A minor cannot be adjudged insolvent as he is incapable of entering into a contract.

9. Where a minor and an adult jointly enter into an agreement with another person, the minor is not liable and
the contract can be enforced against the major person.

b) Person of Sound Mind:
What is a Sound Mind for the Purposes of Contracting? (Section 12)

A person is said to be of sound mind for the purposes of making a contract if, at the time when he makes it, he
is capable of understanding it and of forming a rational judgment as to its effect upon his interests. A person, who
is usually of unsound mind, but occasionally of sound mind, may make a contract when he is of sound mind. A
person, who is usually of sound mind, but occasionally of unsound mind, may not make a contract when he is
of unsound mind.

Ilustration:
a) A patient in a lunatic asylum, who is at intervals of sound mind, may contract during those intervals.

b) A sane man, who is delirious from fever or who is so drunk that he cannot understand the terms of a
contract or form a rational judgment as to its effect on his interests, cannot contract whilst such delirium or
drunkenness lasts.

Solution

Going by the spirit of the section, it is clear that a person is of sound mind if he fulfils the two conditions at the
time when he makes it namely :

1) He/she is capable of understanding the contract.

ii) He/she is capable of forming a rational judgment about the effects of such contract on his interest.

In both the cases person not satisfying any of these two conditions is not treated as a person of sound mind.
¢) Other Disqualified Persons:

The persons who are disqualified from entering into contract due to certain other reasons may be from legal
status, political status or corporate status. Some of such categories of persons are given below:

i) Alien Enemy: An agreement with an Alien Enemy is void. But agreement with an Alien friend is perfectly
valid and enforceable. When the Government of an Alien is at war with the Government of India, the alien
is called Alien enemy, who cannot enter into any contract with any Indian citizen without the permission
of Government of India as the same is against the public policy. Contract entered into with an alien before
war is put into suspension during the duration of war.

ii) Foreign Sovereign and Ambassadors: Foreign sovereigns and their representatives enjoy certain
privileges and immunities in every country. They cannot enter into contract except through their agents
residing in India. They can sue the Indian citizen but an Indian citizen cannot sue them.

iii) Convicts: A convict cannot enter into a contract while he is undergoing imprisonment.

iv) Insolvents: An insolvent person is one who is unable to discharge his liabilities and therefore has applied
for being adjudged insolvent or such proceedings have been initiated by any of his creditors. An insolvent
person cannot enter into any contract relating to his property.

v) Company or Statutory bodies: A contract entered into by a corporate body or statutory body will be
valid only to the extent it is within its Memorandum of Association.
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2.6.2 Free Consent

Consent: ‘“Two or more persons are said to consent when they agree upon the same thing in the same sense.’
- [Sec 13]

If the parties have not agreed upon the same thing in the same sense, there is no real consent and hence no
contract is formed.

As per section 14 of the Indian Contract Act, 1872 consent is said to be free when it is not caused by:
i) Coercion (Sec 15), or

ii) Undue influence (Sec 16), or

iii) Fraud (Sec 17), or

iv) Misrepresentation (Sec 18), or
v) Mistake, subject to the provisions of Sec 20, 21 and 22.

Flaw in
Consent
Coersion Undue _ ) 4
Influence Misrepresentation Mistake
(Sec 15) (Sec 16)
—_— .
Fraudulent RGBSR @F Mistake of Mistake of
Sac 17 unintentional Law Fact
(Sec17) (Sec 18) (Sec 21) (
—T
Of own Of foreign Bilateral Uni_lateral
country country mistake mistake
(Sec 22)
1
| )

Mistake as Mistake as to
to subject possibility of
matter performance

l . Il . Il . Il . Il ) Il ’ Il Physical Il Legal I
Existence Identity Quality Quantity Title Price pamesalial Impossibility

Fig. 2.1 Flow in Consent

2.6.2.1 Coercion: [Sec. 15]

The term “Coercion” has been defined in Section 15 of the Act as the committing or threatening to commit, any
act forbidden by the Indian Penal Code, or the unlawful detaining, or threatening to detain, any property, to the
prejudice of any person whatever, with the intention of causing any person to enter into an agreement.

Explanation: It is immaterial whether the Indian Penal Code is or is not in force in the place where the
coercion is employed.

From the above definition of coercion given in section 15, consent is said to be caused by coercion, when it is
obtained by any one of the following;

1. Committing or threatening to commit any act forbidden by Indian Penal Code;

2. Unlawful detaining or threatening to detain the property of another person. Coercion may come from a
person party to the contract or even third person not connected with the contract directly.
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Unlawful detaining also amounts to coercion: If a person unlawfully detains or gives a threat to detain any
property to the prejudice of any person whatever, with the intention of causing any person to enter into an
agreement amounts to coercion.

Effect of coercion

According to section 19 when the consent is caused by coercion, fraud or misrepresentation, the agreement is
avoidable at the option of the party whose consent was so caused. The aggrieved party may opt to rescind the
contract. If the aggrieved party seeks to rescind the contract, he must restore the benefit so obtained under the
contract from other party.

It should be noted that threat to commit suicide also amounts to coercion.
Some special cases which are prone to be construed cases of coercion are discussed as under;

1. Prosecution: A mere threat to prosecute a man or file suit against him does not constitute coercion. In
the case of Andhra Sugar Lts V State of AP AIR 1968 SC 599, it was held that compulsion of law is not a
coercion, fraud, misrepresentation, mistake or even undue-influence.

2. High prices and high interest Rates: Charging high interest rate, high price etc is not coercion as the same
is not prohibited under the Indian Penal code.

3. A threat to commit suicide: Consent to an agreement may at times be obtained by threatening to commit
suicide. The Madras High court has held that threat to commit suicide amounts to coercion. In Amraju v
Seshamma 1917 41 Mad 33 it was argued by Oldfield J, one of the judge of the Bench which decided this
case, that section 15 of the Indian Contract Act, must be construed strictly and that an act which is not
punishable under the Indian Penal Code cannot be said to be forbidden by it. Suicide is not punishable by
the Indian Penal Code, only the attempt to suicide is punishable.

2.6.2.2 Undue Influence [Section 16]
Section 16 of the Indian Contract Act defines undue influence as under:

i) A contract is said to be induced by “undue influence” where the relations subsisting between the parties are
such that one of the parties is in a position to dominate the will of the other and uses that position to obtain
an unfair advantage over the other.

ii) In particular and without prejudice to the generality of the foregoing principle, a person is deemed to be in
a position to dominate the will of another—

a. Where he holds a real or apparent authority over the other, or where he stands in a fiduciary relation to
the other; or

b. Where he makes a contract with a person whose mental capacity is temporarily or permanently
affected by reason of age, illness, or mental or bodily distress.

iii) Where a person, who is in a position to dominate the will of another, enters into a contract with him, and
the transaction appears, on the face of it or on the evidence adduced, to be unconscionable, the burden of
proving that such contract was not induced by undue influence shall lie upon the person in a position to
dominate the will of the other.

Nothing in this sub-section shall affect the provisions of section 111 of the Indian Evidence Act, 1872 (1 of
1872).
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There is presumption of undue influence in the following relationships:
i) Parent and child
ii) Guardian and ward
iii) Doctor and patient
iv) Solicitor and client
v) Trustee and beneficiary
vi) Religious advisor and disciple
vii) Fiancé¢ and fiancée
There is however no presumption of undue influence in case of relationship of —
i) Landlord and tenant
ii) Debtor and creditor

iii) Husband and wife. The wife has to be pardanashin for such presumption. In these relationships undue
influence has to be proved.

Going through the definition of undue influence in section 16 we find that two elements are found in undue
influence:

a) The relationship subsisting between the parties is such that one party is in a position to dominate the will
of other and

b) He uses that position to obtain an unfair advantage over the other. The person intending to avoid the
contract on the ground of undue influence must prove both the above two elements

Examples:

a) A having advanced money to his son, B, during his minority, upon B’s coming of age obtains, by misuse
of parental influence, a bond from B for a greater amount than the sum due in respect of the advance. A
employs undue influence.

b) A, a man enfeebled by disease or age, is induced, by B’s influence over him as his medical attendant, to
agree to pay B an unreasonable sum for his professional services, B employs undue influence.

c) A, being in debt to B, the money-lender of his village, contracts a fresh loan on terms which appear to be
unconscionable. It lies on B to prove that the contract was not induced by undue influence.

d) A applies to a banker for a loan at a time when there is stringency in the money market. The banker
declines to make the loan except at an unusually high rate of interest. A accepts the loan on these terms.
This is a transaction in the ordinary course of business, and the contract is not induced by undue influence.

Effect of undue influence: Section 19A provides that when the consent is caused by undue influence, the
agreement is voidable at the option of the party whose consent was so caused. The aggrieved party may opt to
rescind the contract. If the aggrieved party seeks to rescind the contract, he must restore the benefit so obtained
under the contract from other party, upon such terms and conditions as to the court may seem just. The following
illustrations are appended to the section.

a) A’s son has forged B’s name to a promissory note. B, under threat of prosecuting A’s son, obtains a bond
from A for the amount of the forged note. If B sues on this bond, the Court may set the bond aside.
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b) A, a moneylender, advances X100 to B, an agriculturist, and, by undue influence, induces B to execute a
bond for 200 with interest at 6 per cent per month. The Court may set the bond aside; ordering B to repay
%100 with such interest as may seem just.

The court has discretion to direct the aggrieved party for giving back the benefit whether in whole or in part or
set aside the contract without any direction for refund of benefit.

In a case for avoiding a contract on the ground of undue influence, the plaintiff has to prove that:
a) the other party was in a position to dominate the will; and

b) he actually used his influence to obtain the plaintiff’s consent to the contract; it will be then for the defendant
to show that the plaintiff freely consented.

The presumption is raised at least in the following cases:
a) Unconscionable bargains
b) Contracts with pardanashin women
2.6.2.3 Fraud [Section 17]
As per section 17 of the Indian Contract Act:

“Fraud” means and includes any of the following acts committed by a party to a contract, or with his
connivance, or by his agent, with intent to deceive another party thereto or his agent, or to induce him to enter
into the contract:

1) The suggestion, as a fact, of that which is not true by one who does not believe it to be true;
ii) The active concealment of a fact by one having knowledge or belief of the fact;
iii) A promise made without any intention of performing it;
iv) Any other act fitted to deceive;

v) Any such act or omission as the law specially declares to be fraudulent.

Explanation: Mere silence as to facts likely to affect the willingness of a person to enter into a contract is not
fraud, unless the circumstances of the case are such that, regard being had to them, it is the duty of the person to
keep silence or unless his silence is, in itself is equivalent to speech.

Does silence amount to fraud?

At times one of the parties to a contract be silent to some of the facts relating to the subject matter of contract.
The matter on which silence is maintained by party may be material fact. Does this amount to passive fraud
under the Indian Contract Act or not depends upon various factors?

Explanation to Section 17 of the Indian Contract Act provides that mere silence as to facts likely to affect the
willingness of a person to enter into a contract is not fraud unless the circumstances of case are such that having
regard to them, it is the duty of the person keeping silence to speak or unless silence itself is equivalent to speech.

Thus. we can say that there is exception to the rule that mere silence does not amount to silence. These two
exceptions are provided in explanation to section 17 and these are as under.

i) When there is a duty to speak.

ii) Where silence is equivalent to speech.
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However, in the following two types of cases, silence amounts to fraud, as held by the courts in various cases:

a) Where there is change in circumstances- A representation may be true when made but with the passage
of time or changed circumstances it may become false. Accordingly, this must be communicated to other
party otherwise it amounts to fraud.

b) When there is half-truth- Even when a person is not bound to disclose a fact, he may be held guilty of
fraud if he volunteers to disclose a state of fact partly. This is so when the undisclosed part renders the
disclosed part false.

Examples:

a) A sells, by auction, to B, a horse which A knows to be unsound. A says nothing to B about the horse’s
unsoundness. This is not fraud in A.

b) B is A’s daughter and has just come of age. Here, the relation between the parties would make it A’s duty
to tell B if the horse is unsound.

c) B says to A—"If you do not deny it, I shall assume that the horse is sound.” A says nothing. Here, A’s
silence is equivalent to speech.

d) Aand B, being traders, enter upon a contract. A has private information of a change in prices which would
affect B’s willingness to proceed with the contract. A is not bound to inform B.

Effect of Fraud: According to section 19 when consent to an agreement is caused by coercion, fraud or
misrepresentation, the agreement is a contract voidable at the option of the party whose consent was so caused.

A party to a contract, whose consent was caused by fraud or misrepresentation, may, if he thinks fit, insist
that the contract shall be performed, and that he shall be put in the position in which he would have been, if the
representations made had been true.

However, there is one exception to the rule of voidability of contract at the option of aggrieved party. If such
consent was caused by misrepresentation, or by silence, fraudulent within the meaning of section 17, the contact,
nevertheless, is not voidable, if the party whose consent was so caused had the means of discovering the truth
with ordinary diligence.

2.6.2.4 Misrepresentation [Section 18]

A statement of fact which one party makes in the course of negotiation with a view to induce the other party to
enter into a contract is known as misrepresentation. It must relate to some fact which is material to the contract.
It may be expressed by words spoken or written or implied from the acts and conduct of the parties.

A representation when wrongly made either innocently or unintentionally is a misrepresentation. When it is
made innocently or unintentionally, it is misrepresentation and when made intentionally or wilfully it is fraud.

Misrepresentation has been defined in Section 18 of the Act as under:
“Misrepresentation” means and includes—

The positive assertion, in a manner not warranted by the information of the person making it, of that which is
not true, though he believes it to be true.

1. The positive assertion, in a manner not warranted by the information of the person making it, of that which
is not true, though he believes it to be true;

2. Any breach of duty which, without an intent to deceive, gains an advantage to the person committing it, or
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any one claiming under him, by misleading another to his prejudice or to the prejudice of anyone claiming
under him;

3. Causing, however innocently, a party to an agreement to make a mistake as to the substance of the thing
which is the subject of the agreement.

From the above definition of the term Misrepresentation, the following two types of misrepresentations are
noticed:

a) Unwarranted statements: When a person positively asserts or makes an absolute and explicit statement of
facts, that fact is true, though he has no reliable source to form this opinion, he believes it to be true. This
is one type of misrepresentation.

b) Breach of duty: Any breach of duty which brings advantages to the person committing it by misleading
the other to his prejudice is a misrepresentation.

Effect of Misrepresentation

As per section 19 when consent to an agreement is caused by misrepresentation, the agreement is a contract
voidable at the option of the party whose consent was so caused. A party to a contract, whose consent was caused
by misrepresentation, may, if he thinks fit, insist that the contract shall be performed, and that he shall be put in
the position in which he would have been, if the representations made had been true.

Exception: If such consent was caused by misrepresentation or by silence, fraudulent within the meaning of
section 17, the contract, nevertheless, is not voidable, if the party whose consent was so caused had the means of
discovering the truth with ordinary diligence.

Explanation: A fraud or misrepresentation which did not cause the consent to a contract of the party on whom
such fraud was practised, or to whom such misrepresentation was made, does not render a contract voidable.

Examples:

a) A, intending to deceive B, falsely represents that five hundred maunds of indigo are made annually at A’s
factory, and thereby induces B to buy the factory. The contract is voidable at the option of B.

b) A, by a misrepresentation, leads B erroneously to believe that, five hundred maunds of indigo are made
annually at A’s factory. B examines the accounts of the factory, which show that only four hundred maunds
of indigo have been made. After this B buys the factory. The contract is not voidable on account of A’s
misrepresentation.

c) A fraudulently informs B that A’s estate is free from incumbrance. B thereupon buys the estate. The estate
is subject to a mortgage. B may either avoid the contract, or may insist on its being carried out and the
mortgage debt redeemed.

d) B, having discovered a vein of ore on the estate of A, adopts means to conceal, and does conceal, the
existence of the ore from A. Through A’s ignorance B is enabled to buy the estate at an under-value. The
contract is voidable at the option of A.

e) A s entitled to succeed to an estate at the death of B, B dies: C, having received intelligence of B’s death,
prevents the intelligence from reaching A, and thus induces A to sell him his interest in the estate. The sale
is voidable at the option of A.
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2.6.2.5 Mistake [Sections 20, 21 and 22]
Mistake means an erroneous belief about something. It has not been defined in the Indian Contract Act.
Mistake can be —
A) Mistake of law, or (Section 21)
B) Mistake of fact (Section 20)
A) Mistake of law may be:
1. mistake of law of the country
2. mistake of law of a foreign country
1. Mistake of law of the country:

When a party enters into a contract, without the knowledge of law in the country, the contract is affected by
such mistake but it is not void. A contract is not voidable because it was caused by a mistake as to any law in
force in India. The reason here is that ignorance of law is not an excuse at all. However, if a party is induced to
enter into a contract by the mistake of law, then such a contract may be avoided.

2. Mistake of law of foreign country: Such a mistake is treated as mistake of fact and agreement is such case
is void.

B) Mistake of fact may be:
1. Bilateral mistake, or
2. Unilateral mistake

1. Bilateral mistake

Where both the parties to an agreement are under a mistake as to a matter of fact essential to the agreement,
the agreement is void.

Explanation: An erroneous opinion as to the value of the thing which forms the subject-matter of the
agreement is not to be deemed a mistake as to a matter of fact.

In order to render an agreement void due to bilateral mistake, the following two conditions must be met:-
a) Mistake must be mutual: Both the parties must misunderstand each other and should be at cross purpose.

b) Mistake must relate to a matter of fact essential to the agreement: What is essential fact of an agreement
depends upon the nature of promise in each case.

The various types of mistakes falling under bilateral mistakes are as under:
I) Mistake as to subject matter covers following cases:

a) Mistake as to existence of subject matter: If both the parties are at mutual mistake as to existence of the
subject matter, the agreement is void.

b) Mistake as to identity of subject matter: It usually happens when both the parties have different subject
matter of contract in their mind. The agreement is void due to mistake of identify of subject matter.

c) Mistake as to the quality of the subject matter: If the subject matter is something essentially different
from what the parties thought to be, the agreement is void.
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d) Mistake as to quantity of subject matter: Bilateral mistake as to quantity of subject matter would render
the agreement void.

¢) Mistake as to title of subject matter: The agreement is void due to bilateral mistake as to title of the
subject matter

f) Mistake as to price of the subject matter: Mutual mistake as to price of the subject matter would render
the agreement void.

IT) Mistake as to possibility of performance of Contract
Impossibility may be:

a) Physical impossibility: An agreement is void, if it is identified to be non-feasible due to physical factors,
like time, distance, height, etc.

b) Legal impossibility: An agreement is void, if it provides that something shall be done which as a matter
of law cannot be done.

Examples:

a) Aagrees to sell to B a specific cargo of goods supposed to be on its way from England to Bombay. It turns
out that, before the day of the bargain, the ship conveying the cargo had been cast away and the goods lost.
Neither party was aware of the these facts. The agreement is void.

b) A agrees to buy from B a certain horse. It turns out that the horse was dead at the time of bargain, though
neither party was aware of the fact. The agreement is void.

c) A, being entitled to an estate for the life of B, agrees to sell it to C. B was dead at the time of the agreement,
but both parties were ignorant of the fact. The agreement is void.

2. Unilateral Mistake as to fact

As per section 22, a contract is not voidable merely because it was caused by one of the parties to it being
under a mistake as to a matter of fact. A unilateral mistake is not allowed as a defence in avoiding a contract
unless brought about by another party’s fraud or misrepresentation.
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Termination or Discharge of Contracts '

2.7.1 Quasi-Contracts

ometimes the law implies a promise imposing obligations on one party and conferring the right in

favor of the other even when there is no offer, no acceptance, no consensus ad idem, and in fact,

there is neither agreement nor promise. Such cases are not contracts but the court recognizes them as

relations resembling those of contracts and enforces them as if they were contracts. Such is called as
a quasi-contract.

This type of contract rests on the equitable principle that a person shall not be allowed to enrich himself unjustly
in the experience of another. It is obligation which the law creates in the absence of any agreement, when
any person is in the possession of one person’s money or its equivalent under such circumstances that in equity
and good conscience, he ought not to retain it and which in justice and fairness belongs to another. It is the duty
and not an agreement or intention which defines it.

Example: A restaurant owner delivered the food parcel to the neighbour of the family which ordered the food.
The receiver neighbour knew that it had been delivered by mistake but made no efforts to return the same, and
consumed it. The neighbour is bound by a quasi-contract to replenish the unjust benefits received by them, to the
original family which ordered.

In the Act, the following type of quasi contracts are discussed-
Section 68 — Claim for necessaries supplied to person incapable of contracting, or on his account.

This section provides that if a person, incapable of entering into a contract, or any one whom he is legally bound
to support, is supplied with another person with necessaries suited to his condition in life, the person who has
furnished such supplies is entitled to be reimbursed from the property of such incapable person.

Examples:

© A supplies B, a lunatic, with necessaries suitable to his condition in life. A is entitled to be reimbursed
from B’s property.

© A supplies the wife and children of B, a lunatic, with necessaries suitable to their condition in life. A is
entitled to be reimbursed from B’s property.

Section 69 — Reimbursement of persons paying money due by another, in payment of which he is interested
— This section provides that a person who is interested in the payment of money which another is bound by law
to pay, and who therefore pays it, is entitled to be reimbursed by the other.

Example:
B holds land in Bengal, on a lease granted by A, the zamindar. The revenue payable by A to the Government
being in arrear, his land is advertised for sale by the Government. Under the revenue law, the consequence of

such sale will be the annulment of lease. B, to prevent the sale and the consequent annulment of his own lease,
pays to the Government the sum due from A. A is bound to make good to B the amount so paid.
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Section 70 — Obligation of person enjoying benefit of non-gratuitous act — This section provides that
where a person lawfully does anything for another person, or delivers anything to him, not intending to do so
gratuitously, and such other person enjoys the benefit thereof, the latter is bound to make compensation to the
former in respect of, or to restore, the thing so done or delivered — it is otherwise called as quantum meruit.

Examples:

a) A, a tradesman, leaves goods at B’s house by mistake. B treats the goods as his own. He is bound to

pay A for them.

b) A saves B’s property from fire. A is not entitled to compensation from B, if the circumstances show that

he intended to act gratuitously.

Section 71 — Responsibility of finder of goods — This section provides that a person who finds goods belonging
to another, and takes them into his custody, is subject to the same responsibility as a bailee.

Section 72 — Liability of person to whom money is paid or thing delivered, by mistake or under coercion—
This section provides that a person to whom money has been paid, or anything delivered, by mistake or under
coercion, must repay or return it.

Examples :

a) Aand B jointly owe X100 to C, A alone pays the amount to C, and B, not knowing this fact, pays ¥ 100 over
again to C. C is bound to repay the amount to B.

b) A railway company refuses to deliver up certain goods to the consignee, except upon the payment of an
illegal charge for carriage. The consignee pays the sum charged in order to obtain the goods. He is entitled
to recover so much of the charge as was illegally excessive.

2.7.2 Contingent Contracts

Section 31 defines ‘contingent contract’ as a contract to do or not to do something, if some event, collateral
to such contract, does or does not happen.

The following are the essentials of contingent contract:

© Uncertainty and futurity of the event to which it is related;
(© Uncertain future event must be collateral to the contract.

© An agreement to sell unspecified half share in the property is not contingent contract as held
in ‘Harbakhash Singh Gill V. Ram Rattan’ AIR 1988 P&H 60. In ‘Bhairon Prasad Chaurasiya V. Smt. Tara
Devi’, AIR 1980 AlL 36 it was held that an agreement to sell a house is by no means a ‘contingent contract’.
An agreement to purchase a property is neither a contingent contract nor can it be characterized as a
mere possible right or interest. It was contended that the contract is a ‘contingent contract’ because of
either of the parties to the contract may refuse to perform his part on the contract. The Court held that the
argument is fallacious. Such a contingency would not be a collateral to a contract. An agreement to purchase
a property is neither a ‘contingent contract’ nor can it be characterized as a mere possible right of interest.

(& Reciprocal promises are not contingent contracts as they cannot be said to be collateral to each other. The
law allows the enforcement of a contingent contract after the event upon which it was contingent has
happened. The contingency which is the essence of a condition must be distinguished from mere futurity.
An obligation is not to be classified as conditional because its performance is not yet due.

(A contingent contract need not necessarily be independent on any external event. It may be conditional
on the voluntary act or the future conduct of one of the parties or a third person.

Enforcement of contingent contract

Section 32 provides that contingent contracts to do or not to do anything, if an uncertain future event happens
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cannot be enforced by law unless and until that event has happened. If the event becomes impossible, such
contracts become void.

Examples:

a) A makes a contract with B to buy B’s horse if A survives C. This contract cannot be enforced in law unless
and until C dies in A’s lifetime.

b) A makes a contract with B to sell a horse to B at a specified price if C, to whom the horse has been offered,
refused to buy him. The contract cannot be enforced by law unless and until C refuses to buy the horse.

c) A contract to pay B a sum of money when B marries C. C dies without being married to B. The contract
becomes void.

Section 33 provides for enforcement of contacts contingent on an event not happening. This section provides
that contingent contracts to do or not to do anything if an uncertain future event does not happen, can be
enforced when the happening of that event becomes impossible, and not before.

Explanation — A agrees to pay B a sum of money, if a certain ship does not return. The ship is sunk. The
contract can be enforced when the ship sinks.

Section 34 discusses about deemed impossible contract. The said section provides that if the future event on
which a contract is contingent is the way in which a person will act at an unspecified time, the event shall be
considered to become impossible when such person does anything which renders it impossible that he should so
act within any definite time, or otherwise than under further contingencies.

Example: A agrees to pay B a sum of money if B marries C, C marries D. The marriage of B to C must
now be considered impossible; although it is possible that D may die and that C may afterwards marry B.

Section 35 provides for the contracts which are contingent on happening of specified event within fixed
time. The said section provides that contingent contracts to do or not to do anything, if a specified uncertain event
happens within a fixed time, become void if, at the expiration of the time fixed, such event has not happened,
or if, before the time fixed, such event becomes impossible. Contingent contracts to or not to do anything, if a
specified uncertain event does not happen within a fixed time, may be enforced by law when the time fixed has
expired and such event has not happened, or before the time fixed has expired, if it becomes certain that such event
will not happen.

Examples:

a) A promises to pay B a sum of money if a certain ship returns within a year. The contract may be enforced
if the ship returns within the year and becomes void if the ship is burnt within the year;

b) A promises to pay B a sum of money if a certain ship does not return within a year. The contract may be
enforced if the ship does not return within the year, or is burnt within the year.

Agreements contingent on impossible event void

Section 36 provides that contingent agreement to do or not to do anything, if an impossible event happens,
are void, whether the impossibility of the event is known or not to the parties to the agreement at the time when it
is made.

Example:
a) Aagrees to pay B 1,000 if two straight lines should enclose a space. This agreement is void.

b) A agrees to pay B 1,000 if B will marry A’s daughter C. C, was dead at the time of the agreement. The
agreement is void.

2.7.3 Discharge of Contracts

When the rights and obligations created by a contract come to an end, the contract is said to be discharged or
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terminated. In other words, discharge of contract means termination of contractual relationship between the

parties.

Modes of discharge of contracts:

The following are the various modes or methods by which a contract is discharged. Discharge amounts to end of
a contract.

Modes of Discharge
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Discharge by Discharge by
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Y
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Fig. 2.2 Modes of Discharge
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1. Discharge by performance: Performance is the usual mode of discharge of a contract.

Performance may be:

(a) actual performance

(b) attempted performance.

Actual performance is the fulfilment of the obligations arising from a contract by the parties to it, in
accordance with the terms of the contract.

Offer of performance is also known as attempted performance or tender of performance. A valid tender
of performance is equivalent to performance.

2. Discharge by agreement: The parties may agree to terminate the existence of the contract by any of the
following ways:

a) Novation: Substitution of a new contract in place of the existing contract is known as “Novation of
Contract”. It discharges the original contract. The new contract may be between the same parties or
between different parties. Novation can take place only with the consent of all the parties.

b)

Example: A owes money to B under a contract. It is agreed between A, B and C that B should accept
C as his debtor, instead of A. The old debt of A and B is at an end and a new debt from C to B has
been contracted. There is novation involving change of parties.

Alteration: Alteration means change in one or more of the terms of the contract. In case of novation,
there may be a change of the parties, while in the case of alteration, the parties remain the same. But

there is a change in the terms of the contract.

¢) Rescission: Rescission means “cancellation”. All or some of the terms of a contract may be cancelled.
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Rescission results in the discharge of the contract.

Example: A promises to deliver certain goods to B at a certain date. Before the date of performance,
A and B mutually agree that the contract need not be performed. The contract stands discharged by
rescission.

d) Remission: Remission means acceptance of a lesser performance that what is actually due under the
contract. There is no need of any consideration for remission.

Example: A has borrowed X500 from B. A agrees to accept 250 from B in satisfaction of the whole
debt. The whole debt is discharged.

e) Waiver: Waiver means giving up or foregoing certain rights. When a party agrees to give up its
rights, the contract is discharged.

Example: A promises to paint a picture of B. B afterwards forbids him to do so. A is no longer bound
to perform the promise.

3. Discharge by lapse of time: Every contract must be performed within a fixed or reasonable period.
Lapse of time discharges the contract. The Indian Limitation Act has prescribed the period within which
the existing rights can be enforced in courts of law.

Example: If a creditor does not file a suit within three years of debt, the debt becomes time-barred. He is
deprived of his legal remedy.
4. Discharge by operation of law: A contract may be discharged by operation of law in the following cases.
a) Death: In contracts involving personal skill or ability, death terminates the contracts. In other cases,
the rights and liabilities of the deceased person will pass on to his legal representatives.
b) Insolvency: The insolvency of the promisor discharges the contract. The promisor is discharged
from all liabilities incurred prior to his adjudication.

¢) Unauthorized material alteration: Material alteration in the terms of the contract without the consent
of the other party discharges the contract. Change in the amount of money to be paid, date of payment,
place of payment etc. are examples of material alteration.

d) Merger: When inferior rights of a person under a contract merge with superior rights under a new
contract, the contract with inferior rights will come to an end.
Example: Where a part-time lecturer is made full-time lecturer, merger discharges the contract of part-
time lectureship.
5. Discharge by impossibility of performance: Impossibility of performance results in the discharge of the
contract. An agreement which is impossible is void, because law does not compel to do impossible things.
6. Discharge by breach: Breach means failure of a party to perform his obligations under a contract. Breach
brings an end to the obligations created by a contract.
Example: A and B wanted to marry each other. Before the time fixed for marriage, A goes mad. The
contract becomes void.
2.7.4 Termination of Contract
The proper way, in which the agreement could have been terminated by issuing of a notice to the plaintiff,
calling upon to complete the transaction within a particular time, failing which the contract will be treated as
cancelled.

That this is the proper way of terminating the contract is cleared from what has been observed in ‘’Narayana
Swami Pillai vs. Dhanakodi Ammal’, (1971) 1 Mys. L.J., 245 that when the contract is for the sale of immovable
property the vendor must give reasonable notice requiring the performance within a definite time.
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ssignment means transfer of contractual rights or liability by a party to a contract to another person

who is a stranger to the said contract. Assignments are used to make transactions simpler and

expedited. Assignments can take place in various kinds of transactions like in marketplace, in

commercial transactions, with respect to intellectual property and so on. Assignment has also
been widely used in the context of the Securitisation and Reconstruction of Financial Assets and Enforcement of
Security Interest Act, 2002, whereby loans have been secured by banks by way of assignment of their contractual
rights, as a creditor even with respect to mortgage and so on, to an asset reconstruction company who then
undertakes to recover the loan amount from the debtor. When a contract is assignable and there is an assignment
of the same in favour of the plaintiff, the plaintiff can sue upon it, and the plea that there is no privity of contract
with plaintiff can be of no avail.

Example: if A owes B ¥500 and B owes C a like amount, B has the right to receive from A and is under
liability to pay C. B can ask A to pay directly to C and if A accepts, that will be an assignment of B’s right to C.

Section 37 of the Indian Contract Act, 1872 enables parties to dispense with performance by way of assignment.
It lays down obligation of parties to contracts. It states that the parties to a contract must either perform, or
offer to perform, their respective promises, unless such performance is dispensed with or excused under the
provisions of this Act, or of any other law. Promises bind the representatives of the promisors in case of the death
of such promisors before performance, unless a contrary intention appears from the contract.

Example: Amit, a well-known artist, promises to paint a picture for Sumit by a certain day, at a certain price.
Amit dies before the day. The contract cannot be enforced either by Amit’s representatives or by Sumit.

Section 38 of The Indian Contract Act, 1872, discusses the effect of refusal to accept offer of performance.
It states that where a promisor has made an offer of performance to the promisee, and the offer has not been
accepted, the promisor is not responsible for non-performance, nor does he thereby lose his rights under the
contract.

Every such offer must fulfil the following conditions
1. it must be unconditional;

2. it must be made at a proper time and place, and under such circumstances that the person to whom it is
made may have a reasonable opportunity of ascertaining that the person by whom it is made is able and
willing there and then to do the whole of what he is bound by his promise to do;

3. ifthe offer is an offer to deliver anything to the promisee, the promisee must have a reasonable opportunity
of seeing that the thing offered is the thing which the promisor is bound by his promise to deliver. An offer
to one of several joint promisees has the same legal consequences as an offer to all of them.
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epresentations are those statements that are made based on true facts that exist on the day of

execution of the contract. Representations induce parties to enter into contracts and inaccurate

or false representations are regulated by the Indian Contract Act, 1872. In Indian Contract Act

epresentation has not been defined however, misrepresentations have been explained under Section
18 of the Indian Contract Act, 1872.

Representations have not been defined under The Indian Contract Act, 1872. However, fortunately
“misrepresentations” have been defined. Section 18 of The Indian Contract Act, 1872 defines misrepresentation.
It states that misrepresentation means and includes:

1. the positive assertion, in a manner not warranted by the information of the person making it, of that which
is not true, though he believes it to be true;

2. any breach of duty which, without an intent to deceive, gains an advantage to the person committing it, or
any one claiming under him; by misleading another to his prejudice, or to the prejudice of any one claiming
under him;

3. causing, however innocently, a party to an agreement, to make a mistake as to the substance of the thing
which is the subject of the agreement.

Section 19 of The Indian Contract Act, 1872 lays down provisions relating to voidability of agreements without
free consent.

It states that when consent to an agreement is caused by coercion, fraud or misrepresentation, the agreement is
a contract voidable at the option of the party whose consent was so caused. A party to a contract whose consent
was caused by fraud or misrepresentation, may, if he thinks fit, insist that the contract shall be performed, and that
he shall be put in the position in which he would have been if the representations made had been true.

Exception: If such consent was caused by misrepresentation or by silence, fraudulent within the meaning of
section 17, the contract, nevertheless, is not voidable, if the party whose consent was so caused had the means of
discovering the truth with ordinary diligence.

Explanation: A fraud or misrepresentation which did not cause the consent to a contract of the party on whom
such fraud was practiced, or to whom such misrepresentation was made, does not render a contract voidable.

In the case of National Highway Authority of India vs Pune Solapur Road Development Corporation Ltd
(O.M.P. (COMM) 128/2018 & I.A. No. 3857/2018, the Delhi High Court confirmed the award passed by the
arbitral tribunal in favour of the Respondent. The Arbitral Tribunal relied upon the clause relating to breach
of representations and warranties and awarded damages to the Respondent holding that the Petitioner had
represented and warranted that it had full power and authority to deliver and perform its obligations under

The Institute of Cost Accountants of India




Business Laws and Ethics

the agreement and carry out the transaction contemplated therein such as the ones under Clause 7.2 (g) of the
agreement, where the Petitioner had warranted that it had complied with the applicable laws in all material
aspects and under clause 7.2 (j) where it had warranted that the Petitioner had a good and valid right to the site
and had power and authority to grant a license in respect thereof to the concessionaire.

Warranties are the promise of indemnity. Warranty has not been defined under The Indian Contract Act,
1872. However, if warranties are breached, it generally gives rise to indemnification. Section 124 of The Indian
Contract Act, 1872 defines contract of indemnity. It states that a contract by which one party promises to save
the other from loss caused to him by the contract of the promisor himself, or by the conduct of any other person,
is called a “contract of indemnity”.

Example: Mukil contracts to indemnify Sukil against the consequences of any proceedings which Tukil may
take against Sukil in respect of a certain sum of ¥2 Lakhs. This is a contract of indemnity.

Section 125 of The Indian Contract Act, 1872 lays down provisions relating to rights of indemnity-holder
when sued:

The promisee in a contract of indemnity, acting within the scope of his authority, is entitled to recover from
the promisor:

1. all damages which he may be compelled to pay in any suit in respect of any matter to which the promise to
indemnify applies;

2. all costs which he may be compelled to pay in any such suit if, in bringing or defending it, he did not
contravene the orders of the promisor, and acted as it would have been prudent for him to act in the absence
of any contract of indemnity, or if the promisor authorized him to bring or defend the suit;

3. all sums which he may have paid under the terms of any compromise of any such suit, if the compromise
was not contrary to the orders of the promisor, and was one which it would have been prudent for the
promisee to make in the absence of any contract of indemnity, or if the promisor authorized him to
compromise the suit.
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ection 32 of the Indian Contract Act, 1872 lays down provisions relating to enforcement of contracts
contingent on an event happening. It states that contingent contracts to do or not to do anything based
on an uncertain future event happening, cannot be enforced by law unless and until that event has
happened. If the event becomes impossible, such contracts become void.

Examples:

a) A makes a contract with B to buy B’s horse if C dies before A. This contract cannot be enforced by law
unless and until C dies during A’s lifetime.

b) Ms. X contracts to pay Mr. Y a sum of money if Mr. Y married Ms. X. Unfortunately, Ms. X dies without
being married to Mr. Y. The contract becomes void.

Section 36 of the Indian Contract Act, 1872 states that an agreement contingent on impossible events is
void. Contingent agreements to do or not to do anything, if an impossible event happens, are void, whether the
impossibility of the event is known or not to the parties to the agreement at the time when it is made.

Whereas, Section 56 of The Indian Contract Act, 1872 states that an agreement to do an act impossible in itself
is void.

Contract to do an act afterwards becoming impossible or unlawful: A contract to do an act which, after the
contract is made, becomes impossible, or, by reason of some event which the promisor could not prevent,
unlawful, becomes void when the act becomes impossible or unlawful.

Compensation for loss through non-performance of act known to be impossible or unlawful: Where one
person has promised to do something which he knew, or, with reasonable diligence, might have known, and
which the promisee did not know, to be impossible or unlawful, such promisor must make compensation to such
promisee for any loss which such promisee sustains through the non-performance of the promise.

Examples:
1. Aagrees to marry B if B gets A the moon in the sky. The agreement is void.
2. A agrees with B to discover treasure by magic. The agreement is void:

3. A and B contract to marry each other. Before the time fixed for the marriage. A goes mad. The contract
becomes void.

4. Indian company has a contract for supply of sugar to Pakistan with the Government of Pakistan. However
war is declared between the two nations. The contract becomes void as it is with an enemy country, pursuant
to the declaration of war.
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Illustration:

Anil and Sunil entered into the contract where Anil promised to deliver 100 labourers for building his house.
At the time of making the contract they included the clause “Force Majeure”. But Anil could not deliver the
labourers to Sunil due to Covid-19 lockdown. Under this situation Anil is under no obligation to perform the
contract - Justify.

Solution

Force Majeure clause is a ground for avoiding obligations emanating out of a contract due to circumstances
that are out of control of either of the parties. The pandemic was one such instance when most contracts could
not be completed due to the sudden lockdown leading to the invoking of the force majeure clause. The lockdown
was pursuant to the directions by the Government. However, many events take place that cannot be controlled
that in turn may lead to the impossibility of performance of a contract. Thus, under Section 56 of the Indian
Contract Act, 1872, it becomes now impossible for either party to perform its obligations thereby making it void.

A force majeure clause is decided beforehand by parties before the execution of the contract, whereby the
parties identify the events, which would attract the applicability of the Force majeure clause. However, the term
‘Force majeure’ is not defined anywhere in The Indian Contract Act, 1872.
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ermination by Novation .

ection 62 of the Indian Contract Act, 1872 lays down the effect of novation, rescission, and alteration of
contract. It states that if the parties to a contract agree to substitute a new contract for it, or to rescind or
alter it, the original contract, need not be performed.

Examples:

a) Ram owes Shyam some money under a contract. It is agreed between Ram, Shyam and Kiran that Shyam
shall thenceforth accept Kiran as his debtor, instead of Ram. The old debt of Ram to Shyam is at an end,
and a new debt from Kiran to Shyam has been contracted.

b) A owes B X10,000. A enters into an arrangement with B, and gives B a mortgage of A’s estate for 5,000
in place of the debt 0of ¥10,000. This is a new contract and extinguishes the old.

To fulfil Section 62, the requirements are that there must be a meeting of minds and there must have been a
pre-existing contract between the parties which has now been terminated. In the case of Lata Construction & Ors
vs. Dr. Rameshchandra Ramniklal Shah, the court held that novation of a contract leads to substitution of a new
contract for the old contract. Such a substitution leads to the discharge of the old contract which no longer has to
be performed. A contract of novation requires a party to agree to extinguish or discharge his obligation or debt.
Unless this has been accomplished there can be no novation.

For example, in a lease agreement, where the tenant gives the lease to another party and makes him responsible
for the obligations and responsibility arising from the lease agreement.

Many kinds of special contracts can be terminated and The Indian Contract Act, 1872 also enlists the authorities
who have the power to terminate such contracts. Contracts can also be terminated between parties by rescinding
them. Rescission under contract law means a party to the contract can cancel or terminate the contract. Parties can
also legally terminate a contract by mutual consent. As per Section 64, consequences of rescission of voidable
contract has been laid down. It states that when a person at whose option a contract is voidable rescinds it, the
other party thereto need not perform any promise therein contained in which he is promisor. The party rescinding
avoidable contract shall, if he has received any benefit thereunder from another party to such contract, restore
such benefit, so far as may be, to the person from whom it was received.

Section 66 of The Indian Contract Act, 1872, lays down the mode of communicating or revoking rescission of
voidable contract: The rescission of a voidable contract may be communicated or revoked in the same manner,
and subject to the same rules, as apply to the communication or revocation of a proposal.

As per Section 75, party rightfully rescinding contract is entitled to compensation:
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A person who rightfully rescinds a contract is entitled to compensation for any damage which he has sustained
through the non-fulfilment of the contract.

For example, A, a waiter, contracts with B, the manager of a hotel, to work at his hotel for two nights in every
week during the next two months, and B engages to pay him X 100 for each night. On the sixth night, A wilfully
absents himself from the hotel, and B, in consequence, rescinds the contract. B is entitled to claim compensation
for the damage which he has sustained through the non-fulfilment of the contract.
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ssentially a tender is construed as an invitation to an offer which invites bids from various contenders.
These bids are then construed as offer which when accepted becomes a contract which is binding on
both the parties equally. These contracts are usually for the purposes of executing specific work or
supply commodities within specified time schedules.

A tender document may also be called as Request for Tender (RFT). This document usually contains the
specifications of the work to be carried out or goods to be supplied, time limit for fulfilment of the work and
conditions of contract. These tenders may be floated by companies, organizations or by the Government or its
agencies. Interested parties then submit a proposal against the tender which is then evaluated and shortlisted for
the contract by those who floated the tender.

Example: The local Government school required installation of fans and light bulbs in its classrooms for
which they published a request for tender in the national daily. Many electrical companies submitted their bids
according to the specifications mentioned in the tender. Honeywell company was selected out of the bidders who
quoted the least price for the installation of the fans and light bulbs.

The General Financial Rules (GFR), 2017, by the Department of Expenditure Ministry of Finance, are
a compilation of rules and orders of Government of India to be followed by all while dealing with matters
involving public finances. These rules and orders are treated as executive instructions to be observed by all
Departments and Organisations under the Government and specified Bodies except otherwise provided for in
these Rules. The GFR outlines the procurement procedure, contract management, and financial management
principles. Under Chapter 6 of GFR 2017 procurement of goods and services has been discussed. Additionally
Delegation of Financial Powers Rules (DFPR) along with the GFR, 2017 deals with governmental procurement
and government procurement contracts. Apart from the GFR, 2017, there is no central legislation that governs
governmental procurement and contract of tender in India. Every state has its own rules and guidelines with
respect to government procurement contracts, based on broader principles of GFR, 2017.

Rule 144 of General Financial Rules (GFRs), 2017, by the Department of Expenditure Ministry of Finance,
Government of India, lays down the fundamental principles of public buying (for all procurements including
procurement of works). It states:

Every authority delegated with the financial powers of procuring goods in public interest shall have the
responsibility and accountability to bring efficiency, economy, and transparency in matters relating to public
procurement and for fair and equitable treatment of suppliers and promotion of competition in public procurement.
The procedure to be followed in making public procurement must conform to the following yardsticks:-

i) The description of the subject matter of procurement to the extent practicable should —

a) be objective, functional, generic and measurable and specify technical, qualitative and performance
characteristics.
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b) not indicate a requirement for a particular trade mark, trade name or brand.

ii) The specifications in terms of quality, type etc., as also quantity of goods to be procured, should be
clearly spelt out keeping in view the specific needs of the procuring organisations. The specifications
so worked out should meet the basic needs of the organisation without including superfluous and non-
essential features, which may result in unwarranted expenditure.

iii) Where applicable, the technical specifications shall, to the extent practicable, be based on the national
technical regulations or recognized national standards or building codes, wherever such standards exist,
and in their absence, be based on the relevant international standards. In case of Government of India
funded projects abroad, the technical specifications may be framed based on requirements and standards
of the host beneficiary Government, where such standards exist. Provided that a procuring entity may,
for reasons to be recorded in writing, adopt any other technical specification.

iv) Care should also be taken to avoid purchasing quantities in excess of requirement to avoid inventory
carrying costs.

v) Offers should be invited following a fair, transparent and reasonable procedure.

vi) The procuring authority should be satisfied that the selected offer adequately meets the requirement in
all respects.

vii) The procuring authority should satisfy itself that the price of the selected offer is reasonable and
consistent with the quality required.

viii) At each stage of procurement, the concerned procuring authority must place on record, in precise terms,
the considerations which weighed with it while taking the procurement decision.

(ix) A complete schedule of procurement cycle from date of issuing the tender to date of issuing the contract
should be published when the tender is issued.

x) All Ministries/Departments shall prepare Annual Procurement Plan before the commencement of the
year and the same should also be placed on their website.

Also, Rule 145 lays down provision relating to authorities competent to purchase goods:

An authority which is competent to incur expenditure may sanction the purchase of goods required for use in
public service in accordance with provisions in the Delegation of Financial Powers Rules, following the general
procedure contained in the following rules.
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special Contract - Indemnity and Guarantes; 1]
Bailment and Pledge: Laws of Agency '

2.13.1 Contract of Indemnity and Guarantee

Chapter VIII of the Act deals with the contract of indemnity and guarantee. Sections 124 and 125 deal with the
contract of indemnity. The other provisions deal with the contract of guarantee.

Contract of Indemnity

Section 124 of the Act defines the expression ‘contract of indemnity’ as a contract by which one party promises
to save the other from loss caused to him by the conduct of the promisor himself, or by the conduct of any other
person.

Example: A contracts to indemnify B against the consequences of the proceedings which C may take against
B in respect of a certain sum of X2 lakhs. This is a contract of indemnity.

This contract includes indemnifier and indemnity holder. A person who promises to indemnify from losses is
called as indemnifier and the person whose loss is made good is called as indemnity holder. To indemnify does
not merely means to reimburse in respect of moneys paid, but to save from loss in respect of the liability for
which the indemnity has been given.

A contract of indemnity may be either expressed or implied. In ‘Kuppan Chettiar v. Ramaswami Chettiar’ —
ILR (1947) Mad.58 it was held that there is implied by law a contract by the person making the request to keep
indemnified the person having the duty against any liability which may result from such exercise of the supposed
duty.

In ‘The New India Assurance Co. Limited V. State Trading Corporation of India’— AIR 2007 (NOC) 517 (Guj)
it was held that almost all insurance other than life and personal accident insurances are contracts of indemnity.

In ‘National Overseas vs. Export Credit Guarantee Corporation of India Limited” Air 2008 All 18 it was
held that where export risk policy issued by Export Credit Guarantee Corporation and exporter had consigned
shipments to buyer at his own risk without resorting to terms of policy, the corporation is not liable to indemnify
loss caused to exporter.

Rights of indemnity holder when sued

Section 125 provides the rights of indemnity holder when sued. This section provides that the promise, in a
contract of indemnity, acting within the scope of his authority, is entitled to recover from the promisor-

(o)

@ all damages which he may be compelled to pay in any suit in respect of any matter to which the promise to
indemnify applies;

@ all costs which he may be compelled to pay in any such suit if, in bringing or defending it, he did not
contravene the orders of the promisor, and acted as it would have been prudent for him to act in the absence
of any contract of indemnity, or if the promisor authorized him to bring or defend the suit;

®

all the sums which he may have paid under the terms of any compromise of any such suit, if the compromise
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was not contrary to the orders of the promisor, and was one which it would have been prudent for the promise
to make in the absence of any contract of indemnity, or if the promisor authorized him to compromise the
suit.

This section is not exhaustive and does not set out all the reliefs which an indemnity holder who has been sued
may get. It leaves untouched certain equitable reliefs which he may get. The rights of the indemnity holder are
not confined to those mentioned in this section. Even before damage is incurred, it is open to him to sue for the
specific performance of the contract of indemnity, provided that it is show, that an absolute liability has been
incurred by him and that the contract of indemnity covers the said liability.

In ‘Pepin V. Chandra Seckur’, ILR 5 Cal. 811 it was held that in the case of contract of indemnity, the liability
of the party indemnified to a third person is not only contemplated at the time of indemnity, but is the very
moving cause of that contract and in case of such a nature, the costs reasonably incurred in resisting or reducing
or ascertaining the claim may be recovered.

2.13.2 Contract of Guarantee

Section 126 defines the expression ‘the contract of guarantee’ as a contract to perform the promise, or discharge
the liability of a third person in case of his default. The components of this contract consist of:

(© surety — the person who gives the guarantee is called as the ‘surety’;

© principal debtor — the person in respect of whose default the guarantee is given is called the principal
debtor;

© creditor — the person to whom the guarantee is given is called the ‘creditor’.

A guarantee may be either oral or written. It is a tripartite agreement which contemplates the principal debtor,
the creditor and the surety.

Consideration for Guarantee

Section 127 provides that anything done, or any promise made, for the benefit of the principal debtor, may be
a sufficient consideration to the surety for giving guarantee.

Examples:

a) B requests A to sell and deliver to him goods on credit. A agrees to do so, provided C will guarantee the
payment of the price of the goods. C promises to guarantee the payment in consideration of A’s promise to
deliver the goods. This is sufficient consideration for C’s promise

b) A sells and delivers goods to B. C afterwards requests A to forbear to sue B for the debt for a year, and
promises that, if he does so, C will pay for them in default of payment by B. A agrees to forbear as
requested. This is a sufficient consideration for C’s promise

c) Asells and delivers goods to B. C afterwards, without consideration, agrees to pay for them in default of B.
The agreement is void.

This section takes into its fold past consideration also. Like any other contract, a contract of guarantee must
be supported by consideration. It is not necessary that the consideration should be received by the surety.
Consideration between the principal debtor and the creditor is good consideration for the guarantee given by the
surety.

In ‘Rajendra V. Mahila Chandrabai’— 2012 (1) MPLJ 164 the case is within the purview of example (c). Merely
because the appellant made promise to the plaintiff that in this case firstand second defendants who were required to
pay the sale price to her, fail to pay the same, he would pay the sale price, that promise was without consideration
and therefore the said agreement between the plaintiff and third defendant was void. Needless to say that a void
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agreement cannot be enforced by law and therefore, since the status of the appellant (third defendant) is that of a
guarantor, his case is covered under the ambit of example © to Section 127 of the Act and he is not liable to pay
the sale consideration or any other amount to the plaintiff on account of the failure in making the payment by
first and second defendants.

In ‘United Breweries (Holding) Limited vs. K.S.I.I. & D.C. Limited’ — AIR 2012 (NOC) 154 (Cal.) it was held
that it is clear that the question as to whether the deed in question is a deed of guarantee or not depends upon
the terms under which the guarantor binds himself. Under law, he cannot be made liable for more than what
he has undertaken. There is no ambiguity that the appellant has not undertaken that he would repay the loans of
respondent No. 2, in case if respondent No.2 fails to discharge its liability. Therefore, the appellant cannot be
made liable for more than what it has undertaken.

2.13.3 Distinction between Indemnity and Guarantee

The contract of indemnity differs from the contract of guarantee in the aspects shown in the following table:

Contract of Indemnity Contract of Guarantee

SI.
No.
| In this contract there are two parties — the In this contract three parties are involved —
indemnifies and the indemnified principal debtors, surety and creditor
) The primary liability is on the indemnifier The principal liability is on the principal debtors.
Secondary liability is on the surety.
3 The indemnifier is not acting at the request The surety gives contract at the request of the
of the debtor. principal debtor.
The possibility of any loss happening is There is an existing debt for which the surety
4 the only contingency against which the gives guarantee to the creditor on behalf of the
indemnifier undertakes to indemnify. principal debtor.
The indemnifier cannot sue the third party The surety is entitled to proceed against the
5 in his own, unless there is an assignment. principal debtor when he is obliged to perform
the guarantee
The contract is between the indemnifier and The contract is between the principal debtor -
indemnified. creditor; surety - creditor; principal debtor -
surety.
Defined u/s 124 Defined w/s 126

2.13.4 Liability of surety

The liability of surety arises only when the principal debtor fails to pay the debt to the creditor. Section 128
provides for the liability of surety. The said section provides that the liability of the surety is co- extensive
with that of the principal debtor, unless it is otherwise provided by the contract.

Example: A guarantees to B the payment of a bill of exchange by C, the acceptor. The bill is dishonored by C. A is
liable, not only for the amount of the bill, but also for any charges which may have become due on it. The liability
of the surety is co-extensive with that of the principal debtor and the surety is liable to pay the entire amount
his liability being immediate as held in ‘Gouri Prasad V. Rabo India Finance Limited’— 2013 (2) Mh.L.,J. 195. In
‘Swaminatha Pillai vs. Lakshman Ayya’— AIR 1935 Mad 748 it was held that there is no authority for the general
proposition that a creditor cannot proceed against the surety unless he has first exhausted all his remedies against
the principal debtor.
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Where the letter of guarantee issued by a guarantor, guarantees repayment of only the principal sum and does
not guarantee the payment of any interest, he could not be made liable for the payment of interest as held in ‘S.N.
Prasad V. Monnet Finance Limited’ — (2011) SCC 320 .

2.13.5 Continuing Guarantee

Section 129 of the Act defines the expression ‘continuing guarantee’ as a guarantee which extends to a series
of transactions.

Examples:

(© A, inconsideration that B will employ C in collecting the rents of B’s zamindari, promises B to be responsible,
to the amount of ¥5,000 for the due collection and payment by C of those rents. This is a continuing
guarantee.

(& A guarantees payment to B, a tea-dealer, to the amount of ¥ 100, for any tea he may from time to time
supply to C, B supplies C with tea to above the value of X100 and C pays B for it. Afterwards B supplies C
with tea to the value of ¥200. C fails to pay. The guarantee given by A was a continuing guarantee and he
is accordingly liable to B to the extent of X 100.

(© A guarantees payment to B of the price of five sacks of flour to be delivered to B to C and to be paid for in
a month. B delivers five sacks to C. C pays for them. Afterwards B delivers four sacks to C, which C does
not pay for. The guarantee given by A was not a continuing guarantee and accordingly he is not liable for
the price of four sacks.

A guarantee for a future performance may either be restricted to a debtor or liability of a certain amount to
be incurred once for all, or it may be continuing. If the liability extends to a single transaction, it is specific. In
case it extends to a series of transactions it is continuing. In ‘Gopinathan V. Nedungadi Bank Limited” — 2013
(3) KLT 115 it was held that on the strength of continuing guarantee, liability of the guarantors continued not
withstanding that the personal remedy against the second respondent stood discharged.

Revocation of continuing guarantee
A continuing guarantee can be revoked by two ways
(& Revocation by surety;
(& Revocation on the death of surety. Revocation of continuing guarantee by surety

Section 130 provides that a continuing guarantee may at any time revoked by the surety, as to future transactions,
by notice to the creditor.

Example:

) A, in consideration of B’s discounting at A’s request, bills of exchange for C, guarantees to B, for 12
months, the due payment of all such bills to the extent of ¥5,000. B discounts bill for C to the extent of
%2,000. Afterwards, at the end of three months, A revokes guarantee. The revocation discharges A from all
liability to B for any subsequent discount. But A is liable to B for ¥2,000 on default of C.

(© A guarantees to B, to the extent of ¥10,000/- that C shall pay all the bills that B shall draw upon C. C
accepts the bill. A gives notice of revocation. C dishonors the bill at maturity. A is liable upon his guarantee.

Revocation of continuing guarantee by surety’s death

Section 131 provides that the death of the surety operates, in the absence of any contract to the contrary, as a
revocation of continuing guarantee, so far as regards future transactions.
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2.13.6 Discharge of surety

The liability of the surety is discharged under the following circumstances-

~

¢ By giving notice to the creditor — Section 130;

-

(© By the death of the surety — Section 131;
(& By variance in terms of contract — Section 133;

~
~/

By release or discharge of principal debtor — Section 134;

(e)
e

®

When creditor compounds with the principal debtor by giving time to, or agrees not to sue principal debtor
— Section 135;

(o)

(© By creditor’ act or omission impairing surety’s eventual remedy — Section 139;

However, in the following circumstances the liability of the surety is not considered to be discharged-

© Section 136 — Where a contract to give time to the principal debtor is made by the creditor with a third

person, and not with the principal debtor, the surety is not discharged;

(® Section 137 — Mere forbearance on the part of the creditor to sue the principal debtor or to enforce the other
remedy against him, does not, in the absence of any provision in the guarantee to the contrary, discharge
the surety;

Example: B owes to C a debt guaranteed by A. The debt becomes payable. C does not sue B for a year after
the debt has become payable. A is not discharged from his suretyship.

2.13.7 Rights of surety
The following are the rights available to the surety under this Act

®

(© Section 140 — Right of surety on payment or performance — Where a guaranteed debt has become due,
or default of the principal debtor to perform a guaranteed duty has taken place, the surety, upon payment
or performance of all that he is liable for, is invested with all the rights which the creditor had against the
principal debtor;

© Section 141 — Surety’s right to benefit of creditor’s securities — A surety is entitled to the benefit of every
security which the creditor had against the principal debtor at the time when the contract of surety ship is
entered into, whether the surety knows of the existence of such security or not; and, if the creditor loses or,
without the consent of the surety, parts with such security, the surety is discharged to the extent of the value
of the security.

Examples:

® C advances to B, his tenant 20,000 on the guarantee of A. C has also a further security for 20,000 by a
mortgage of B’s vehicle. C cancels the mortgage. B becomes insolvent, and C sues A on his guarantee. A is
discharged from liability to the amount of the value of the furniture;

(© C, a creditor whose advance to B is secured by a decree, receives also a guarantee for that advance from

A. C afterwards takes B’s goods in execution under the decree, and then, without the knowledge of A,
withdraws the execution. A is discharged;

®

A, as surety for B, makes a bond jointly with B to C, to secure a loan from C to B. Afterwards, C obtains
from B a further security for the same debt. Subsequently, C gives up further security. A is not discharged.
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Section 140 provides for subrogation where the guarantor clears his liability by payment. He is invested
with all rights which the creditor had with the principal debtor. The section enacts that in order that the
surety may be invested with all the rights which the creditor had against the principal debtor, the following
conditions be fulfilled, namely-

© the guaranteed debt must have become due, or the principal debtor must have made default in performing
the guaranteed duty; and

(© the surety must have paid the debt, that is, the whole debt, or the surety must have performed all that is
liable for.

Unless the said two conditions have been fulfilled, the surety cannot call upon the creditor to invest him with
all the rights which he had against the principal debtor.

2.13.8 Invalid Guarantee
The following are considered as invalid guarantee-

(© Guarantee obtained by misrepresentation — Section 142 provides that any guarantee which has been
obtained by means of misrepresentation made by the creditor or with his knowledge and assent, concerning
a material part of the transaction is invalid;

(& Guarantee obtained by concealment — Section 143 provides that any guarantee within the creditor has
obtained by means of keeping silence as to material circumstances is invalid.

Examples:

(© A engages B as clerk to collect money for him. B fails to account for some of his receipts and A in
consequence calls upon him to furnish security for his duly accounting. C gives his guarantee for B’s duly
accounting. A does not acquaint C with B’s previous conduct. B afterwards makes default. The guarantee
is invalid;

(© A guarantees to C payment for iron to be supplied by him to B to the amount of Y2000 per tons. B and C
have privately agreed that B should pay 5 per ton beyond the market price, such excess to be applied in
liquidation of an old debt. This agreement is concealed from A. A is not liable as surety.

2.13.9 Co-surety

Section 144 provides that where a person gives a guarantee upon a contract that the creditor shall not act upon
it until another person has joined in it as co-surety, the guarantee is not valid if that other person does not join.

Section 146 provides that the co-sureties are liable to contribute equally. This section provides that where two
or more persons are co-sureties for the same debt or duty, either jointly or severally, and whether under the same
or different contracts, and whether with or without the knowledge of each other, the co-sureties, in the absence
of any contract to the contrary, are liable, as between themselves, to pay each an equal share of the whole debt,
or of that part of it which remains unpaid by the principal debtor.

Section 147 of the Act provides that co-sureties who are bound in different sums are liable to pay equally as
far as the limits of their respective obligations permit.

Examples:

a) A, B and C, as sureties for D, enter into three several bonds, each in a different penalty, namely, A in the
penalty of each 10,000, B in that of 20,000, C in that of 40,000, conditioned for D’s duly accounting
to E. D makes default to the extent of ¥30,000. A, B and C are each liable to pay 3 10,000.
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b) A, B and C, as sureties for D, enter into three several bonds, each in a different penalty, namely, A in the
penalty of 310,000, B in that of ¥20,000, C in that of ¥40,000, conditioned for D’s duly accounting to E.
D makes default to the extent of ¥40,000. A is liable to pay ¥10,000, and B and C I 15,000 each.

¢) A, Band C, as sureties for D, enter into three several bonds, each in a different penalty, namely, A in the
penalty of 10,000, B in that 0of ¥20,000, C in that of ¥40,000, conditioned for D’s duly accounting to E.
D makes default to the extent of ¥70,000. A, B and C have to pay each the full penalty of his bond.

2.13.10 Implied Promise to Indemnify Surety

Section 145 provides that in every contract of guarantee there is an implied promise by the principal debtor
to indemnify the surety, and the surety is entitled to recover from the principal debtor whatever sum he has
rightfully paid under the guarantee, but no sums which he had paid wrongly.

Examples:

a) B is indebted to C, and A is surety for the debt. C demands payment from A, and on his refusal sues him
for the amount. A defends the suit, having reasonable grounds for doing so, but is compelled to pay the
amount of the debt, with costs. He can recover from B the amount paid by him for costs, as well as the
principal debt.

b) C lends B a sum of money, and A, at the request of B, accepts a bill of exchange drawn by B upon A to
secure the amount. C, the holder of the bill, demands payment of it from A and on A’s refusal to pay, sues
him upon the bill, A, not having reasonable grounds for so doing, defends the suit, and has to pay the
amount of the bill and costs. He can recover from B and the amount of the bill, but not the sum paid for
costs, as there was no real ground for defending the action;

¢) A guarantees to C, to the extent of 2,000 payment for rice to be supplied by C to B. C supplies to B rice
to a less amount, than ¥2,000, but obtains from A payment of the sum of 32,000 in respect of the rice
supplied. A cannot recover from B more than the price of the rice actually supplied.

2.13.11 Bailment and Pledge
Chapter IX of the Indian Contract Act, 1872 deals with bailment and pledge.
Bailment

Section 148 defines the term ‘bailment’ as the delivery of goods by one person to another for some purpose,
upon a contract that they shall, when the purpose is accomplished, be returned or otherwise disposed of according
to the directions of the person delivering them. The bailment consists of-

)

(© Bailor — the person delivering the goods is called the ‘bailor’; and
© Bailee — the person to whom the goods are delivered is called the ‘bailee’.

If a person, already in possession of the goods of other contracts to hold them as a bailee, he thereby becomes
the bailee and the owner becomes the bailor of such goods, although they may not have been delivered by way
of bailment.

The following are ingredients of the bailment-
(& There must be a delivery of specific goods by one person to another;
9 The delivery must be for some purpose;

(© The delivery must be upon a contract that the goods shall, when the purpose is accomplished, be returned
or otherwise disposed of according to the directions of the bailor.
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Bailments may be classified into voluntary and involuntary. Voluntary bailments are the outcome of an express
contract between the parties. Instances of involuntary bailments are found in cases of finders of good or of goods
sent to a wrong place, or in excess of the quantity ordered, or in cases where the bailee dies and the subject of
bailment comes into the hands of the bailee’s heirs. Where there is no obligation to return the identical article,
either in its original or in an altered form, there is no contract of bailment.

Delivery to Bailee how made

Section 149 provides that the delivery to the bailee may be made by doing anything which has the effect of
putting the goods in the possession of the intended bailee or any persons authorized to hold them on his behalf.

Bailor’s duty
Section 150 lays down three duties, namely-

(© Tt is the duty of the bailor to disclose to the bailee faults in the goods bailed, of which the bailor is aware,
and which materially interferen with the use of them, or expose the bailee to extraordinary risks;

© If the bailor does not make such disclosure and some loss or damage results, he is responsible for so much
of it as arises to the bailee directly from such faults;

(© If the goods are bailed for hire, the bailor is responsible for damage arising to the bailee directly from such
faults, whether he was or was not aware of the existence of such faults in the goods bailed.

Examples:

(© A lends a horse, which he knows to be vicious, to B. He does not disclose the fact that the horse is vicious.
The horse runs away. B is thrown and injured. A is responsible to B for damages sustained.

(& Ahires a carriage of B. The carriage is unsafe, though B is not aware of it, and A is injured. B is responsible
to A for the injury.

Care to be taken by Bailee

Section151 provides that in all cases of bailment the bailee is bound to take as much care of the goods bailed to
him as a man of ordinary prudence would, under similar circumstances, take of his own goods of the same bulk,
quality and value as the goods bailed.

In ‘Nagalinga Chettiyar V. Kayarebana Chettiyar’ —AIR 1915 Mad.80 it was held that where the standard of
care prescribed by Section151 is not observed the bailee cannot be exonerated from his liability simply because
the bailee’s goods were also lost along with the goods bailed.

In ‘Sirmour Truck Operators Union V. National Insurance Co. Limited’ AIR 2011 (NOC) 389 (HP) it was held
that the carrier cannot be exempted from its own negligence or negligence by his agent where goods carried at
‘owner’s risk’ and cannot escape from the liability to make good loss.

Bailee when not liable

Section 152 provides that the bailee, in the absence of any special contract, is not responsible for the loss,
destruction or deterioration of the thing bailed, if he has taken the amount of care described in Section 151.

Termination of Bailment

Section 153 provides that a contract of bailment is voidable at the option of the bailor, if the bailee does any
act with regard to the goods bailed, inconsistent with the conditions of the bailment.

Example: A lets to B, for hire, a horse for his own riding. B drives the horse in his carriage. This is at the option
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of A, a termination of the bailment.

In ‘Neekram vs. Bank of Bengal’ — ILR 19 Cal. 322 (PV) it was held that this section is intended for the
protection of the bailor whose goods are being used by the bailee in a manner inconsistent with the conditions
of the bailment. The bailor may put an end to the bailment although it was created for a specified purpose which
has not been accomplished or for a prescribed which has not expired. But merely exercising his rights irregularly
by the bailee, e.g., a sub pledge or a premature sale by a pledge will not attract the application of the section.

Liability for unauthorized use of bailed goods

Section 154 provides that if the bailee makes any use of goods bailed, which is not according to the conditions
of the bailment, he is liable to make compensation to the bailor for any damage arising to the goods from or
during such use of them.

Example:

a) Alends a horse to B for his own riding only. B allows is, a member of his family, to ride the horse. C rides
with care, but the horse accidentally falls and injured. B is liable to make compensation to A for the injury
done to the horse.

b) A hires a horse in Calcutta from B expressly to march to Benaras. A rides with due care but marches to
Cuttack instead. The horse accidentally falls and is injured. A is liable to make compensation to B for the
injury to the horse.

In ‘Hafizullah V. Montague’— 165 IC 354 it was held that where a car was entrusted to the defendant as a bailee
and the evidence establishes that he was using the car for his private purposes in contravention of his agreement
with the plaintiff, the bailor, it was held that the defendant was liable for the damages arising from such use.

Mixing of the goods

The goods of the bailor may be mixed with the goods of the bailee. This mixing may be done with or without
the consent to the bailor. What would be the effect in such cases? Section 155 provides the solution for the same.
This section provides that if the bailee, with the consent of the bailor, mixes the goods of the bailor with his own
goods, the bailor and the bailee shall have an interest, in proportion to their respective shares, in the mixture thus
produced.

What would be the effect if the goods of the bailor are mixed with the goods of the bailee without the consent
of the bailor? Section 156 and 157 provide the solution for the same. Section 156 provides the effect of mixture,
without bailor’s consent, when the goods can be separated. Section 157 provides the effect of mixture, without
bailor’s consent, when the goods cannot be separated.

Section 156 provides that if the bailee, without the consent of the bailor, mixes the goods of the bailor with
his own goods and the goods can be separated or divided, the property in the goods remains in the parties,
respectively, but the bailee is bound to bear the expenses of separation or division, and any damage arising from
the mixture.

Example:

A bails 100 bales of cotton marked with particular mark to B. B, without A’s consent, mixes the 100 bales with
other bales of his own, bearing a different mark. A is entitled to have his 100 bales returned, and B is bound to
bear all the expenses incurred in the separation of the bales and any other incidental damage.

Section157 provides that if the bailee, without the consent of the bailor, mixed the goods of the bailor with his
own goods, in such a manner that it is impossible to separate the goods bailed from the other goods, and deliver
them back, the bailor is entitled to be compensated by the bailee for the loss of the goods.
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Example:

A bails a barrel of Cap flour worth 45 to B. B without A’s consent, mixes the flour with country flour of his
own, worth only ¥25 a barrel. B must compensate A for the loss of his flour.

Bailor’s obligation

Section 158 and 164 impose obligation on the bailor. Section 158 provides that where, by the conditions of the
bailment, the goods are to be kept or to be carried, or to have work done upon them by the bailee for the bailor
and the bailee is to receive no remuneration, the bailor shall repay to the bailee the necessary expenses incurred
by him for the purpose of the bailment.

Section 164 provides that the bailor is responsible to the bailee for any loss which the bailee may sustain by
reason that the bailor was not entitled to make the bailment, or to receive back the goods, or to give directions
respecting them.

Restoration of goods

The bailed goods should be returned after the bailment is over. Section 159 provides for the restoration of goods
lent gratuitously and Section 160 provides for return of goods bailed on expiration of time or accomplishment of
purpose. Section 161 provides for the responsibility of the bailee when goods are not duly returned.

Section 159 provides that the lender of a thing for use may at any time require its return, if the loan was
gratuitous, even though he lent it for a specified time or purpose. But if, on the faith of such loan made for a
specified time or purpose, the borrower has acted in such a manner that the return of the thing lent before the
time agreed upon would cause him loss exceeding the benefit actually derived by him from the loan, the lender
must, if he compels the return, indemnify the borrower for the amount in which the loss so occasioned exceeds
the benefit so derived.

Section 160 provides that it is the duty of the bailee to return, or deliver, according to the bailor’s directions,
the goods bailed without demand, as soon as the time for which they were bailed has expired, or for the purpose
for which they were bailed has been accomplished.

Non delivery of the goods would amount to breach of contract. This section is silent as to the remedies open
to a bailor when the bailee has failed to return the goods on his demand. In ‘Dhian Singh Sobha Singh vs. Union
of India’ — AIR 1958 SC 274 the Supreme Court held that a bailor in the event of non-delivery of the goods by
the bailee on demand made by him in that behalf was entitled at his election to sue the bailee either for wrongful
conversion of the goods or the wrongful detention thereof.

Section 161 provides that if by default of the bailee, the goods are not returned, delivered or tendered at the
proper time, he is responsible to the bailor for any loss, destruction or deterioration of the goods from that time.

Section 163 provides that in the absence of any contract to the contrary, the bailee is bound to deliver to the
bailor, or according to his directions, any increase or profit which may have accrued from the goods bailed.

Example: A leaves a cow in the custody of B to be taken care of. The cow has a calf. B is bound to deliver the
calf as well as the cow to A.

Section 165 provides that if several joint owners of goods bail them, the bailee may deliver them back to, or
according to the directions of, one joint owner without the consent of all, in the absence of any agreement to the
contrary.

Section 166 provides that if the bailor has no title to the goods, and the bailee, in good faith, delivers them
back to, or according to the directions of, the bailor, the bailee is not responsible to the owner in respect of such
delivery.
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Termination of gratuitous bailment by death
Section 162 provides that a gratuitous bailment is terminated by the death either of the bailor or of the bailee.
Right of third person

Section 167 provides that if a person, other than the bailor, claims goods bailed he may apply to the Court to
stop the delivery of the goods to the bailor, and to decide the title to the goods.

Right of finder of goods

Section 168 provides that the finder of goods has no right to sue the owner for compensation for trouble and
expense voluntarily incurred by him to preserve the goods and to find out the owner; but he may retain the goods
against the owner until he receives such compensation; and, where the owner has offered a specific reward for
the return of goods lost, the finder may sue for such reward, and may retain the goods until he receives it.

Section 169 provides that when a thing which is commonly the subject of sale is lost, if the owner cannot,
with reasonable diligence, be found or if he refuses, upon demand, to pay the lawful charges of the finder, the
finder may sell it-

(© when the thing is in danger of perishing by or of losing the greater part of its value; or

© when the lawful charges of the finder, in respect of the thing found, amount to two thirds of its value.

In ‘MIR Steels (P) Limited vs. Chrisomar Corporation’ —AIR 2007 (NOC) 234 (Cal.) it was held that it is not
always necessary that sale should be by owner himself; sale by agent or anyone with the consent of owner is
valid. Finder of asset can also sale and give good title. There can also sale by estoppels.

Bailee’s lien

Section 170 provides that when the bailee has in accordance with the purpose of the bailment, rendered any
service involving the exercise of labor or skill in respect of the goods bailed, he has, in the absence of a contract
to the contrary, a right to retain such goods until he receives due remuneration for the service he has rendered
in respect of them.

Examples:

a) Adelivers a rough diamond to B, a jeweller, to be cut and polished, which is accordingly done. B is entitled
to retain the stone till he is paid for the services he has rendered.

b) A gives, cloth to B, a tailor, to make into a coat. B promises A to deliver the coat as soon as it is finished,
and to give a three months’ credit for the price. B is not entitled to retain the coat until he is paid.

2.13.12 Pledge

Section 172 of the Act provides that the bailment of goods as security for payment of a debt or performance
of a promise is called ‘pledge’. The pledge constitutes-

(® ‘Pawner’ — The bailor in this case is called as pawner;
(& Pawnee — the bailee in this case is called as pawnee.

A pledge is a bailment of moveable property by way of security. The concept of pledge under this Act is dealt
with under Sections 172 to 179. In ‘Maharastra State Co-operative Bank Limited vs. Assistant Provident Fund
Commissioner’ —(2009) 10 SCC 123 it was held that in a pledge the pledge is in possession of and has a special
property in the goods which he is entitled to detain to secure repayment. Unlike a mortgage, a pledge does not
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have the effect of transferring any interest in the property in favour of the pledge. Delivery of goods is necessary
to complete a pledge.

Difference between pledge and bailment

Section 172 of the Act define s a pledge to be the bailment of goods as security for payment of debt or
performance of a promise whereas Section 148 provides that a bailment is the delivery of goods by one person to
another person for some purpose, upon a contract that they shall, when the purpose is accomplished, be returned
or otherwise disposed of according to the directions of the persons delivering them.

Rights of pawnee

The rights of the pawnee are described in Section 173, 175 and 176. Section173 provides that the pawnee may
retain the goods pledged, not only for the payment of the debt or the performance of the promise, but for the
interest of the debt and all necessary expenses incurred by him in respect of the possession or for the preservation
of the goods pledged.

Section175 provides that the pawnee is entitled to receive from the pawnor extraordinary expenses incurred
by him for the preservation of the goods pledged.

Section 176 provides that if the pawnor makes default in payment of the debt, or performance at the stipulated
time of the promise, in respect of which the goods were pledged, the pawnee may bring a suit against the pawner
upon the debt or promise and retain the goods pledged as a collateral security, or he may sell the things pledged,
on giving the pawner a reasonable notice of the sale. If the proceeds of such sale are less than the amount due in
respect of the debt or promise, the pawner is still liable to pay the balance. If the proceeds of the sale are greater
than the amounts so due, the pawnee shall pay over the surplus to the pawner.

Retaining of the goods by pawnee

Section174 provides that the pawnee shall not, in the absence of a contract to that effect, retain the goods
pledged for any debt or promise other than the debt or promise for which they are pledged; but such contract, in
the absence of anything to the contrary, shall be presumed in regard to subsequent advances made by the pawnee.

Pledge by Mercantile Agent

Section 178 provides that where a mercantile agent is, with the consent of the owner, in possession or goods
or the documents of the title of goods, any pledge made by him, when acting in the ordinary course of business
of a mercantile agent, shall be as valid as if he were expressly authorized by the owner of the goods to make the
same, provided the pawnee acts in good faith and has not at the time of the pledge notice that the pawner has no
authority to pledge.

The term ‘mercantile agent’ is defined under Section 2(2) of Sale of Goods Act as an agent having in the course
of ordinary business having authority, either to sell goods or to consign goods for the purposes of sale or to buy
goods or to raise money on the security of the money.

Pledge in a voidable contract

Section178A provides that when the pawner has obtained possession of the goods pledged by him under a
contract voidable under Section 19 or Section19A, but the contract has not been rescinded at the time of pledge,
the pawnee acquires a good title to the goods, provided he acts in good faith and without notice of the pawner’s
defect of title.

Limited interest of pawner

Section 179 provides that where a person pledges goods in which he has only a limited interest, the pledge is
valid to the extent of that interest.
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Suit against wrong doers

Section 180 provides that if a third person wrongfully deprives the bailee of the use of possession of the goods
bailed, or does them any injury, the bailee is entitled to use such remedies as the owner might have used in the
like case if no bailment had been made; and either the bailer or the bailee may bring a suit against a third person
for such deprivation or injury.

Apportionment of relief

Section 181 provides that whatever is obtained by way of relief or compensation in any such suit shall, as
between the bailor and bailee, be dealt with according to their respective interests.

2.13.13 Agency
Chapter-X of the Act deals with Agency.

Section 182 provides that an ‘agent’ is a person employed to do any act for another or to represent another in
dealing with the third person.

Principal
The person for whom such act is done, or who is so represented is called the ‘principal’.
Provisions regarding to Agent

(© a person may become an agent-

~

@ if he is of the age of majority according to the law to which he is subject;

© he is of sound mind;

~

2 no consideration is necessary for the appointment of agent;

—

@ the authority of an agent may be expressed or implied;

Section187 defines the terms ‘expressed authority” and implied authority. An authority is said to be express,
when it is given by words spoken or written. An authority is said to be implied when it is to be inferred from the
circumstances of the case; and things spoken or written, or the ordinary course of dealing, may be accounted
circumstances of the case.

Example: A owns a shop in Serampur, himself living in Calcutta, and visiting the shop occasionally. The shop
is managed by B, and he is in the habit of ordering goods from C in the name of A for the purposes of the shop,
and of paying for them out of A’s funds with A’s knowledge. B has an implied authority from A to order goods
from C in the name of A for purposes of the shop.

Section 184 provides that as between the principal and third persons, any person may become agent, but no
person who is not of the age of the majority and of sound mind can become an agent, so as to be responsible to
his principal according to the provisions in that behalf.

Section 185 provides that no consideration is necessary to create an agency

Section 188 provides that an agent having an authority to do an act has authority to do every lawful thing which
is necessary in order to do such act. An agent having an authority to carry on a business has authority to do every
lawful thing necessary for the purpose, or usually done in the course of conducting such business.

Examples:

a) A is employed by B, residing in London to recover at Bombay a debt due to B. A may adopt any legal
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process necessary for the purpose of recovering the debt, and may give a valid discharge for the same;

b) A constitutes B his agent to carry on his business of a ship builder. B may purchase timber and other
materials, and hire workmen, for the purposes of carrying on his business.

Section 189 provides the agent’s authority in an emergency. According to this section, an agent has authority,
in an emergency, to do all such acts for the purpose of protecting his principal from loss as would be done by a
person of ordinary prudence, in his own case, under similar circumstances.

Examples:
a) An agent for sale may have goods repaired if it be necessary;

b) A consigns provisions to B at Calcutta, with direction to send them immediately to C at Cuttack. B may sell
the provisions at Calcutta, if they will not bear the journey to Cuttack without spoiling.

Section 190 provides that when agent cannot delegate his authority. An agent cannot lawfully employ another
to perform acts which he has expressly or impliedly undertaken to perform personally, unless by the ordinary
custom of a trade a sub-agent may, or from the nature of the agency, a sub-agent must, be employed.

Sub agent

Section 191 defines the term ‘sub-agent’ as a person employed by, and acting under the control of, the original
agent in the business of the agency.

Section 192 provides that where a sub agent is properly appointed, the principal is, so far as regard third
persons, represented by the sub agent, and is bound by and responsible for his acts, as if he were an agent
originally appointed by the principal.

The agent is responsible to the principal for the acts of the sub agent. The sub agent is responsible for his acts
to the agent, but not to the principal except in cases of fraud or wilful wrong.

Section 193 provides for the responsibility of the agent for sub agent appointed without authority. Where an
agent, without having authority to do so, has appointed a person to act as a sub-agent, the agent stands towards
such person in the relation of a principal to an agent, and is responsible for his acts both to the principal and to
third persons; the principal is not represented by, or responsible for, the acts of the person so employed, nor is
that person responsible to the principal.

Section 194 provides that where an agent, holding an express or implied authority to name another person to
act for the principal in the business of the agency, has named another person accordingly, such person is not a
sub-agent but an agent of the principal for such part of the business of the agency as is entrusted to him.

Examples:

a) Adirects B, his solicitor, to sell his estate by auction, and to employ an auctioneer for the purpose. B names
C, an auctioneer, to conduct the sale. C is not a sub-agent, but A’s agent for the conduct of the sale.

b) A authorizes B, a merchant in Calcutta, to recover the money due to A from C & Co., B instructs D, a
solicitor, to take legal proceedings against C & Co for the recovery of the money. D is not a sub-agent, but
is a solicitor for A.

Agent’s duty

Section 195 provides that in selecting such agent for his principal, an agent is bound to exercise the same
amount of discretion as a man of ordinary prudence would exercise in his own case; and if he does this, he is not
responsible to the principal for the acts or negligence of the agent so selected.
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Example:

a) Ainstructs B, a merchant, to buy a ship for him. B employs a ship surveyor of good reputation to choose a
ship for A. The surveyor makes the choice negligently and the ship turns out to be unseaworthy and is lost.
B is not, but the surveyor is, responsible to A.

b) A consigns goods to B, a merchant, for sale. B, in due course, employs an auctioneer in good credit to sell
the goods of A and allows the auctioneer to receive the proceeds of the sale. The auctioneer afterwards
becomes insolvent without having accounted for the proceeds. B is not responsible to A for the proceeds.

Ratification

Section 196 provides for right of person as to acts done for him without his authority. Where acts are done by
one person on behalf of another, but without his knowledge or authority, he may elect to ratify or to disown such
acts. If he ratifies them, the same effects will follow as if they had been performed by this authority.

Section 197 provides that the ratification may be expressed or implied in the conduct of the person on whose
behalf the acts are done.

Examples:

a) A, without the authority, buys goods for B. Afterwards B sells them to C on his own account; B’s conduct
implies a ratification on the purchase made for him by A; A, without B’s authority, lends B’s money to C.
Afterwards B accepts interest on the money from C.

b) B’s conduct implies a ratification of the loan.

Section 198 provides that no valid ratification can be made by a person whose knowledge of the facts of the
case is materially defective.

Section 199 prescribes the effect of ratifying any unauthorized act forming part of a transaction. A person
ratifying any unauthorized act done on his behalf ratifies the whole of the transaction of which such act formed
a part.

Section 200 provides that ratification of unauthorized act cannot injure third person. An act done by one person
on behalf of another, without such other person’s authority, would have the effect of subjecting a third person
to damages, or of terminating any right or interest which, if done with authority, of a third person, cannot, by
ratification, be made to have such effect.

Examples:

a) A, not being authorized thereto by B, demands on behalf of B, the delivery of a chattel, the property of B,
from C, who is in possession of it. This demand cannot be ratified by B, so as to make C liable for damages
for his refusal to deliver;

b) A holds a lease from B, terminable on three months’ notice. C, an unauthorized person, gives notice of
termination to A. The notice cannot be ratified by B, so as to be binding on A.
Termination of Agency
Section 201 provides for the termination of agency. An agency is terminated by the principal-
()

© revoking his authority; or

) by the agent renouncing the business of the agency; or’

(o)

(o)

(© by the business of the agency being completed; or
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() by either the principal or agent dying or becoming of unsound mind; or

© Dby the principal being adjudicated an insolvent under the provisions of any Act for the time being in force
for the relief of insolvent debtors.

Section 202 provides that where the agent has himself an interest in the property which forms the subject
matter of the agency, the agency cannot, in the absence of an express contract, be terminated to the prejudice of
such interest.

Examples:

a) A gives authority to B to sell A’s land and to pay himself, out of the proceeds, the debts due to him. A
cannot revoke his authority, nor can it be terminated by his insanity or death;

b) A consigns 1000 bales of cotton to B, who has made advances to him on such cotton, and desires B to
sell the cotton and to repay himself out the price, the amount of his own advances. A cannot revoke the
authority nor is it terminated by his insanity or death.

Section 208 provides as to the time at which the agent’s authority is terminated as to agent and as to third
persons. The termination of the authority of an agent does not, so for as regards the agent, take effect before it
becomes known to him, or, so far as regards third persons, before it becomes known to them.

Example:

a) A directs B to sell goods for him and agrees to give B 5% commission on the price fetched by the goods.
A afterwards, by letter, revokes B’s authority. B, after the letter is sent, but before he receives it, sells the
goods for X 100. The sale is binding on A and is entitled to ¥ 5 as his commission;

b) A, at Madras, by letter directs B to sell for him some cotton lying in a warehouse in Bombay and afterwards,
by letter, revokes his authority to sell, and directs B to send the cotton to Madras. B, after receiving the
second letter, enters into a contract with C, who knows the first letter, but not of the second, for the sale to
him of the cotton. C pays B the money, with which B absconds. C’s payment is good as against A.

¢) A directs B, his agent, to pay certain money to C. A dies and D takes out probate to his will. B, after A’s
death, but before hearing of it, pays the money to C. The payment is good as against D, the executor.

Revocation of agent’s authority

Section 203 provides for the revocation of agent’s authority. The principal may, save as is otherwise provided
by Section 202, revoke the authority given to his agent at any time before the authority has been exercised so as
to bind the principal. Section 204 provides that the principal cannot revoke the authority given to his agent after
the authority has been partly exercised, so far as regards such acts and obligations as arise from acts already
done in the agency.

Examples:

a) A authorizes B to buy 1,000 bales of cotton on account of A, and to pay for it out of A’s moneys remaining
in B’s hands. B buys 1,000 bales of cotton in his own name, so as to make himself personally liable for the
price. A cannot revoke B’s authority so far as regards payment for the cotton.

b) A authorizes B to buy 1,000 bales of cotton on account of A, and to pay for it out of A’s moneys remaining
in B’s hands. B buys 1,000 bales of cotton in A’s name, and so as not to render himself personally liable for
the price. A can revoke B’s authority to pay for the cotton.
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Compensation

Section 205 provides for the provision of compensation for revocation by principal or renunciation by agent.
When there is an express or implied contract that the agency should be continued for any period of time, the
principal must make compensation to the agent, or the agent to the principal, as the case may be, for any previous
revocation or renunciation of the agency without sufficient cause.

Notice of revocation

Section 206 provides that reasonable notice must be given before revocation or renunciation of the agency.
Otherwise, the damage thereby resulting to the principal or the agent, as the case may be must be made good to
the one by the other.

Section 207 provides that revocation and renunciation may be expressed or implied in the conduct of the
principal or agent respectively.

Example: A empowers B to let A’s house. Afterwards A lets it himself. This is an implied revocation of B’s
authority.

Agent’s duty on termination of agency

Section 209 provides that when an agency is terminated by the principal dying or becoming of unsound mind,
the agent is bound to take, on behalf of the representatives of his late principal, all reasonable steps for the
protection and preservation of interests entrusted to him.

Termination of sub-agent’s authority

Section 210 provides that the termination of the authority of an agent causes the termination of the authority
of all sub agents appointed by him.

Agent’s duty

Section 211 provides that an agent is bound to conduct the business of his principal according to the directions
given by the principal, or in the absence of any such directions, according to the custom which prevails in doing
business of the same kind at the place where the agent conduct such business. When the agent acts otherwise,
if any loss be sustained, he must make it good to his principal and if any profit accrues, he must account for it.

Examples:

a) A, an agent engaged in carrying on for B a business, in which it is the customs to invest from time to time,
at interest, the moneys which may be in hand, omits to make such investment. A must make good to B the
interest usually obtained by such investments;

b) B, a broker in whose business it is not the custom to sell on credit, sell goods of A on credit to C, whose
credit at the time was very high. C, before payment, becomes insolvent. B must make good the loss to A.

Section 212 provides that an agent is bound to conduct the business of the agency with as much skill as
is generally possessed by persons engaged in similar business unless the principal has notice of his want of
skill. The agent is always bound to act with reasonable diligence, and to use such skill as he possesses; and to
make compensation to his principal in respect of the direct consequences of his own neglect, want of skill, or
misconduct, but not in respect of loss or damage which are indirectly or remotely caused by such neglect, want
of skill or misconduct.

Examples:

a) A, a merchant in Calcutta, has an agent. B in London, to whom a sum of money is paid on A’s account,
with orders to remit. B retains the money for a consideration time. A, in consequence of not receiving the
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money, becomes insolvent, B is liable for the money and interest, from the day on which it ought to have
been paid, according to the usual rate, and any further direct loss — as e.g., by variation of rate of exchange
— but not further;

b) A, an agent for the sale of goods, having authority to sell on credit, sells to B on credit, without making
the proper and usual enquiries as to the solvency of B. B at the time of such sale is insolvent. A must make
compensation to his principal in respect of any loss thereby sustained;

¢) A, an insurance broker employed by B to effect an insurance on a ship, omits to see that the usual clauses
are inserted in the policy. The ship is afterwards lost. In consequence of the omission of the clauses nothing
can be recovered from the underwriters. A is bound to make good the loss to B.

d) A, a merchant in England, directs B, his agent at Bombay, who accepts the agency, to send him 100 bales
of cotton by a certain ship. B, having it in his power to send the cotton, omits to do so. The ship arrives
safely in England. Soon after her arrival the price of cotton rises. B is bound to make good to A the profit
which he might have made by the 100 bales of cotton at the time the ship arrived, but not any profit he
might have made by the subsequent rise.

(& Section 213 provides that an agent is bound to render proper accounts to his principal on demand.

(© Section 214 provides that it is the duty of an agent, in cases of difficulty, to use all reasonable diligence
in communicating with his principal and in seeking to obtain his instructions;

Rights of principal
The rights of principal are described in Sections 215 and 216.

(© Section 215 provides that if an agent deals on his own account in the business of the agency, without first
obtaining the consent of the principal and acquainting him with all material circumstances which have
come to his own knowledge on the subject, the principal may repudiate the transaction, if the case shows,
either that any material fact has been dishonestly concealed from him by the agent, or that the dealings of
the agent have been disadvantageous to him.

Examples:

a) Adirects B to sell A’s estate. B buys the estate for himself in the name of C. A, on discovering that B has
bought the estate for himself, may repudiate the sale, if he can show that B has dishonestly concealed any
material act, or that the sale has been disadvantageous to him;

b) Adirects B, to sell A’s estate. B on looking over the estate before selling it, finds a mine on the estate which
is unknown to A. B informs A that he wishes to buy the estate for himself, but conceals the discovery of
the mine. A allows B to buy, in ignorance of the existence of the mine. A, on discovering that B knew of
the mine at the time he bought the estate, may either repudiate or adopt the sale at his option.

Section 216 provides that if an agent, without the knowledge of his principal, deals in the business of the
agency on his own account instead of on account of his principal, the principal is entitled to claim from the agent
any benefit which may have resulted to him from the transaction.

Example: A direct B, his agent, to buy a certain house for him. B tells A that it cannot be bought, and buys
the house for himself. A may, on discovering that B has bought the house, compel him to sell it to A at the price
he gave for it.

Agent’s right
The rights of agents are described in Section 217 and 219
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¢ Section 217 provides that an agent may, retain, out of any sums received on account of the principal in
the business of the agency, all moneys due to himself in respect of advances made or expenses properly
incurred by him in conducting such business and also such remuneration as may be payable to him for
acting as agent.

®

>

Section 218 provides that subject to such deductions, the agent is bound to pay to his principal all sums
received on his account;

®

Section 219 provides that in the absence of any special contract, payment for the performance of any act is
not due to the agent until the completion of such act, but an agent may detain moneys received by him on
account of goods sold, although the whole of the goods consigned to him for sale may not have been sold,
or although the sale may not be actually complete.

Misconduct of agent

Section 220 provides that an agent, who is guilty of misconduct in the business of the agency, is not entitled to
any remuneration in respect of that part of the business which he has been misconducted.

Examples:

a) A employs B to recover X1 lakh from C, and to lay it out on good security. B recovers X1 lakh and lays
out 90,000 on good security, but lays out ¥ 10,000 on security which he ought to have known to be bad,
whereby A loses X2,000. B is entitled to remuneration for recovering X 1,00,000 and for investing ¥ 90,000.
He is not entitled to any remuneration for investing ¥ 10,000 and he must make good the ¥2,000 to A;

b) A employs B to recover X 1,000 from C. Through B’s misconduct the money is not recovered. B is entitled
to no remuneration for his services, and must make good the loss.

Agent’s lien

Section 221 provides that in the absence of any contract to the contrary, an agent is entitled to retain goods,
papers and other property, whether movable or immovable, of the principal received by him, until the amount
due to himself for commission, disbursements and services in respect of the same has been paid or account for
to him.

Obligation of principal to agent

Section 222 provides that the employer of an agent is bound to indemnify him against the consequences of all
lawful acts done by such agents in exercise of the authority conferred upon him.

Examples:

a) B, at Singapore, under instructions from A of Calcutta, contracts with C to deliver certain goods to him. A
does not send the goods to B, and C sues B for breach of contract. B informs A of the suit and A authorizes
him to defend the suit. B defends the suit and is compelled to pay damages and costs and incur expenses.
Ais liable to B for such damages, costs and expenses.

b) B, a broker at Calcutta, by the orders of A, a merchant there, contracts with C for the purpose of 10 casks
of oil for A. Afterwards A refuses to receive the oil and C sues B. B informs A, who repudiates the contract
altogether. B defends, but unsuccessfully, and has to pay damages and costs and incur expenses. A is liable
to B for such damages, costs and expenses.

Section 223 provides that where one person employs another to do an act, and the agent does the act in good
faith, the employer is liable to indemnify the agent against the consequences of that act, though it causes an
injury to the rights of third persons.
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Examples:

a) A, adecree-holder and entitled to execution of B’s goods, requires the officer of the Court to seize certain
goods, representing them to be the goods of B. The Officer seizes the goods, and is sued by C, the true
owner of the goods. A is liable to indemnify the officer for the sum which he is compelled to pay to C, in
consequence of obeying A’s directions;

b) B, at the request of A, sells goods in the possession of A, but which A had no right to dispose of. B does not
know this and hands over the proceeds of the sale to A. Afterwards C, the true owner of the goods, sues B
and recovers the value of the goods and costs. A is liable to indemnify B for what he has been compelled to
pay to C and for B’s own expenses.

Section 225 provides that the principal must make compensation to his agent in respect of injury caused to such
agent by the principal’s neglect or want of skill.

Example: A employs B as a bricklayer in building a house, and puts up the scaffolding himself. The scaffolding
is unskilfully put up, and B is in consequence hurt. A must make compensation to B.

Non-liability of principal to agent

Section 224 provides that where one person employs another to do an act which is criminal, the employer is
not liable to the agent, either upon an express or implied promise to indemnify him against the consequences of
that act.

Example:

a) Aemploys B to beat C, and agrees to indemnify him against all consequences of the Act. B thereupon beats
C, and has to pay damages to C for so doing. A is not liable to indemnify B for those losses.

b) B, the proprictor of a newspaper, publishes, at A’s request, a libel upon C in the paper, and A agrees to
indemnify B against the consequences of the publication, and all costs and damages of any action in respect
thereof. B is sued by C and has to pay damages, and also incurs expenses. A is not liable to B upon the
indemnity.

Agency with third persons

Section 226 provides for the enforcement and consequences of agent’s contracts. Contracts entered into
through an agent, and obligations arising from acts done by an agent, may be enforced in the same manner
and will have the same legal consequences, as if the contracts had been entered into, and the acts done by the
principal in person.

Examples:

a) A, buys goods from B, knowing that he is an agent for their sale, but not knowing who is the principal.
B’s principal is the person entitled to claim from A the price of the goods, and A cannot, in a suit by the
principal, set off against that claim a debt due to himself from B;

b) A, being B’s agent, with authority to receive money on his behalf, receives from C a sum of money due to
B. C is discharged of his obligation to pay the sum in question to B.

Section 227 provides that when an agent does more than he is authorized to do, and when the part of what he
does, which is within his authority, can be separated from the part which is beyond his authority, so much only
of what he does as is within his authority, is binding as between him and his principal.

Example: A being owner of a ship and cargo, authorizes B to procure an insurance for ¥4,000 on the ship.
B procures a policy for 4,000 on the ship, and another for the like sum on the cargo. A is bound to pay the
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premium for the policy on the ship, but not the premium for the policy on the cargo.

Section 228 provides that principal is not bound when excess of agent’s authority is not separable. Where
an agent does more than he is authorized to do, and what he does beyond the scope of his authority cannot be
separated from what is within it, the principal is not bound to recognize the transaction.

Example: A authorizes B to buy 500 sheep for him. B buys 500 sheep and 200 lambs for one sum of ¥ 6,000.
A may repudiate the whole transaction.

Notice to agent

Section 229 provides that any notice given to or information obtained by the agent, provided it be given or
obtained in the course of the business transacted by him for the principal, shall, as between the principal and third
parties, have the same legal consequences as if it had been given to or obtained by the principal.

Examples:

a) A is employed by B to buy from C certain goods, of which C is the apparent owner, and buys them
accordingly. In the course of the treaty for the sale, A learns that the goods really belonged to D, but B is
ignorant of that fact. B is not entitled to set off a debt owing to him from C, against the price of the goods;

b) A is employed by B to buy from C goods of which C is the apparent owner. A was, before he was so
employed, a servant of C, and then learnt that the goods really belonged to D, but B is ignorant of that fact.
In spite of the knowledge of his agent, B may set off against the price of the goods a debt owing to him from
C.

Enforcement of contract by agent on behalf of principal

Section 230 provides that in the absence of any contract to that effect, an agent cannot personally enforce
contracts entered into by him on behalf of his principal nor is he personally bound by him. Such a contract shall
be presumed to exist in the following cases-

1. where the contract is made by an agent for the sale or purchase of goods for a merchant resident abroad;
2. where the agent does not disclose the name of his principal;
3) where the principal, though disclosed, cannot be sued.

Right of parties to a contract made by agent

Section 231 provides the right of parties to a contract made by agent not disclosed. If an agent makes a contract
with person who neither knows, nor has reason to suspect, that he is an agent, his principal may require the
performance of the contract; but the other contracting party has, as against the principal the same rights as he
would have had as against the agent if the agent had been principal.

If the principal discloses himself before the contract is completed, the other contracting party may refuse to
fulfil the contract, if he can show that, if he had known who was the principal in the contract, or if he had known
that the agent was not a principal, he would not have entered into the contract.

Section 232 provides that where one man makes a contract with another, neither he knowing, nor having
reasonable ground to suspect that the other is an agent, the principal, if he requires the performance of the
contract, can only obtain such performance subject to the rights and obligations subsisting between the agent and
the other party to the contract.

Example: A, who owes 3500 to B, sells ¥ 1,000 worth of rice to B. A is acting as agent for C in the transaction,
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but B has neither knowledge, nor reasonable ground of suspicion that such is the case. C cannot compel B to take
the rice without allowing him to set-off A’s debt.

Section 233 provides that in cases where the agent is personally liable, a person dealing with him may hold
either him or his principal, or both of them liable.

Example: A enters into a contract with B to sell him 100 bales of cotton and afterwards discovers that B was
acting as agent for C. A may sue either B or C, or both, for the price of the cotton.

Section 234 provides that when a person who has made a contract with an gent induces the agent to act upon
the belief that the principal only will be held liable, or induces the principal to act upon the belief that the agent
only will be held liable, he cannot afterward hold liable the agent or principal respectively.

Liability of a pretended agent

Section 235 provides that a person untruly representing himself to be the authorized agent of another, and
thereby inducing a third person to deal with him as such agent, is liable, if his alleged employer does not ratify
his acts, to make compensation to the other in respect of any loss or damage which he has incurred by so dealing.

Section 236 provides that a person, with whom a contract has been entered into in the character of agent, is not
entitled to require the performance of it, if he was in reality acting, not as agent, but on his account.

Section 237 provides that when an agent has, without authority, done acts or incurred obligations to third
persons on behalf of his principal, the principal is bound by such acts of obligations, if he has by his words or
conduct induced such third persons to believe that such acts and obligations were within the scope of the agent’s
authority.

Example:

a) A consigns goods for B for sale and gives him instructions not to sell under a fixed price. C, being ignorant
of B’s instructions, enters into a contract with B to buy the goods at a price lower than the reserved price.
A is bound by the contract.

b) A entrusts B with negotiable instruments in blank. B sells them to C in violation of private orders from A.
The sale is good.

Effect of misrepresentation or fraud by agent

Section 238 provides that misrepresentation made or frauds committed, by agents acting in the course of their
business for their principals, have the same effect on agreements made by such agents as if sum misrepresentations
or frauds had been made or committed by the principals; but misrepresentations made, or frauds committed, by
agents in matters which do not fall within their authority, do not affect their principles.

Examples:

a) A, being B’s agent to the sale of goods, induces C to buy them by a misrepresentation, which he was not
authorized by B to make. The contract is voidable, as between B and C, at the option of C.

b) A, the captain of B’s ship, signs bills-of-lading without having received on board the goods mentioned
therein. The bills-of-lading are void as between B and pretended consignor.
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EXERCISE
(& Multiple Choice Question:
1. Acceptance to be a valid must
a) Be absolute b) Be unqualified
¢) Both be absolute & unqualified d) Be conditional
2. A proposal can be accepted
a) By notice of acceptance b) By performance of condition of proposal
¢) By acceptance of consideration for a d) All of the above
reciprocal promise
3. Competency to contract relates to
a) Age of parties b) Soundness of mind of the parties
c) Both age and soundness of mind d) Intelligence of the parties
4. If only a part of the consideration or object is unlawful, the contract under Section 24 shall be:
a) Valid b) Voidable
¢) Void d) Illegal
5. When the consent is caused by undue influence, the contract under Section 19A is:
a) Valid b) Void
¢) Voidable d) Illegal

() State TRUE or FALSE

A guarantee obtained by misrepresentation or concealment is voidable

The surety stands discharged by death

Under a contract of guarantee is principal debtor is not liable, guarantor is not liable
Silence on the part of the offeree amounts to acceptance

An agreement to which the consent of the promise is freely given is not void
Creditor is a person to whom the guarantee is given

AT o

Liability of a surety is conditional on default

© Fill in the blanks

Agreements enforceable by law are called .

Agreements without consideration are .

Agreements in restraint of marriage is

Section 2 (d) defines .

Section 5 provides that a proposal may be revoked at any time  the communication of acceptance.
Agreements of wagers are

IR AN

When the person to whom the is made signifies his assent thereto, proposal is said to have been
accepted.

8. Proposal is other called as
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9.The person delivering the goods for bailment is called the .
10. No consideration is necessary to create

(©  Short Essay Type Questions
1. What are the requirements for a valid contract?
2. When an offer may be lapsed?
3. Write short notes on-
(a) e-contracts;
(b) Quasi Contracts;
(¢) Contingent contracts.

(©  Essay Type Questions

Discuss the consequences of the absence of consent and free consent.
Explain the conditions of enforceability of the standard form of contracts.
What is the difference between an agent and an employee?

What are the essential elements of a contract?

Distinguish between illegal and void contracts.

Minor’s agreement is void. Explain with exceptions.

Discuss the concept of impossibility of performance of contracts.

el A G o e

Can a contract be made without consideration? Discuss.

(> Unsolved Cases

1. Aintending to deceive B falsely represents that 500 maunds of indigo were made annually at A’s factory
and thereby induces B buy the factory. Is the contract valid?

2. On B’s request A lent gratuitously his scooter to B for his use for one week. After two days A urgently
needs his scooter and requires its return from B. B refuses to return the goods unless he is indemnified
for his damages, which he would suffer owing to the premature delivery. Is A liable?

Answer:

Multiple Choice Question:
l.c; 2.d; 3.¢; 4.¢; 5.c.

State whether TRUE or FALSE
1. False; 2. False; 3. True; 4. False; 5. True; 6. True; 7. True.

Fill in the blanks

1. Contracts; 2. Void; 3. Void; 4. Consideration; 5. Before; 6. Void; 7. Offer/proposal; 8. Offer; 9. Bailor;
10. Agency.
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sale of Goods Act, 1930

ﬂ‘his Module includes - \

3.1 Essential Conditions of a Contract of Sale
3.2 Transfer of Ownership

3.3 Conditions and Warranties

3.4 Performance of the Contract of Sale

3.5 Rights of Unpaid Seller

\ 3.6 Auction Sales /
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SLOB Mapped against the Module

To learn about the various laws governing the essential features of contracts for sale
of goods, such as formation of contracts of sale, subject matter, price and conditions
and warranties incidental to such contracts.

/ Module Learning Objectives: \

After studying this module, the students will be able to -

A To learn about the various laws governing the essential features of contracts
for sale of goods, such as formation of contracts of sale, subject matter, price
and conditions and warranties incidental to such contracts.

A To develop an understanding as to the effects of such contracts and the

k subsequent transfers of title and performance of such contracts. /
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Essential Conditions of |
9 Gontract of Sale |

he Sale of Goods Act, 1930 provides provisions that regulate the contracts entered into between entities
for the transfer of goods or the agreement to transfer goods for a certain consideration. This transfer
essentially relates to the transfer of title in the goods thereby effecting a sale. Therefore, through this
transfer, the ownership of goods is transferred from one person to the next. Additionally such a transfer
should be accompanied by a definite price and be done at a given period of time. Sale of goods is undertaken in
specialized kinds of contract itself. This piece of legislation helps mostly in business and commerce.

The economy of the country is immensely benefitted with such laws that regulate the transfer of goods by sale.
This Act deals with the essential definitions, lays down provisions as to how sale can be made, the kinds of goods
that make the subject matter of the contract, conditions and warranties relating to the goods and effect of such
contracts. The Act additionally talks about rights and obligations of the parties to such contracts, performance of
contract, provisions relation to lien, and remedies in case there is a breach in the contract.

Essential Conditions of a Sale and agreement to sell

Chapter II of the Sale of Goods Act, 1930 talks about formation of contract. In this section, the legislation lays
down the provisions relating to contract of sale.

Section 4 of the Act contemplates Sale and agreement to sell:

1. A contract of sale of goods is a contract whereby the seller transfers or agrees to transfer the property in
goods to the buyer for a price. There may be a contract of sale between one part-owner and another.

2. A contract of sale may be absolute or conditional.

3. Where under a contract of sale the property in the goods is transferred from the seller to the buyer, the
contract is called a sale, but where the transfer of the property in the goods is to take place at a future time
or subject to some condition thereafter to be fulfilled, the contract is called an agreement to sell.

4. An agreement to, sell becomes a sale when the time elapses or the conditions are fulfilled subject to which
the property in the goods is to be transferred.

Difference between Contact of Sale and Agreement to Sell

“ Contract of sale Agreement to sell

Transfer of property The property of the goods passes from The transfer of property takes place
the buyer to the seller. at a future time or subject to certain
conditions to be fulfilled.
Type of contract It is an executed contract. It is an executory contract.
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m Contract of sale Agreement to sell

Type of goods Sales takes place only for existing and Future and contingent goods.
specific goods.

Risk of loss If the goods are destroyed, the loss falls If the goods are destroyed, the loss falls
on the buyer despite the goods are in the on the seller despite the goods are in the
possession of the seller. possession of the buyer.

Breach of contract The seller can sue the buyer for price and The seller can sue for damages only in

for damages in case of breach by the buyer. case of breach by the buyer.

General and particular It gives buyer to enjoy the goods as against It gives a right to the buyer against the
property the world at large including the seller. seller to sue for damages.

Insolvency of the In the absence of lien over the goods the The seller is not bound to part with the
buyer seller is to return the goods to the Official goods until the price is paid to him.
receiver or assignee. He is entitled to
get the dividend declared by the Official
receiver which will be at the reduced rate.

Insolvency of the seller The buyer, becoming the owner, is entitled The buyer cannot claim the goods but
to recover the same from the Official the dividend declared by the Official
receiver or assignee. receiver or assignee.

Example: Mr. A entered into a contract to sell his car to Mr. B. The contract was set for discharge on a specific
date and for a certain specified amount. However, if the certain amount was not given on the specified date, the
sale would not take place.

Whereas, Section 5 of the Act talks about the way in which a contract of sale is made:

1. A contract of sale is made by an offer to buy or sell goods for a price and the acceptance of such offer. The
contract may provide for the immediate delivery of the goods or immediate payment of the price or both,
or for the delivery or payment by instalments, or that the delivery or payment or both shall be postponed.

2. Subject to the provisions of any law for the time being in force, a contract of sale may be made in writing
or by word of mouth, or partly in writing and partly by word of mouth or may be implied from the conduct
of the parties.

For the purposes of this Act, various terms have been defined under Section 2. For instance, for every contract
of sale to take place, there must exist a buyer and the corresponding seller. A buyer as has been defined by the
Act means a person who buys goods and a seller is one who sells or agrees to sell the goods. These goods may
be specific goods, which means those goods that are identified and agreed upon at the time a contract of sale is
made or future goods, which means those goods that are to be manufactured or produced or acquired by the seller
after the making of the contract of sale.

Through such contracts what is intended to be transferred is the “document of title to goods” which includes a
bill of lading, dock warrant, warchouse keeper’s certificate, wharfingers’ certificate, railway receipt according to
the Act. Additionally, the said contract needs to contain certain specifics as to the “price” which means the money
consideration for a sale of goods; and as to the quality of goods which includes the state or condition of the goods
to be transferred through the contract of sale.

Essentials Conditions of a Contract of Sale

© One of the pre-requisites of a contract of sale is that it must involve two parties. For a contract of sale to

The Institute of Cost Accountants of India




Sales of Goods Act, 1930

fructify, the goods need to transfer from one entity to the next. The goods cannot be bought from one’s own
self and be called a contract.

) The other essential component is that the transfer must involve the transfer of title to the goods or the
transfer of ownership of the goods in question, without which the contract of sale cannot be effected.

(& A contract of sale is not complete unless there is a certain subject matter which is to be transferred in lieu
of a specific amount of consideration. Section 2 (7) of the Act suggests what the meaning of “goods” is. It
means every kind of moveable property other than actionable claims and money; and includes stock and
shares, growing crops, grass, and things attached to or forming part of the land which are agreed to be
severed before sale or under the contract of sale;

@ Finally, the condition that needs to be present in such contracts of sale is the component of consideration.
The consideration in such contracts needs to be a designated amount payable in money and not in exchange
of other goods of similar value or otherwise.

Section 4(3) of the Sale of Goods Act specifically states that where the transfer of the property in the goods
is to take place at a future time or subject to some condition thereafter to be fulfilled, the contract is called an
agreement to sell. Moreover, an agreement to sell becomes a sale when the time elapses or the conditions are
fulfilled subject to which the property in the goods is to be transferred.

Whereas, Section 5 mandates that a contract of sale is made by an offer and its corresponding acceptance to
deliver goods immediately in lieu of payment or at a later point of time. Such contracts could be in writing, by
word of mouth or be implied from conduct of the parties.

Example: Ms. Anne asked her class of 60 students that whoever wanted to buy her books may keep ¥ 100 on
her desk by 3PM with their name slip. This act of students of keeping the money on Ms. Anne’s desk with their
name slips was an implied acceptance of Ms. Anne’s offer resulting in a binding contract.

However, the subject matter of the contract is a crucial component. The subject matter of the contracts are
the goods which can be either existing or future goods. Such goods can additionally be goods perishing before
making contract or goods perishing before sale but after agreement to sell.

Section 6 of the Act states that:

1. The goods which form the subject of a contract of sale may be either existing goods, owned or possessed
by the seller, or future goods.

2. There may be a contract for the sale of goods the acquisition of which by the seller depends upon a
contingency which may or may not happen.

3. Where by a contract of sale the seller purports to effect a present sale of future goods, the contract operates
as an agreement to sell the goods.

The aforementioned section is about existing or future goods which may be sold through contracts of sale, that
may be based on a contingent event, among other things.

Example: Ramcharan, a merchant, contracted with Bholu, a potato farmer, in January, to buy potatoes in June
out of his fresh harvest. Ramcharan also determined a specific price at which he would be buying the specified
quantity, irrespective of the market price of potatoes in June. These potatoes are the future goods.

However, Section 7 of the Act states that:

Where there is a contract for the sale of specific goods, the contract is void if the goods without the knowledge
of the seller have, at the time when the contract was made, perished or become so damaged as no longer to
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answer to their description in the contract.

The aforementioned provision states in case of goods perishing before making of contract, such contracts
would be void. This is because the subject matter ceases to exist even before the contract has been made.

Example: Mahesh asked his friend Rakesh to deliver 40 kilograms of mangoes for manufacturing mango
jam. This delivery was supposed to be made to Mahesh in the next two months. However due to bad climatic
conditions, the mangoes that were ripe and ready to be plucked, got spoilt and were no longer in a state to be
delivered for manufacturing jam. Such a contract is now void.

Section 8 of the Act provides that

Where there is an agreement to sell specific goods, and subsequently the goods without any fault on the part
of the seller or buyer perish or become so damaged as no longer to answer to their description in the agreement
before the risk passes to the buyer, the agreement is thereby avoided.

Fixing of a definite price in the contract of sale is a sine qua non, of every such contract. Therefore, Section 9
of the Act talks about ascertainment of price, which states that the price in the contract of sale has to be fixed by
the contract itself or be fixed in a manner agreed between the parties or determined by their course of dealing.
However, the same provision suggests a solution to those situations where the price has not been fixed. In
such cases, the buyer shall pay the seller a reasonable price which would be determined based on the relevant
circumstances of each particular case.

Example: A and B have a contract between them to perform their respective promises. A promised to sell to
B his car, in return B promised to pay A X1 Lakh for the same. This is a contract of sale that is accompanied by
a definite price.

However, there may arise a situation where there is an agreement to sell at valuation. In such cases the Act
stipulates under Section 10:

1. Where there is an agreement to sell goods on the terms that the price is to be fixed by the valuation of a third
party and such third party cannot or does not make such valuation, the agreement is thereby avoided:

Provided that, if the goods or any part thereof have been delivered to, and appropriated by, the buyer, he
shall pay a reasonable price therefor.

2. Where such third party is prevented from making the valuation by the fault of the seller or buyer, the party
not in fault may maintain a suit for damages against the party in fault.

Also, the Act suggests provisions relating to the time of payment, which may not be so crucial unless
mentioned within the contract. Section 11 states, unless a different intention appears from the terms of the
contract, stipulations as to time of payment are not deemed to be of the essence of a contract of sale. Whether any
other stipulation as to time is of the essence of the contract or not depends on the terms of the contract.
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The Sections 18 to 26 of the Sale of Goods Act, determine when the property passes from the seller to the buyer
and other provisions relating to transfer of ownership.

3.2.1 Rules for Ascertaining Passing of Property

a) Goods must be ascertained [Section 18]: As per section 18 in a contract for sale of unascertained goods,
the property in the goods does not pass to the buyer unless and until the goods are ascertained.

b) Intention of the parties for such transfer [Section 19]: As per section 19(1), in a contract for the sale of
specific or ascertained goods, the property in them is transferred to the buyer at such time as the parties to
the contract intend it to be transferred. Section 19(2) provides that the intention of the parties is ascertained
from the terms of the contract, the conduct of the parties and the circumstances of the case.

When intention of the parties cannot be ascertained, rules contained in Sections 20 to 24 are required to be
applied for ascertaining the time of transfer of property and the same are discussed hereunder:

i) Specific goods [Sections 20 to 22]

a)

b)

¢)

Specific goods in a deliverable state [Section 20]

In an unconditional contract for the sale of specific goods in a deliverable state, the property in the
goods passes to the buyer when the contract is made, and it is immaterial whether the time of payment of
the price or the time of delivery of the goods, or both, is postponed. Goods are said to be in deliverable
state when they are in such a state that the buyer would under the contract is bound to take delivery
thereof.

Specific goods to be put into a deliverable state [Section 21]

Where there is a contract for the sale of specific goods and the seller is bound to do something to the
goods for the purpose of putting them into a deliverable state, the property does not pass until such
thing is done and the buyer has notice thereof.

Specific goods in a deliverable state, when the seller has to do anything thereto in order to
ascertain price [Section 22]

If there is a contract for the sale of specific goods in a deliverable state, but the seller is bound to weigh,
measure, test or do some other act or thing with reference to the goods for the purpose of ascertaining
the price, the property does not pass until such act or thing is done and the buyer has notice thereof.

ii) Unascertained goods [Section 23]

a)

Where there is a contract for the sale of unascertained or future goods by description and goods of
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that description and in a deliverable state are unconditionally appropriated to the contract, either by
the seller with the assent of the buyer or by the buyer with the assent of the seller, the property in the
goods thereupon passes to the buyer. Such assent may be expressed or implied, and may be given either
before or after the appropriation is made.

b) Delivery to carrier: Where, in pursuance of the contract, the seller delivers the goods to the buyer or
to a carrier or other bailee for the purpose of transmission to the buyer and does not reserve the right of
disposal, he is deemed to have unconditionally appropriated the goods for the purpose of the contract.

iii) Goods on approval or ‘on sale or return’ [Section 24]

In order to push up the sales generally there is a practice of sending goods to the customer with the clear
cut understanding that he has option to approve or return the goods within a given period. This type of
sales is known as “approval or sale or return”. In such cases, the transaction does not culminate into sale
until the goods are approved by the customer and the property in goods still remains with the seller.

When goods are delivered to the buyer on approval or on sale or return or other similar terms, the property
therein passes to the buyer:

a) When he signifies his approval or acceptance to the seller
b) When he does any other act adopting the transaction.

¢) Ifhe does not signify his approval or acceptance to the seller but retains the goods without giving notice of
rejection, then, if a time has been fixed for the return of the goods, on the expiration of such time, and, if
no time has been fixed, on the expiration of a reasonable time.

3.2.2 Reservation of Right of Disposal [Section 25]

Section 25(1) — Where there is a contract for the sale of specific goods or where goods are subsequently
appropriated to the contract, the seller may, by the terms of the contract or appropriation, reserve the right of
disposal of the goods until certain conditions are fulfilled. In such case, notwithstanding the delivery of the goods
to a buyer, or to a carrier or other bailee for the purpose of transmission to the buyer, the property in the goods
does not pass to the buyer until the conditions imposed by the seller are fulfilled.

Section 25(2) — Where goods are shipped or delivered to a railway administration for carriage by railway and
by the bill of landing or railway receipt, as the case may be, the goods are deliverable to the order of the seller or
his agent, the seller is prima facie deemed to reserve the right of disposal.

Section 25(3) — Where the seller of goods draws on the buyer for the price and transmits to the buyer the bill
of exchange together with the bill of lading or, as the case may be, the railway receipt, to secure acceptance to
payment of the bill of exchange, the buyer is bound to return the bill of lading or the railway receipt if he does
not honour the bill of exchange, and, if he wrongfully retains the bill of lading or the railway receipt, the property
in the goods does not pass to him.

Example: Magic Co. Ltd., based in England, shipped 50 tons of wool to Mr. Norton, based in Spain. Mr.
Norton was supposed to claim the shipment through the bill of lading he received from Magic Co. Ltd. However,
when the shipment arrived, Mr. Norton was not present in person at the dock. The wharfinger therefore took the
shipment to his cloak room for safekeeping. Thereupon upon producing the bill of lading, the wharfinger will
then deliver the same goods to the buyer.

3.2.3 Effect of Destruction of Goods

As per section 26 of the Act, unless otherwise agreed, the goods remains at the seller’s risk until the property
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therein is transferred to the buyer, but when the property in goods is transferred to the buyer, the goods are at the
risk of the buyer whether delivery of the goods has been made or not. Thus, risk prima facie passes with property
unless otherwise is agreed by the parties. In other word, the parties may in the contract have different stipulation
as to time of passing of risk irrespective of what is provided in section 26 of the Act.

3.2.4 Risk Prima Facie Passes with Property: Exceptions
The rule regarding risk passes with the property enshrined in section 26 is subject to the following exceptions:

a) This rule of 26 will apply only if there is no agreement to the contrary. It is permissible for the parties to
provide in the agreement that although the property does not pass, the risk passes and they may fix the point
of time when it is to pass.

b) Where delivery has been delayed through the fault of either party the buyer or the seller, the goods are at
the risk of the party at fault as regards any loss which might not have been occurred but for such fault. The
goods are at the risk of the party who is at fault in delay of delivery.

c¢) Ifthere is a custom in that particular trade that the risk does not pass with property, in such a case the risk
will pass as per the custom.

d) Risk and property may be separated by agreement between the parties. Section 40 of the Act also provides
that where the seller agrees to deliver the goods at his own risk at a distant place from where they are, the
buyer shall unless otherwise agreed, not take any risk of deterioration in the goods incidental to the transit.
This will be discussed subsequently in the paragraph dealing with delivery of goods.

3.2.5 Transfer of Title by Non-Owners of Goods

As per section 27 of the Sale of Goods Act, where goods are sold by a person who is not the owner thereof and
who does not sell them under the authority or with the consent of the owner, the buyer acquires no better title to
the goods than the seller had, unless the owner of the goods is by conduct precluded from denying the seller’s
authority to sell.

A buyer cannot get good title to the goods unless he purchased the goods from a person who is the owner
thereof and sell them under the authority or with the consent of real owner.

“Nemo dat quod non habet” means that no one can give what he himself does not have. It means a non-owner
cannot make valid transfer of property in goods. If the title of the seller is defective, the buyer’s title will also be
subject to same defect. If the seller has no title, the buyer does not acquire any title although he might have acted
honestly and might have acquired the goods after due payment. This rule is to protect the real owner of the goods.
Though this doctrine seeks to protect the interest of real owners, but in the interest of the trade and commerce,
there must be some safeguard available to a person who acquired such goods in good faith for value.

Accordingly, the Act provides the following exceptions to this doctrine which seek to protect the interest of
bona fide buyers:

1. Sale by a mercantile agent: If a mercantile agent is authorized by the owner of the goods to sell on his
behalf, then such sale shall be valid. In such cases, the buyer can acquire a good title of the goods. This
exception will be implemented subject to fulfilment of the following conditions:-

()

(& The person must be in possession of goods or documents of title to the goods in his capacity as a
mercantile agent and with the consent of his owner

© The person must sell the goods while acting in the ordinary course of business.
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(& The buyer must act in good faith without having any notice, at the time of contract that the mercantile
agent has no authority to sell the goods.

2. Transfer of title by Estoppels: This exception is based on the principle of personal estoppels. Sometime,
the real owner may lead the buyers by virtue of his conduct or words or by act to believe that the seller is
the owner of the goods or has the authority to sell them. In such case, he may not thereafter deny the seller’s
authority to sell.

3. Sale by a joint owner: As per Section 28, it there are several joint owners of goods, one of them if has sole
possession of the goods by permission of the co-owners, then the property in goods is transferred to any
person who buys them from such joint owner. In order to apply this exception, following conditions must
be fulfilled:

(& One of the several owners must be in sole possession of the goods.

(© The joint owner must have permission of co-owners.

(& The buyer must purchase goods in good faith.

(© The buyer should not have notice regarding the matter that the seller has no authority to sell.

4. Sale by person in possession under voidable contract: According to the Section 29 a person in possession
of goods under a voidable contract which is not rescinded, can transfer a good title to the buyer. The buyer
should purchase the goods in good faith and without notice of the seller’s defective title.

5. Sale by seller in possession after sale: Under Section 30(1) it is laid down that where a person has
sold goods but he continues in possession of goods or of the documents of title to the goods, he may sell
them to a third person and if such person obtains delivery thereof in good faith and without notice of the
previous sale, the person can get a good title to them. In order to apply this exception, the seller must be in
possession after sale of goods and there must be delivery or transfer of the goods or documents of title by
the seller.

6. Sale by buyer in possession after sale: Under Section 30(2), it is laid down that where a buyer having
bought or having agreed to buy goods, obtain with the consent of the seller the possession of the goods or
documents of title to the goods, he can resell the goods to a bona fide transfer. If at the time of this sale,
buyer was not in possession, then this exception will not apply.

7. Sale by an unpaid seller: If the unpaid seller has exercised right of lien or stoppage in transit, resells
the goods, then the buyer acquires a good title as against the original buyer, even though the resale is not
justified in the circumstances

8. Exception under other Acts: According to some Acts, a person although he is not the owner of the goods
may sell the goods and pass a better title than he himself has. As for example-

i. Under Section 169 of the Indian Contract Act, a finder of the goods has the right to sell.
ii. Under Section 176 of the Indian Contract Act, a pawnee of goods has the right to sell the
iii. goods pawned subject to satisfying some conditions.

iv. In certain cases, a special right of sale is given to officers of court, liquidators of the companies,
receivers of insolvents estate, custom officers for dues and duties remaining unpaid etc.

v. A person who takes a negotiable instrument in good faith and for value becomes the true owner even
if he takes it from a thief or finder.
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Section 12(1) provides that a stipulation in a contract of sale with reference to goods which are the subject
thereof may be a condition or a warranty.

3.3.1 Condition [Section 12(2)]

A condition is a stipulation essential to the main purpose of the contract, the breach of which gives rise to a right
to treat the contract as repudiated. A condition in a contract of sale of goods is of fundamental nature for breach of
which the buyer can repudiate the contract.

Example: Ramesh is the landlord who rents out his house to tenants. He put it down in the rent agreement that
all tenants have to pay the rent upfront in cash and not in cheques or bank transfers and so on. This was because
Ramesh thought the cheques and other instruments were subject to clearing, and he needed the money upfront on
the first day on every month. With this mandatory condition, Ramesh added, that any diversion from this method
of payment would lead to repudiation of the contract. If Mahesh is Ramesh’ tenant, and does not pay the money
upfront in cash when the rent was due, then Ramesh is well within his rights to repudiate the contract.

3.3.2 Warranty [Section 12(3)]

A warranty is a stipulation collateral to the main purpose of the contract, the breach of which gives rise to a
claim for damages but not to a right to reject the goods and treat the contract as repudiated.

Whether a stipulation in a contract of sale is a condition or a warranty depends in each case on the construction
of the contract. A stipulation may be a condition, though called a warranty in the contract.

Example: Standard Oil Company entered into a contract with XYZ Petrol Pump for supply of 1000 Litres of
Petrol over a one year period. Therefore, Standard Oil decided to continuously sell the petrol in instalments over
the one year. However at the end of the year it was found only 800 Litres were supplied and the remaining 200
Litres of petrol was denied by the petrol pump as there was no sale. Standard oil can now claim damages from
petrol pump, as they had reserved the same for the petrol pump.

3.3.3 Difference between Condition and Warranty

1. A condition is a stipulation which is essential to A Warranty is a stipulation which is collateral to
the main purpose of the contract. the main purpose of the contract.

2. The aggrieved party can repudiate the contract of The aggrieved party can claim damages only in
sale in case there is a breach of a condition. case of breach of a warranty.

3. A breach of condition may be treated as a breach A breach of a warranty, can not be treated as a

of a warranty. This would happen where the breach of a condition.
aggrieved party is contended with damages only.
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3.3.4 When condition to be treated as warranty?
Section 13 provides that where a contract of sale is-

(& subject to any condition to be fulfilled by the seller, the buyer may waive the condition or elect to
treat the breach of the condition as a breach of warranty and not as a ground for treating the contract as
repudiated;

(© not severable and the buyer has accepted the goods or part thereof, the breach of any condition to be fulfilled
by the seller can only be treated as a breach of warranty and not as a ground for rejecting the goods and
treating the contract as repudiated, unless there is a term of the contract, express or implied, to that effect.

Nothing in this section shall affect the case of any condition or warranty fulfilment of which is excused by law
by reason of impossibility or otherwise.

3.3.5 Remedies Available to the Buyer for Breach of Conditions
a) Affected party may claim refund of price and reject the goods;
b) Elect to treat breach of condition as breach of warranty and claim damages or compensation;

¢) When the affected party treat, breach of condition as breach of warranty he cannot repudiate the contract
but claim damages only;

d) No remedy is available when the fulfilment of condition is excused by law by means of impossibility or
otherwise 13(3).

3.3.6 Consequences of Breach of Warranty

a) The breach of warranty gives right to a claim for damages but not to reject the goods and treat the contract
as repudiated.

b) Buyer may sue for damages.

¢) No remedy is available if the fulfilment of warranty becomes impossible by law.

3.3.7 Implied conditions are of the following types

i) Condition as to title [Section 14(a)]: In a contract of sale, unless the circumstances of the contract are
such as to show a different intention, there is an implied condition on the part of the seller that, in the case
of a sale, he has a right to sell the goods and that, in the case of an agreement to sell, he will have a right
to sell the goods at the time when the property is to pass.

ii) Sale by description [Section 15]: Where there is a contract for the sale of goods by description, there is an
implied condition that the goods shall correspond with the description, and, if the sale is by sample as well
as by description, it is not sufficient that the bulk of the goods corresponds with the sample if the goods
do not also correspond with the description. Goods are sold by description when they are described in the
contract, and the buyer contracted relying on such description of goods by the seller.

iii) Condition as to quality or fitness [Section 16]: As per Sec 16 of the Sale of Goods Act, the buyer
is supposed to satisfy himself about the quality of goods he purchased and is also charged with the
responsibility of seeing that the goods suit the purpose for which they were purchased by him. Later on if
the goods does not turn out to be as per his purpose, the seller cannot be asked to compensate him. This is
based on the famous doctrine of Caveat Emptor which means ‘let the buyer beware’.
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iv) Sale by sample [Section 17]: A contract of sale is a contract for sale by sample where there is a term in
the contract, express or implied, to that effect.

In the case of a contract for sale by sample there is an implied condition -

)

~

© That the bulk shall correspond with the sample in quality.

-

(© That the buyer shall have a reasonable opportunity of comparing the bulk with the sample.

(© That the goods shall be free from any defect, rendering them un-merchantable, which would not be apparent

on reasonable examination of the sample.

Example: David sold Indian variant of sunflower seeds at his shop and sold it in bulk for who ever wanted to
buy the same. Tatiana tested the sample of the seeds at David’s shop and decided to order it in bulk. However
when David sent the seeds in bulk, Tatiana decided to sow the seeds. Months later Tatiana discovered that the
seeds were of Swedish variant and not the Indian variant that she has requested for. Tatian now wanted full refund
for the seeds that were delivered to her by David. David is now bound to either reimburse her the whole amount
or give her the quantity of Swedish variant that she requested for.

In case of eatables and provisions, in addition to the implied condition as to merchantability, there is another
implied condition that the goods shall be wholesome.

3.3.8 Implied warranties are of following types

(© Warranty of quiet possession [Section 14 (b)]: If the buyer in any way is disturbed from enjoying the

quiet possession of goods purchased because of seller’s defective title, the buyer can claim damages from
seller. It is a warranty that neither the seller shall nor shall anybody claiming under a superior title or under
his authority interfere with the quite enjoyment of the superior title or under his authority interfere with the
quite enjoyment of buyer.

))

(© Warranty of freedom from encumbrances [Section 14(c)]: The buyer is also entitled to additional
warranty that the goods are free from any charge or right of any third party, not declared or known to the
buyer. It is presumed that the goods are free of third parties charges, if it is otherwise the buyer is entitled
to claim damages from the seller.

(& Warranty as to quality or fitness by usage of trade: An implied warranty as to quality or fitness for a
particular purpose may be annexed by usage of trade

®

Warranty to disclose dangerous nature of goods: Where a person sells goods knowing that the goods are
inherently dangerous or they are likely to be dangerous to the buyer and the buyer is ignorant of the danger,
he must warn the buyer of the probable danger, otherwise he will be liable in damages

3.3.9 Doctrine of Caveat Emptor

The term “caveat emptor” is a Latin word which means “let the buyer beware”. This principle states that it is
for the buyer to satisfy himself that the goods which he is purchasing are of the quality which he requires. If he
buys goods for a particular purpose, he must satisfy himself that they are fit for that purpose. The doctrine of
caveat emptor is embodied in Section 16 of the Act which states that “subject to the provisions of this Act and of
any other law for the time being in force, there is no implied warranty or condition as to the quality or fitness for
any particular purpose of goods supplied under a contract of sale”. It is not the seller’s duty to give to the buyer
the goods which are fit for a suitable purpose of the buyer. If he makes a wrong selection, he cannot blame the
seller if the goods turn out to be defective or do not serve his purpose.
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The principle was applied in the case of Ward v. Hobbs, (1878), where certain pigs were sold by auction and no
warranty was given by seller in respect of any fault or error of description. The buyer paid the price for healthy
pigs. But they were ill and all but one died of typhoid fever. They also infected some of the buyer’s own pigs.
It was held that there was no implied condition or warranty that the pigs were of good health. It was the buyer’s
duty to satisfy himself regarding the health of the pigs.

Example: Sharon went to buy a second-hand car. Aaron was the owner of the second-hand car which clearly
had a door broken. Sharon did not say anything but after buying the car she complained against Aaron for selling
her a car with a broken door. Aaron is not bound to compensate for the damage that the car had which was easily
discoverable or seen by Sharon. Neither is Sharon eligible to revoke the contract of sale on the same grounds.

However, there are some exceptions to Section 16 which are as under:

a) Where the buyer, expressly or by implication, makes it known to the seller the particular purpose for which
the goods are required, so as to show that the buyer relies on the seller’s skill or judgment, and the goods are
of a description which it is in the course of the seller’s business to supply (whether he is the manufacturer
or producer or not), there is an implied condition that the goods shall be reasonably be fit for such purpose.
However, in the case of a contract for the sale of a specified article under its patent or other trade name,
there are no implied conditions as to its fitness for any particular purpose.

b) Where goods are bought by description from a seller who deals in goods of that description (whether he is
the manufacturer or producer or not), there is an implied condition that the goods shall be of merchantable
quality. However, if the buyer has examined the goods, there shall be no implied conditions as regards
defects which such examination ought to have revealed.

In order to apply the implied condition as to merchantability the following requirements must be satisfied:
i) the seller should be dealer in goods of that description;

ii) the buyer must have not opportunity to examine the goods or there must be some latent defect in the
goods which would not be apparent on reasonable examination of the same.

Note: The term merchantability has not been defined in the Act. As per English Sale of Goods Act, goods
of any kind are merchantable quality if they are as fit for the purpose or purposes for which goods of that
kind are commonly brought as it is reasonable to expect having regard to any description applied to them,
the price and all other relevant circumstances.

¢) An implied warranty or condition as to quality or fitness for a particular purpose may be annexed by the
usage of trade. In some cases the purpose for which the goods are required may be ascertained from the
acts and conducts of the parties to the sale or from the nature of the description of the article purchased.
For example if a hot water bottle is purchased, the purpose for which it is purchased is implied in the
thing itself. In such a case the buyer need not tell the seller the purpose for which the bottle is purchased.
Similarly if a thermometer is purchased in common usage, the purpose of thermometer is well known, the
buyer need not tell the seller.

d) An express warranty or condition does not negative a warranty or condition implied by this Act unless
inconsistent therewith.
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provides that it is the duty of the seller to deliver the goods and the buyer to accept and pay for them, in

Chapter IV of the Act describes the procedure for performance of the contract of sales. Section 31
accordance with the terms of the contract. The performance of contract involves the following-

®

Payment and delivery are concurrent conditions

®

Delivery

)

> Buyer’s right of examining the goods

-

(®  Acceptance of goods
(& Buyer’s liability

Example: Mr. X sells his land mower to Mr. Y for ¥5,000. Mr. X and Mr. Y enter into a contract to that effect
enlisting alongside the defects of the land mower. Mr. Y pays 5,000 to Mr. X and Mr. X delivers the land mower
to his home. Mr. Y accepts it. This concludes a contract of sale.

Payment and delivery are concurrent conditions. Section 32 provides that the delivery of the goods and payment
of the price are concurrent conditions unless otherwise agreed.

(© The seller shall be ready and willing to give the possession of the goods to the buyer in exchange for the
price.

(© The buyer shall be ready and willing to pay the price in exchange for the possession of the goods.
Delivery

Section 33 provides that the delivery of goods sold may be made-

® by doing anything which the parties agree; or

(© which has the effect of putting the goods in the possession of the buyer or of any person authorized to hold
them on his behalf;

Section 35 provides that the seller of goods is not bound to deliver them until the buyer applies for the delivery
apart from any express contract.

Part delivery

Section 34 deals with the effect of part delivery. A delivery of part of goods, in progress of the delivery of the
whole, has the same effect as a delivery of the whole for the purpose of passing the property in such goods. Ifa
delivery of part of the goods is done with an intention of severing it from the whole, then it does not operate as
a delivery of the reminder.
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Rules as to delivery
Section 36 provides rules for the delivery as detailed below:
(& Apart from any contract, goods sold are to be delivered
(© at the place at which they are at the time of the sale; and

(© goods agreed to be sold are to be delivered at the place at which they are at the time of the agreement to
sell; or

© if not then in existence, at the place at which they are manufactured or produced;
(& Where under the contract of sale the seller is bound to send the goods to the buyer, but no time for
© sending them is fixed, the seller is bound to send them within a reasonable time;

(& Where the goods at the time of sale are in the possession of a third person, there is no delivery by seller to
buyer unless until such third person acknowledges to the buyer that he holds the goods on his behalf;

(& This shall not affect the operation of the issue or transfer of any document of title to the goods;
(& Demand or tender of delivery may be treated as ineffectual unless made at reasonable hour;

(© Unless otherwise agreed, the expenses of and incidental to putting the goods into a deliverable state shall
be borne by the seller.

Delivery of wrong quantity

The transfer of goods, in a sale, is expected to be delivered as agreed to in the contract. If there is a variation
in the quantity of goods delivered, the following action may be taken by the buyer:

(© Section 37(1) provides that where the sellers delivers to the buyer a quantity of goods less than he contracted
to sell, the buyer may reject them. If the buyer accepts the goods so delivered he shall pay for them at the
contract rate

() Section 37(2) provides that where the seller delivers to the buyer a quantity of goods larger than he
contracted to sell, the buyer may accept the goods included in the contract and the reject the rest. Or he
may reject the whole. If the buyer accepts the whole of the goods so delivered, he shall pay for them at
the contract rate;

(© Section 37(3) provides that where the seller delivers to the buyer the goods he contracted to sell mixed with
goods of a different description not included in the contract, the buyer may accept the goods which are in
accordance with the contract and reject the reject or may reject the whole;

®

Section 37(4) provides that the provisions of this section are subject to any usage of trade, special agreement
or course of dealing between the parties.

Instalment deliveries

Section 38(1) provides that the buyer of the goods is not bound to accept the delivery of goods by instalments
unless otherwise agreed to between both the parties.

Section 38(2) provides that where there is a contract for the sale of goods to be delivered by stated instalments
which are to be separately paid for and:

@ the seller makes no delivery or defective delivery in respect of one or more instalments; or,
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(© the buyer neglects or refuses to take delivery of or pay for one or more instalments

However, it is a question in each case, depending on the terms of the contract and circumstances of the case as
to whether the breach of contract is:

© arepudiation of the whole contract; or

(© whether it is severable breach giving rise to a claim for compensation but not to treat the whole contract as
repudiated.

Delivery to carrier or wharfinger

Section 39(1) provides that if the seller is authorized or required to send the goods to the buyer, through a
carrier whether it is named by the buyer or not or delivery of the goods to a wharfinger for safe custody, the
delivery of goods to such a carrier or wharfinger shall be deemed to be a delivery of the goods to the buyer.

Section 39(2) provides that the seller shall make contract with the carrier or wharfinger on behalf of the buyer
as may be reasonable having regard to the nature of the goods and other circumstances of the case. If the seller
omits so to do and the goods are lost or damaged in the course of transit or whilst in the custody of the wharfinger,
the buyer:

(© may decline to the treat the delivery to the carrier or wharfinger as a delivery to himself; or

(© may hold the seller responsible for damages.

Section 39(3) provides that where goods are sent by the seller to the buyer by a route involving sea transit, in
circumstances in which it is usual to insure the seller shall give such notice to the buyer as may enable him to
insure them during their sea transit. If the seller fails so to do, the goods shall be deemed to be at his risk during
such sea transit.

Delivery of goods at a distant place

Section 40 provides that where the seller of goods agrees to deliver them at his own risk at a place other
than that where they are when sold, the buyer shall, nevertheless, unless otherwise agreed, take any risk of
deterioration in the goods necessarily incident to the course of transit.

Buyer’s right of examining the goods

According to Section 41, the buyer is having right to examine the goods, which have not been examined by
him previously before acceptance. The examination of the goods by the buyer is for the purpose of ascertaining
whether they are in conformity with the contract. The seller is also bound to afford an opportunity to the buyer
for examining the goods for the purpose of ascertaining whether they are in conformity with the contract.

Acceptance
Section 42 provides that the buyer is deemed to have accepted the goods-
(© when he intimates to the seller that he has accepted them; or

(& when the goods have been delivered to him and he does any act in relation to them which is inconsistent
with the ownership of the seller; or

© when, after the lapse of a reasonable time, he retains the goods without intimating to the seller that he has
rejected them.
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Examples:

a) Ram sold his car to Shyam for ¥ 1 Lakh. Shyam paid the same in advance and Ram delivered the car after
two days of the payment. Shyam immediately rented the car out to a company ABC Ltd. for an amount
for six months. However, Shyam realized that Ram had sold the car with a scratch on its body which was
clearly visible even at the time of delivery. Shyam now refuses to accept the car after one month and seeks
full refund of the car. However, Shyam will not succeed in the same, because he had accepted it at the time
of delivery thereby discharging the contract.

Return of rejected goods

Section 43 provides that where goods are delivered to the buyer and he refuses to accept them, the buyer is
not bound to return them to the seller. It is sufficient if he intimates to the seller that he refuses to accept them.

Liability of the buyer

Section 44 provides that where the seller is ready and willing to deliver the goods and requests the buyer to
take delivery and the buyer does not within a reasonable time take delivery of the goods he is liable to the seller
any loss occasioned by his neglect or refusal to take delivery and also for a reasonable charge for the care and
custody of the goods. The rights of the seller shall not be affected by this section where the neglect or refusal of
the buyer to take delivery amounts to a repudiation of the contract.
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According to Section 45(1), the seller of the goods is deemed to be ‘unpaid seller’ within the meaning of this
Act-

(© when the whole of the price has not been paid or tendered;

© when a bill of exchange or other negotiable instrument has been received as conditional payment, and the
condition on which it was received has not been fulfilled by reason of the dishonour of the instrument or
otherwise;

Section 45(2) defines the term ‘seller’ as including any person who is in the position of a seller as for instance
an agent of the seller to whom the bill of lading has been endorsed or a consignor or agent who has himself paid,
or is directly responsible for the price.

3.5.1 Rights of an Unpaid Seller against the Goods
According to Section 46, an unpaid seller’s right against the goods are:
a) A lien or right of retention
b) The right of stoppage in transit.

c) The right of resale.
d) The right to withhold delivery

Right of Lien [Sections 47-49 and 54]: An unpaid seller who is in possession of goods sold, may exercise his
lien on the goods, i.e., keep the goods in his possession and refuse to deliver them to the buyer until the payment
or tender of the price in cases where:

© the goods have been sold without any stipulation as to credit; or

()

© the goods have been sold on credit, but the term of credit has expired; or

-
0

©

© the buyer becomes insolvent.

The lien depends on physical possession. The seller’s lien is possessory lien, so that it can be exercised only
so long as the seller is in possession of the goods. It can only be exercised for the non-payment of the price and
not for any other charges.

Examples:

a) Rajnish sold his car to Manish under a contract. However, Manish gave Rajnish a cheque for the amount
due. However, Manish became insolvent and filed for bankruptcy. Since the cheques would not get encashed
anymore, Rajnish withheld the car by exercising his right of lien until the payment under the contract of
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sale was made for the same.

b) XYZ Co. Ltd. manages the Haldia Port. They have constructed a godown on their wharf to store goods.
Diana Ship came to the wharf and alighted their goods. Mr. Prem Bhageria had to claim the goods from the
wharf. However, Mr. Bhageria did not turn up on the day the ship arrived. Therefore, XYZ Co. Ltd. kept the
consignment of goods in their store room. After 3 months, Mr. Bhageria came to claim the goods, however,
XYZ Co. Ltd. asked Mr. Bhageria to pay X 20 Lakhs in rent for the store room facility utilized by the goods.
Mr. Bhageria refused to pay the same. XYZ Co. Ltd. then refused to release the goods to Mr. Bhageria by
exercising their right of lien over the goods.

A lien is lost —

a) When the seller delivers the goods to a carrier or other bailee for the purpose of transmission to the buyer,
without reserving the right of disposal of the goods;

b) When the buyer or his agent lawfully obtains possession of the goods;
¢) By waiver of his lien by the unpaid seller

Stoppage in transit [Sections 50-52]: The right of stoppage in transit is a right of stopping the goods while
they are in transit, resuming possession of them and retaining possession until payment or tender of the price.

The right to stop goods is available to an unpaid seller:
(& when the buyer becomes insolvent; and
© the goods are in transit.

The buyer is insolvent if he has ceased to pay his debts in the ordinary course of business, or cannot pay his
debts as they become due. It is not necessary that he has actually been declared insolvent by the court.

The goods are in transit from the time they are delivered to a carrier or other bailee like a wharfinger or
warehouse keeper for the purpose of transmission to the buyer and until the buyer takes delivery of them.

The transit comes to an end in the following cases:
a) If the buyer obtains delivery before the arrival of the goods at their destination;

b) If, after the arrival of the goods at their destination, the carrier acknowledges to the buyer that he holds the
goods on his behalf, even if further destination of the goods is indicated by the buyer;

c) If the carrier wrongfully refuses to deliver the goods to the buyer.

If the goods are rejected by the buyer and the carrier or other bailee holds them, the transit will be deemed to
continue even if the seller has refused to receive them back.

The right to stop in transit may be exercised by the unpaid seller either by taking actual possession of the goods
or by giving notice of the seller’s claim to the carrier or other person having control of the goods. On notice being
given to the carrier, he must redeliver the goods to the seller who must pay the expenses of the re-delivery.

The seller’s right of lien or stoppage in transit is not affected by any sale on the part of the buyer unless the
seller has assented to it. A transfer, however, of the bill of lading or other document of seller to a bona fide
purchaser for value is valid against the seller’s right.

Right of re-sale [Section 54]:

The unpaid seller may re-sell:
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where the goods are perishable;

(@)
&)

where the right is expressly reserved in the contract;

®

®

where in exercise of right of lien or stoppage in transit, the seller gives notice to the buyer of his intention
to re-sell, and the buyer, does not pay or tender the price within a reasonable time.

If on a re-sale, there is a deficiency between the price due and amount realised, he is entitled to recover it from
the buyer. If there is a surplus, he can keep it. He will not have these rights if he has not given any notice and he
will have to pay the buyer profit, if any, on the resale.

Example: Ram contracted with Shyam to buy 50 litres of Milk from Shyam on 16™ March, 2020 for X 100 per
litre. However, Ram failed to claim the consignment on the said date. Shyam runs the risk of getting the milk
spoiled. Ram failed to claim the consignment until 20" March, 2020 and Shyam had to sell the same to Dham.
Shyam is justified in doing so even though he had a valid contract with Ram with respect to the same milk.

Rights to withhold Delivery

If the property in the goods has passed, the unpaid seller has right as described above. If, however, the property
has not passed, the unpaid seller has a right of withholding delivery similar to and co-extensive with his rights
of lien and stoppage in transit.

3.5.2 Rights of an unpaid seller against the buyer
An unpaid seller in addition to his rights against the goods has the following rights against the buyer personally.

1. Suit for price [Section 55]: Where the property in goods has passed to the buyer, and the buyer wrongfully
neglects or refuses to pay the price, the seller can sue the buyer for price.

2. Suit for damages for non-acceptance [Section 56]: Where the buyer wrongfully neglects or refuses to
accept and pay for the goods, the seller can sue him for damages for non-acceptance of the goods.

3. Suit for repudiation: Where the buyer repudiates the contract before the date of delivery, the seller may
wait till the date of delivery or may treat the contract as cancelled and sue for damages for breach.

4. Suit for interest [Section 61]: Where there is specific agreement between the seller and the buyer regarding
interest on the price of goods, the seller may claim it from the date when payment becomes due. If there is
no specific agreement, the interest is payable from the date notified by the seller to the buyer.

Buyer’s Remedies against Seller for Breach of Contract
A buyer also has certain remedies against the seller who commits a breach. These are:

1. Suit for Damages for Non-Delivery [Section 57]: When the seller wrongfully neglects or refuses to
deliver the goods to the buyer, the buyer may sue the seller for damages for non-delivery. This is in addition
to the buyer’s right to recover the price, if already paid, in case of non-delivery.

2. Suit for price: Where the buyer has paid the price and the goods are not delivered to him, he can recover
the amount paid.

3. Suit for specific performance [Section 58]: When the goods are specific or ascertained, a buyer may sue
the seller for specific performance of the contract and compel him to deliver the same goods. The court
orders for specific performance only when the goods are specific or ascertained and an order for damages
would not be an adequate remedy. Specific performance is generally allowed where the goods are of special
significance or value e.g. a rare paining, a unique piece of jewellery, etc.
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4. Suit for Breach of Warranty [Section 59]: Where there is a breach of warranty by the seller, or where the
buyer elects or is compelled to treat the breach of condition as breach of warranty; the buyer cannot reject
the goods. The buyer may:

(® set up the breach of warranty in extinction or diminution of the price payable by him, or
() sue the seller for damages for breach of warranty.

5. Repudiation of contract before the due date [Section 60]: Section 60 provides that where either party to
a contract of sale repudiates the contract before the date of delivery, the other may either treat the contract
as subsisting or wait till the date of delivery, or he may treat the contract as rescinded and sue for damages
for the breach.

6. Suit for interest: The buyer may recover such interest or special damages, as may be recoverable by law.
He may also recover the money paid where the consideration for the payment of it has failed. In the absence
of a contract to the contrary, the court may award interest, to the buyer, in a suit by him for the refund of
the price in a case of a breach on the part of the seller, at such rate as it thinks fit on the amount of the price
from the date on which the payment was made.
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Section 64 provides that in the case of a sale by auction-

(& where goods are put up for sale in lots, each lot is prima facie deemed to be the subject of a separate
contract of sale;

© the sale is complete when the auctioneer announces its completion by the fall of the hammer or in other
customary manner; and until such announcement is made, any bidder may retract his bid;

(© a right to bid may be reserved expressly by or on behalf of the seller and, where such right is expressly
so reserved, but not otherwise, the seller or any one person on his behalf may, subject to the provisions
hereinafter contained, bit at the auction;

®

where the sale is not notified to be subject to a right to bid on behalf of the seller, it shall not be lawful for
the seller to bid himself or to employ any person to bid at such sale, or for the auctioneer knowingly to take
any bid from the seller or any such person; and any sale contravening this rule may be treated as fraudulent
by the buyer;

—~

) the sale may be notified to be subject to a reserved or set up price;

(

@ if'the seller makes use of pretended bidding to raise the price, the sale is voidable at the option of the buyer.

-

Section 64 does not deal with the question of passing of the property at auction sale but merely deals with
completion of the contract of sale which takes place at the fall of the hammer or at the announcement of the close
of the sale in other customary manner by the auctioneer. In other words, all that happens at the fall of the hammer
or at the announcement of the closure of the sale in other customary manner is that a contract of sale comes into
existence and parties get into the relationship of a promisor and a promisee in an executory contract.

Effect of Tax [Section 64A]

In the event of any tax being imposed, increased, decreased or remitted in respect of any goods after the
making of any contract for the sale or purchase of such goods without stipulations as to the payment of tax where
tax was not chargeable at the time of the making of the contract, or for the sale or purchase of such good tax- paid
where tax was chargeable at that time.

a) if such imposition or increase so takes effect that the tax or increased tax, as the case may be, or any part of
such tax is paid or is payable, the seller may add so much to the contract price as will be equivalent to the
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b)

amount paid or payable in respect of such tax or increase of tax, and he shall be entitled to be paid and to
sue for and recover such addition, and

if such decrease or remission so takes effect that the decreased tax only, or no tax, as the case may be, is paid
or is payable, the buyer made deduct so much from the contract price as will be equivalent to the decrease
of tax or remitted tax, and he shall not be liable to pay, or be sued for, or in respect of, such deduction.
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EXERCISE

(©  Multiple Choice Question:

1. Asale is complete when the following is transferred from one.

a) Money b) Ownership

c) Usage d) None of the above
2. The Consideration in contract of sale must be:

a) Immovable b) Movable

c) Price d) None of the above
3. The subject matter of the contract must be:

a) Sale b) Product

¢) Service d) None of the above
4. On which date was the Sale of Goods enforced?

a) 1948 b) 1930

c) 1932 d) 1951
5. As per Sale of Goods Act, this is not included:

a) Growing crop b) Money

c) Table d) Goodwill

© State TRUE or FALSE

Condition is a stipulation which is essential to the main purpose of the contract.
The sale of goods Act only deals only with goods that are immovable in nature.
Warranty is a stipulation which is collateral to the purpose of the contract.
Caveat Emptor is the concept of “let the buyer beware”.

The subject matter of the contract under Sale of Goods Act must be goods.

AN A e

Sale under Sale of Goods Act is an executory contract.

@ Fill in the blanks

1. The goods which form the subject of a contract of sale may be either existing goods, owned or possessed
by the seller, or good

2. The in a contract of sale may be fixed by the contract or may be left to be fixed in manner thereby
agreed or may be determined by the course of dealing between the parties.

A contract of sale is made by an offer to buy or sell goods for a price and the of such offer.

4. A contract of sale of goods is a contract whereby the seller transfers or agrees to transfer the property in
goods to the buyer for a

5. A contract of sale may be or conditional
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(©  Short Essay Type Questions
1. What are the rights of unpaid seller against goods?
2. Discuss the provisions on the re-selling of goods.
3. Write short notes on-
(a) Auction Sale
(b) Doctrine of Caveat Emptor
(c) Agreement to Sell

(& Essay Type Questions

Discuss the difference between condition and warranty.

Explain the concept of Caveat Emptor

What are the rights and duties of a seller?

What are the rights and duties of a buyer?

What are the implied conditions in a contract of sale by sample?
What is a contract of sale?

What is an agreement to sell?

® N AR WD

Distinguish between a sale and an agreement to sell?

(& Unsolved Cases

1. Ram agreed to send a consignment to Shyam via a ship. This was done on the basis of an agreement
where Shyam would have to pay ¥ 1,000 for the consignment upon delivery. However, Shyam became
insolvent and Ram got to know about it before he despatched the goods for delivery to Shyam. Can Ram
exercise his right of lien over goods as an unpaid seller against goods?

2. Sita asked for 100 Litres of mustard oil from Gita. However when Gita delivered the same through her
agent to Sita, Sita refused saying that it was palm oil and was not what she had contracted for. Gita’s
mustard oil therefore was not sold and she suffered damages. What can Gita do in this case where there is
no default on her part and Sita wrongfully refused to take delivery of the goods within reasonable time?

Answer:

Multiple Choice Question:
1.b; 2.¢; 3.a; 4.b; 5.b.

State TRUE or FALSE
1. True; 2. False; 3. True; 4. True; 5. True; 6. False.

Fill in the blanks
1. Future; 2. Price; 3. Acceptance; 4. Price; 5. Absolute.
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/This Module includes - \

4.1 Definition and Features of Negotiable Instrument
4.2 Crossing, Endorsement and Material Alteration
4.3 Acceptance, Assignment and Negotiation

4.4 Rights and Liabilities of Parties

4.5 Dishonour of a Negotiable Instrument (with special emphasis on

k Section 138) /
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SLOB Mapped against the Module

To acquire knowledge on the various kinds of negotiable instruments and features
incidental to their negotiability.

Module Learning Objectives: \
After studying this module, the students will be able -

A To acquire knowledge on the various kinds of negotiable instruments and
features incidental to their negotiability.

A To comprehend the laws governing negotiable instruments and the concepts
relating to its holder, transfer, dishonor, and obligations of parties to
k transactions relating to such negotiable instruments.
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Jefinition and Features of
Negotiable Instrument |

he objective of having negotiable instruments was to simplify the transaction in money, such that during
the transfer of higher amounts of money, people do not fall prey to thefts or robbery committed on route.
Such negotiable instruments came to be legalized and regulated through the Negotiable Instruments Act,
1881. Negotiable instruments are those documents that evidence a contractual right to claim payment
and which can be transferred upon delivery. Therefore, the age-old rule that states no one can transfer a better title
that the person who has the same, does not hold good in such situations. The system of negotiable instruments
gets regulated by the Ministry of Finance that supervises the transfers and negotiability of such instruments.

Negotiable instruments are those documents which are used to transfer money between designated persons.
These instruments either contains a promise or an instruction to pay to the other, an assigned sum of money at a
particular time.

These instruments could exist in varying formats but have certain distinct features within them, such as, they
are easily transferable and mobile, they are almost always in written format, contain a definite time for discharge
of payment obligations, and has specific persons mentioned therein.

In most day-to-day transactions, in marketplaces or mandis, different types of trades, negotiable instruments
have gained importance. These instruments can be transferred by delivery or by endorsement and delivery. The
entire Act has been divided into many sections such as; definitions of various instruments and incidental terms
thereto, rights and liabilities of parties to such transactions involving negotiable instruments, how negotiation
and its subsequent payments are discharged, and provisions relating to dishonour and compensations.

4.1.1 Definition and Features of Negotiable Instrument

Negotiability is a feature that is distinct from the concept of transferability. By mere delivery or endorsements
and delivery, the acquirer of the negotiable instruments gets the best title to the instrument by becoming the
holder, which is not the case in instruments that are not negotiable and can bestow upon such rights by the
procedures of sale or other means of transfer.

Indian law denotes three instruments which can be called as negotiable instrument and are legally valid. These
instruments are: promissory note, bill of exchange and cheque. Section 13 of the Act defines the terms ‘negotiable
instrument’ as a promissory note, bill of exchange or either payable either to order or to bearer.

Essential Features of a Negotiable Instrument:
1. It must be in writing.
2. It should be signed by the maker or drawer.

3. There must be a promise or order to pay.
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The promise or order must be unconditional.
It must call for payment in money and money only.

It should call for payment of a certain sum.

N s

The property in the instrument may be passed in two ways:
a) by mere delivery; and
b) by indorsement and delivery.

8. The consideration is also presumed to have been passed

4.1.2 Promissory Note

Section 4 of the Act defines the term ‘promissory note’ as an instrument in writing (not being a bank note or
a currency note) containing an unconditional undertaking, signed by the maker, to pay a certain sum of money
only to, or to the order of, a certain person, or to the bearer of the instrument.

In a promissory note, there are only two parties. One is the payer, the other is the payee. Such instruments can
also be negotiated when endorsed and delivered or be delivered only.

Note: Provisions relating to currency notes are regulated by other pieces of legislation, including the Reserve
Bank of India Act, 1934 and the Banking Regulation Act, 1949.

Example -

) I promise to pay B or order ¥50,000.

© Tacknowledge myself to be indebted to B for X 1 lakh to be paid on demand, for value received.
(& The instruments in the above two examples are promissory notes.
) I promise to pay B ¥20,000 seven days after my marriage with Helen.

© I promise to pay ¥50,000 on D’s death, provided D leaves me enough to pay that sum. The instruments in
the above two examples do not amount to promissory notes.

The High Court in Santsingh vs. Madandas Panika, AIR 1976 MP 144 held that an instrument is a promissory
note if there are present the following elements-

() There should be an unconditional undertaking to pay;

(& The sum should be a sum of money and should be certain;

(© The payment should be the order of a person who is certain, or to the bear of the instrument;
(& The maker should sign it.

The High Court, Andhra Pradesh in Bahadurrinisa vs. Vasudev, AIR 1967 AP 123 categorized the promissory
note into three types-

(& A promise to pay a certain sum of money to a certain person;
(& A promise to pay a certain sum of money to the order of a certain person;

(& A promise to pay the bearer.
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4.1.3 Bill of Exchange

Section 5 defines the expression ‘bill of exchange’ as an instrument in writing containing an unconditional
order, signed by the maker, directing a certain person to pay a certain sum of money only to, or to the order of, a
certain person or to the bearer of the instrument.

Example: A promise or order to pay is not ‘conditional’ within the meaning of this section and Section 4, by
reason of the time for payment of the amount or any installment thereof being expressed to be on the lapse of a
certain period after the occurrence of a specified event which, according to the ordinary expectation of mankind,
is certain to happen, although the time of its happening may be uncertain.

The sum payable may be ‘certain’ within the meaning of this section and section 4, although it includes future
interest or is payable at an indicated rate of exchange, or is according to the course of exchange, and although the
instrument provides that, on default of payment of an installment, the balance unpaid shall become due.

The person to whom it is clear that the direction is given or that payment is to be made may be a ‘certain person’
within the meaning of this section and section 4, although he is mis-named or designated by description only.

The Calcutta High Court in Sinha vs. Bidhu Bhusan De, AIR 1955 Cal. 562 narrated the essential character of
a bill of exchange which is that it contains an order to accept or to pay and that the acceptor should accept it; in
the absence of such a direction to pay, the document will not be a bill of exchange or a hundi.

The following are the bills of exchange-
) A banker’s draft — Birbhum Central Co-op bank vs. Pioneer Bank Limited — AIR 1956 Cal. 615;

(o)

(© A demand draft even if it be drawn upon another office of the same bank — S.N. Shukla vs. Punjab National
Bank Limited’ — AIR 1960 All 238;

—~

(

(& An order issued by a District Board Engineer on Government Treasury for payment to or order of a certain
person — Rangaswami vs. Sankaralingam — ILR 43 Mad 816.

4.1.4 Cheque

The term ‘cheque’ is defined under Section 6 of the Act. It is a bill of exchange drawn on a specified banker
and not expressed to be payable otherwise than on demand and it includes the electronic image of a truncated
cheque and a cheque in the electronic form.

There are three parties in a cheque. The drawer, drawee and the payee. In such cases the drawee is always
the bank which has been instructed by the drawer, through the cheque to make the payment to the holder of the
instrument which is the payee.

For the purposes of this section, the terms ‘a cheque in the electronic form’, ‘truncated cheque’ are defined
which has been substituted by the Negotiable Instruments (Amendment) Act, 2015, with effect from 26.12.2015.

‘A cheque in the electronic form’ is a cheque drawn in electronic form by using any computer resource and
signed in a secure system with digital signature (with or without biometric signature) and asymmetric crypto
system or with electronic signature, as the case may be.

‘A truncated cheque’ is a cheque which is truncated during the course of a clearing cycle, either by the clearing
house or by the bank whether paying or receiving payment, immediately on generation of an electronic image
for transmission, substituting the further physical movement of the cheque in writing.

The expression ‘clearing house’ is the clearing house managed by the RBI or a clearing house recognized as
such by RBIL.
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Distinction between Promissory Note and Bill of Exchange

Promissory Note Bill of Exchange

1.
2.

It is defined in Sec. 4 of NI Act, 1881.

There are two parties:
(© Maker.
© Payee

It contains a Promise to pay.

No conditions shall be made in a promissory
note.

The liability of a maker of the promissory note is
primary and absolute.

Distinction between Promissory Note and Cheque

I.
2.

It is defined in Sec. 4 of NI Act, 1881.

There are two parties:
(9 Maer.
© Payee

Promissory note contains a promise to pay the
sum with interest or without interest at a later
date.

Promissory note is not crossed.

No protection is available to the payee of note.

A promissory note cannot be self drawn.

No criminal liability shall be imposed on the
maker.

Stamp is necessary.

Limitation: 3 years

It is defined in Sec. 5 of the NI Act, 1881.

There are three parties:
(© Drawer.

© Acceptor

© Payee.

It contains an order to pay.

A bill may be accepted conditionally.

The liability of the drawee of a bill of exchange
is secondary and conditional.

It is defined in Sec. 6 of the NI Act, 1881.

There are three parties:
(© Drawer.

(© Drawee.

© Payee.

A cheque is payable immediately on demand
without any days of grace.

Cheque can be crossed.

Statutory protection is given to the drawee
banker. (Sec. 128)

A cheque can be self -drawn or bearer cheque.

Criminal Liability may be imposed on drawee
for the dishonour of cheques in certain
circumstances.

Stamp is not necessary.

Limitation: 6 months
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Distinction between Bill of Exchange and Cheque

1.
2.

It is defined in Sec. 5 of NI Act, 1881.

There are three parties:

(© Drawer.

(© Drawee.

© Payee.

Bills of exchange are not crossed.
Generally three days of grace are given for
the payment in case of a bill of exchange.

However, this convenience is not allowed in
case of bill of exchange payable on demand.

Anybody including banker may be a drawee in
case of bill of exchange.

It must be accepted before the acceptor can be
made liable upon it.

Where a Bill of Exchange is not paid and not
honoured, a notice of dishonour should be sent
to the drawer to charge him.

Statutory protection is not available.

Civil Liability in case of dishonour of bill of
exchange.

4.1.5 Parties to the Instruments

It is defined in Sec. 6 of the NI Act, 1881.

There are three parties:
(© Drawer.

© Drawee.

© Payee.

Cheques may be crossed.

Immediate payment is required in case of cheque.
No grace days are allowed.

The drawee is always a baker.

It requires immediate payment. It does not require
acceptance of the maker. Thus the question of
acceptance does not arise in case of cheque.

Where a cheque is dishonoured, Notice of
Dishonour is not strictly necessary. The banker
can return the cheque with the memo “Refer to
Drawer” which is a sufficient notice.

Sec. 85 of the N.I Act, 1881 affords protection
to bankers.

Criminal liability in case of dishonour of a
cheque/bouncing of a cheque and is liable to be
prosecuted under Sec. 138 of the N.I. Act, 1881.

The transaction of the instrument requires at least two persons. One is the drawer and other is the drawee. The
drawer of the instrument is the person who makes a bill of exchange or a cheque and the person thereby directed
to pay is called the drawee. In ‘Shivanth vs. Bishambar’- AIR 1935 Lah. 153 it was held that the definition of
drawer is not exhaustive; the maker of the promissory note can also be called a drawer.

Drawer in case of need — When in the bill or in any endorsement thereof the name of any person is given in
addition to the drawee to be resorted to in case of need, such a person is called a ‘drawee in case of need’.

Acceptor — After the drawee of a bill has signed his assent upon the bill, or, if there are more parts thereof than
one, upon one such parts, and delivered the same, or given notice of such signing to the holder or to some person
on his behalf, he is called the acceptor.

Acceptor for honor — When a bill of exchange has been noted or protested for non-acceptance or for better
security and any person accepts it supra protest for honor of the drawer or any one of the endorsers, such person
is called an ‘acceptor for honor’.
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Payee — The person named in the instrument, to whom or to whose order the money is by the instrument
directed to be paid, is called the ‘payee’.

Holder — Section 8 defines the term ‘holder’. The holder of a promissory note or a bill of exchange or cheque
is any person entitled in his own name to the possession thereof and to receive or recover the amount due thereon
from the parties thereto. Where the note, bill or cheque is lost or destroyed, its holder is the person so entitled at
the time of such loss or destruction.

In Anjaniaih vs. Nagappa, AIR 1967 AP 61 it was held that the term ‘holder’ as defined in Section § of the Act
would not include a person, who, though in possession of the instrument, had no right to recover the amount due
from the parties thereto, such as the finder of a lost instrument payable to bearer or a thief in possession of such
an instrument, or even the payee himself, is he is prohibited by an order of court from receiving the amount due
on the instrument. Where a plaintiff sued not as a holder in possession of the promissory note but claimed to
recover the debt, on the basis of a succession certificate, he would be the only person entitled to recover the debt.

Holder in due course — Section 9 defines the term ‘holder in due course. It means any person who for
consideration became the possessor of a promissory note, bill of exchange or cheque if payable to bearer, or
the payee or the endorsee thereof, if payable to order, before the amount mentioned in it became payable, and
without having sufficient cause to believe that any defect existed in the title of the person from whom he derived
his title.

In Braja Kishore Dikshit vs. Purna Chandra Panda, AIR 1957 Ori. 153 the High Court held that the holder in
due course under Section 9 has to satisfy the following three conditions-

() An endorsee becomes a holder in due course for consideration;
(& He can become an endorsee before the amount mentioned in the promissory note became payable; and

(& He should have no sufficient cause to believe that any defect existed in the title of the person from whom
he was to derive his title.

As regard to the second condition the promissory note becomes payable either on demand or at maturity.

Difference between holder and holder in due course

1. Holder is entitled in his own name to possess Holder in due course possesses the instrument
the instrument and the amount thereon from for consideration before maturity and in good
parties involved. faith.

2. Title of the holder is subject to title of the Holder in due course gets a better title than

transferor. transferor.

3. Holder may receive the instrument without  Holder in due course always receives the
consideration. instrument for consideration.

4. Holder does not get certain privileges available  Holder in due course always gets privileges not
to the holder in due course. available to holder.

Payment in due course — Section 10 defines this expression as payment in accordance with the apparent tenor
of the instrument in good faith and without negligence to any person in possession thereof under circumstances
which do not afford a reasonable ground for believing that he is not entitled to receive payment of the amount
therein mentioned.

The Institute of Cost Accountants of India




Negotiable Instruments Act, 1881

This basically means that the format of the cheque has to be in the format issued by the drawee, and needs to
be made and claimed in good faith to and by the intended holder of the instrument.

Example:

Where a bank makes payment in accordance with the apparent tenor of the instrument in good faith and
without negligence under circumstances which do not afford a reasonable ground for believing that he is not
entitled to receive payment, payment is said to be done in due course. Therefore, it is said “A banker’s duty in
paying a cheque is discharged by payment in due course”.

Instruments
There are various types of instruments mentioned in this Act as follows:

(© TInland instrument — a promissory note, bill of exchange or cheque drawn or made in India and made
payable in, or drawn upon any person resident in, India shall be deemed to be an inland instrument.

(©  Foreign instrument — a promissory note, bill of exchange or cheque not drawn, made or made payable,
in India, shall be deemed to be a foreign instrument.

(& Ambiguous instrument — where an instrument may be construed either as a promissory note or bill of
exchange, the holder may at his election, treat it as either and the instrument shall be thenceforward treated
accordingly.

© Instruments payable on demand — A promissory note or bill of exchange, in which no time for payment
is specified, and a cheque, are payable on demand.

) TInchoate stamped instruments — Where one person signs and delivers to another a paper stamped in
accordance with the law relating to negotiable instruments for the time being in force in India and either
wholly blank or having written thereon an incomplete negotiable instrument, he thereby gives prima facie
authority to the holder thereof to make or complete, as the case may be, upon it a negotiable instrument, for
any amount specified therein and not exceeding the amount covered by the stamp. The person so signing
shall be liable upon such instrument, in the capacity in which he signed the same, to any holder in due
course for such amount provided that no person other than a holder in due course shall recover from the
person delivering the instrument anything in excess of the mount intended by him to be paid there under.

4.1.6 Maturity [Section 22-25]

Section 22 provides the date of the maturity of the instruments. The maturity of a promissory note or bill of
exchange is the date at which falls due. If the promissory note or bill of exchange does not express to be payable
on demand, at sight or on presentment, the maturity for such cases is the third day on which it is expressed to be
payable.

Example: X writes a post-dated cheque in favour of Y. Y cannot claim money by presenting the cheque to the
banker before the date falls due.

In Hemadri vs. Seshamma, 1930 M.W.N. 1232 it was held that the term used in this section cannot apply to a
promissory note payable on demand.

Calculation of maturity date

Section 23 provides for calculating maturity of bill or note payable so many months after date or sight. In
calculating the date at which a promissory note or bill of exchange, made payable a stated number of months
after date or after sight, or after a certain event, is at maturity-
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() the period stated shall be held to terminate on the day of the month which corresponds with the day on
which the instrument is dated; or

© presented for acceptance or sight; or
© noted for non-acceptance; or

© or protested for non-acceptance; or
© the event happens; or

(& where the instrument is a bill of exchange made payable a stated number of months after sight and has been
accepted for honor with the day on which it was so accepted.

If the month in which the period would terminate has no corresponding day, the period shall held to terminate
on the last day of such month.
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ection 123 provides that where a cheque bears across its face an addition of the words ‘and company’
or any abbreviation thereof, between two parallel transverse lines, or of two parallel transverse lines
simply, either with or without the words ‘not negotiable’ that addition shall be deemed a crossing, and
the cheque shall be deemed to be crossed generally.

Section 124 provides that where a cheque bears across its face an addition of the name of a banker, either with
or without the words ‘not negotiable’ that addition shall be deemed a crossing, and the cheque shall be deemed
to be crossed specially, and to be crossed to that banker.

Section 125 provides that where a cheque is not crossed, the holder may cross it generally or specially.

)

© Where a cheque is crossed generally, the holder may cross it specially;

© Where a cheque is crossed generally or specially, the holder may add the word ‘not negotiable’

D

o)

© Where a cheque is crossed specially, the banker to whom it is crossed may again cross it specially to

another banker, his agent, for collection.

Example: Ramesh writes a crossed cheque in favour of Mahesh. The cheque was additionally crossed specially
to Punjab National Bank. Therefore, Mahesh can only collect the money through his bank, and not over the
counter as cash from Ramesh’s banker. Moreover, Mahesh can only collect the same through Punjab National
Bank where he must hold an account, since no other bank would be able to collect the money on that cheque.

4.2.1 Payment of Cheque
The payment may be made in respect of the following cases-
® payment of cheque crossed generally;

© payment of cheque crossed specially;

(© payment of cheque crossed specially more than once;

© payment in due course of crossed cheque;

(& payment of crossed cheque out of due course.

Section 126 provides that where a cheque is crossed generally, the banker, on whom it is drawn, shall not pay
it otherwise than to a banker. Section 127 provides that where a cheque is crossed specially to more than one
banker, except when crossed to an agent for the purpose of collect, the banker on whom it is drawn shall refuse
payment thereof. Section 128 provides that where the banker on whom a cross cheque is drawn has paid the same
in due course, the banker paying the cheque, and (in such case cheque has come to the hands of the payee) the
drawer thereof, shall respectively entitled to the same rights and be placed in the same position in all respects, as
they would respectively be entitled to and placed in it if the amount of the cheque had been paid to and received
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by the true owner thereof.

Section 129 provides that any banker paying a cheque crossed generally otherwise than to a banker, or a
cheque crossed specially otherwise than to the banker to whom the same is crossed, or his agent for collection,
being a banker, shall be liable to the true owner of the cheque for any loss he may sustain owing to the cheque
having been so paid.

Cheque bearing ‘not negotiable’

Section 130 provides that a person taking a cheque crossed generally or specially, bearing in either case the
words ‘not negotiable’, shall not have, and shall not be capable of giving, a better title to the cheque than which
the person from whom he took it had.

Example: X is the drawer of a cheque which was drawn in favour of Y. Moreover, X wrote the cheque as
non-negotiable. Y will now not be able to endorse the cheque any further, and will have to claim the money on
the cheque himself.

Non liability of banker

Section 131 provides that a banker who has in good faith and without negligence received payment for a
customer of a cheque crossed generally or specially to himself shall not, in case the title of the cheque proves
defective, incur any liability to the true owner of the cheque by reason only of having received such payment.

Abankerreceives payment of a crossed cheque for a customer within the meaning of this section notwithstanding
that he credits his customer’s account with the amount of the cheque before receiving payment thereof.

It shall be the duty of the banker who receives payment based on an electronic image of a truncated cheque
held with him, to verify the prima facie genuineness of the cheque to be truncated and any fraud, forgery or
tampering apparent on the face of the instrument that can be verified with due diligence and ordinary case.

4.2.2 Endorsement

Endorsement means signatures of the person which are generally made at the back of the instrument, for the
purpose of transfer of rights to another person.

Section 15 of the Act provides that when the maker or holder of a negotiable instrument signs the same,
otherwise than as such maker, for the purpose of negation on the back or face thereof or on a slip of paper
annexed thereto, or so signs for the same purpose a stamped paper intended to be completed as negotiable
instrument he is said to indorse the same and is called the ‘indorser’.

Therefore, endorsement (indorsement) means writing of a person’s name (other than maker) on the face or
back of an instrument or on a slip of paper attached thereto for the purpose of negotiation. The person signing the
instrument is known as endorser and the person in whose favour it is endorsed is known as endorsee.

Essentials of a valid endorsement
1) It must be on the instrument itself or on a separate slip of paper (called allonge) attached thereto.
i1) For the purpose of negotiation, it must be signed by the endorser.

iii) The instrument may contain in addition to the signature of the endorser, the name of the endorsee also. No
particular form of words is necessary for endorsement.

iv) Endorsement is complete when the instrument is delivered to the endorsee with the intention of passing
the property in it to the endorsee. Delivery is to be made by the endorser himself or someone on behalf
of him.
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Who may endorse a bill?

The first endorsement of an instrument can be made by the payee only, however, subsequent endorsement can
be made by any person who becomes the holder of the instrument. As per section 15 endorsement cannot be
made by the maker or holder of an instrument as maker. Thus, if a bill is drawn payable to the drawer’s order
the first signature of the drawer as a drawer is not an endorsement, but if he signs the bills second time for the
purpose of negotiating it, the second signature would be an endorsement.

It may note that as per section 51 every sole maker, drawer, payee or indorsee or all of several joint makers,
drawers, payees or indorsees of a negotiable instrument may endorse and negotiate it.

Types of endorsement:

The endorsement of a negotiable instrument can be:
i) Blank

ii) Full

iii) restrictive endorsement or,

iv) conditional endorsement

As per Section 16 (1), if the endorser signs his name only, the endorsement is said to be “in blank”, and if
he adds a direction to pay the amount mentioned in the instrument to, or to the order of, a specified person, the
endorsement is said to be “in full”, and the person so specified is called the “endorsee” of the instrument. Section
49 of the Act provides the mechanism of conversion of a blank endorsement into a full endorsement. As per
section 49 the holder of a negotiable instrument indorsed in blank may, without signing his own name, by writing
above the endorser’s signature a direction to pay to any other person as endorsee, convert the endorsement in full;
and the holder does not thereby incur the responsibility of an endorser.

Example 1:

X is a holder of a bill which has been endorsed in blank by Y and delivered to him. If X writes over the
signature of Y “Pay to Z or order”, X is not liable as a endorser but this operate as full endorsement by Y to Z.

As per section 55 if a negotiable instrument, after having been indorsed in blank, is indorsed in full, the amount
of it cannot be claimed from the endorser in full, except by the person to whom it has been indorsed in full, or
by one who derives title through such person. As per section 54, subject to the provisions hereinafter (section
55) contained crossed cheques, a negotiable instrument indorsed in blank is payable to the bearer thereof even
although originally payable to order.

Example 2:

If A is a payee and holder of a negotiable instrument. He endorses it in blank and delivers it to B who in turn
endorse in full” Pay to C or order”. C transfers it to D without any formal endorsement. In the instant D as the
bearer of the instrument is entitled to payment or to sue drawer, acceptor or A who endorsed the bill in blank but
he cannot hold B or C liable. However, C can sue B as he received the bill in full endorsement from B. But if
C makes a proper endorsement in favor of D and then delivers to him, D can claim payment from all the prior
parties including A and B in addition to C.

As per Section 50 endorsement of a negotiable instrument followed by delivery thereof has the effect of
transferring the property in the instrument to the endorsee with a further right to negotiate the Instrument. But the
endorser may by express words restrict or exclude such rights in which it will be called a restrictive endorsement.
As per section 50 the of a negotiable instrument followed by delivery transfers to the endorsee the property
therein with the right of further negotiation; but the endorsement may be express words, restrict or exclude such
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right, or may merely constitute the endorsee an agent to indorse the instrument, or to receive its contents for the
endorser, or for some other specified person.

The effect of restrictive endorsement is that the endorsee gets the right to full payment of the bill when due
for payment and has right to sue any party to the bill but he has no right to transfer this right to any other person
unless he expressly authorized to do so. The negotiability of the instrument comes to an end and the last endorsee
is the person to sue upon. However, when the restrictive endorsement transfer the right of further endorsement
or transfer all the subsequent endorsee get the bill with same right and liabilities as the fires endorsee after the
first restrictive endorsement.

As per section 40 if the holder of a negotiable instrument without consent of the endorsee, destroys or impairs
the endorser’s remedy against a prior party, the endorser is discharged from liability as if the instrument had
been paid at maturity.

Quite possible the holder of a negotiable instrument lost the instrument before its date of maturity. In such
cases as per section 45 A of the act the holder has right to claim a duplicate copy of the lost bill subject to giving
security to the drawer, if required, to indemnify him against all persons whatever in case the bill alleged to have
been lost shall be found again. If the drawer on request as aforesaid refuses to give such duplicate bill, he may
be compelled to do so as he has no option to give a duplicate copy of the said instrument.

As per section 52 of the Act, the endorser of a negotiable instrument may, by express words in the endorsement,
exclude his own liability thereon, or make such liability or the right of the endorsee to receive the amount due
thereon depend upon the happening of a specified event, although such event may never happen. This is called
conditional endorsement.

Where an endorser so excludes his liability and afterwards becomes the holder of the instrument all intermediate
endorsers are liable to him.

Example 3: if the endorser of a negotiable instrument signs his name adding the words “without recourse”
upon this endorsement he incurs no liability.

Example 4: X is both holder as well payee of a negotiable instrument. Excluding personal liability by an
endorsement “without recourse” he transfers the Instrument to B and B further endorses it to C who endorse it to
A. A is not only reinstated in his former rights, but has the rights of an endorsee against B and C.

As clear from the above examples we can say that an endorser can exclude or limit his liability in the following
ways:

a) By excluding his liability by making a Sans recourse endorsement. This can be done by adding the words’
Sans recourse (Without recourse) to the endorsement. For example, the endorsement can be in the form”
Pay A or order without recourse to me” or “pay A or order sans recourse’ or ‘Pay A or order at his own risk’.
In the instant case if the instrument is dishonoured, the subsequent holder or the endorsee cannot look to
the endorser for the payment of the same. Where an endorser excludes or limits his liability in this manner
and afterwards becomes the holder of the same instrument, all intermediate endorsers continue to be liable
to him.

b) Sans Frais endorsement: It may be understood that where the endorser does not want that the endorsee or
any other holder to incur any expense on his account, it is called a “sans frais endorsement”. In a “Sans
Frais’ endorsement the endorsee or any other holder does not want to incur any expense on his account This
is called without expense endorsement also.

¢) By making his liability contingent upon an uncertain event which may never happen as when the uncertain
future event is not possible his liability is extinguished. But the endorsee can sue the prior parties before
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happening of the event.

Example: The holder of a bill may endorse it “pay A or order on the arrival of the ship ‘Vikrant” at Surat
or pay A or order on his marriage with B. In all these cases, the liability of the holder as an endorser would
arise upon the happening of the event specified.

d) By making right of endorse to receive payment on event which may never happen. In this case endorsee
cannot sue prior parties before the happening of the specified event.

e) Partial endorsement: In order to be called a proper and valid endorsement the whole amount of the bill has
to be endorsed. A part of the amount of an instrument cannot be endorsed. However, where a part of the
amount has been paid or received by the holder, in such endorsement of the remaining unpaid amount can
be made.

Example: An instrument is 0of 35,000 however, if any party to the instrument endorsee it for I4,000 in favor
of any party such endorsement will not be valid. However, where 31,000 has been received against that
instrument and the fact is recorded in the instrument then the endorsement of balance 34,000 is perfectly
valid.

f) Facultative endorsement- In case of such an endorsement the endorser abandoned some rights or increases
his liability as endorser e.g. “Pay A or order, notice of dishonour waived”.

4.2.3 Material Alteration

Any material alteration of a negotiable instrument renders the same void as against anyone who is a party
thereto at the time of making such alteration and does not consent thereto, unless it was made in order to carry
out the common intention of the original parties:

Alteration by endorsee: And any such alteration, if made by an endorsee, discharges his endorser from all
liability to him in respect of the consideration thereof.

It may be noted that to get benefit of this section the alteration must be intentional and not purely accidental.
Secondly the alteration must be material. In Lokaram Sethiya vs. Ivon E John (1977) SC defined the term
material alteration as follows:

“A material alteration is one which varies the rights, liabilities or legal position of the parties as ascertained
by the deeds in its original state or otherwise varies the legal effets of the instruments as originally expressed or
which may otherwise prejudice the party bound by the deed as originally executed. Some of the alterations which
have been held to be material in various cases are as under:

1. Alteration of an order cheque to a bearer cheque except by or with the consent of the drawer.
Alteration by tearing material part of the instrument.

Alteration by erasing account paying crossing (J ladies Beauty vs. State Bank of India, AIR 1984 Guj 33)

e

Alteration by affixing stamps without the promisor’s knowledge to a note. (Thommer v Union Khan, 1967
Ker LJ 80 N Gowda v B Gowda 1968 1 Myrs LJ 591)

Alteration of the date of payment [(A Subha Reddy v Neelapa Reddy Rammana Reddy AIR 1966 AP 267]
Alteration of the time of payment. (Long v Moore, 1790 3 Esp 155)

Alteration of the place of payment (Tidamarsh v Grover 1813 23 LJ QB 261)

Alteration of the sum payable (Scholfield v Earl of Londesborough 1896 AC 514)

Alteration by adding new party to the instrument (Garner v Walsh 1855 5 ESB §83)

0 ® N
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10. Alteration by tearing a material part of the instrument.
11. Alteration of the rate of interest (Seeth Tulsidas Lalchand v Rajagopal 1967 2 MLJ 66)

From the above cases of alteration which have been treated material alteration we can say that any alteration
which changes the legal character of the instrument or alters the liabilities of the parties, whether change is
prejudicial or beneficial is a material alteration.

Though we have discussed that material alteration discharges the parties to an instrument. But still there are
some alterations which do not vitiate the instrument. These are as under:

1. Alteration before the completion of the instrument.

Crossing of an open cheque or conversion of general crossing into a special crossing.
Making qualified acceptance.

Completion of inchoate instrument.

Making a blank endorsement into full endorsement.

Conversion of a bearer cheque into an order cheque.

Alteration with the consent of the party liable on the instrument.

Alteration made for the purpose of correcting mistake.

e T AU R o

Making a blank instrument into a full endorsement

Example: X writes a cheque in favour of Y. Y lost the cheque and Z found the same. Z tried to claim the money
by taking it to X’s banker. However he changed the name of the payee on the cheque and replaced it with his
name. The banker cannot make the payment anymore as the cheque has been materially altered.

Payment of instrument on which alteration is not apparent

So far we have discussed that material alteration on a instrument discharge the parties to it. Still there may be
some alteration in an instrument which may not be apparent at the time of payment. As per section 89:

1) Where a promissory note, bill of exchange or cheque has been materially altered but does not appear to
have been so altered, or where a cheque is presented for payment which does not at the time of presentation
appear to be crossed or to have had a crossing which has been obliterated, payment thereof by a person or
banker liable to pay an paying the same according to the apparent tenor thereof at the time of payment and
otherwise in due course, shall discharge such person or banker liable to pay and paying the same according
to the apparent tenor thereof at the time of payment and otherwise in due course, shall discharge such a
person or banker from all liability thereon, and such payment shall not be questioned by reasons of the
instrument having been altered, or the cheque crossed.

2) Where the cheque is an electronic image of a truncated cheque, any difference in apparent tenor of such
electronic image and the truncated cheque shall be a material alteration and it shall be the duty of the bank
or the clearing house, as the case may be, to ensure the exactness of the apparent tenor of electronic image
of the truncated cheque while truncating and transmitting the image.

3) Any bank or a clearing house which receives a transmitted electronic image of a truncated cheque, shall
verify from the party who transmitted the image to it, that the image so transmitted to it and received by it,
is exactly the same.

If a bill of exchange which has been negotiated is, at or after maturity, held by the acceptor in his own right,
all rights of action thereon are extinguished. (Section 90)
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4.3.1 Acceptance
Only certain types of bills require acceptance. Essentials of a valid acceptance are:

(&) Must be written on the face of the bill,

(e)
2/

The bill must be signed by drawee or his authorized agent.

(© The accepted bill is required to be delivered to the holder of the instrument.

Meaning of acceptance

A bill is said to be accepted when the drawee (i.e., the person on whom the bill is drawn), after putting his
signature on it, either delivers it or gives notice of such acceptance to the holder of the bill or to some person on
his behalf.

Acceptor

After the drawee has accepted the bill, he is known as the acceptor. It is only the bill of exchange (other than
cheque) which requires acceptance. However, acceptance is not necessary to make a valid bill. If a bill is not
accepted, it does not become invalid. It only becomes dishonoured by non-acceptance.

Presentation for acceptance may be excused in the following circumstances
a) Where the drawee is dead or insolvent.
b) Where the drawee is a fictitious person or one incapable of contracting.
¢) When the drawee can cannot be found with reasonable efforts.
d) When acceptance has been refused on some other grounds.
Acceptance in Case of Bills in Sets

Where a bill is drawn in sets, the acceptance is required to be put on one part only. Where the drawee signs his
acceptance on two or more parts, he may become liable on each of them respectively.

When presentation for acceptance is necessary
a) Where the bill is payable at a given time after acceptance or after sight.
b) Where the bill expressly stipulates that it shall be presented for acceptance before presented for payment.
¢) Where the bill is made payable at a place other than the place of residence or business of the drawee.

In no other case is presentation for acceptance necessary in order to render liable any party to the bill.
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Example: X instructed Y to pay to Z a sum of ¥100. Y accepted to pay the same to Z. Therefore, Y is the
acceptor of the bill. However, if Z claims the money after X’s death, Y having the knowledge of X’s death now
will not be able to accept the bill anymore.

Types of Acceptance
Acceptance may be either general or qualified.

General Acceptance: An acceptance is said to be general when the drawee accepts the bill without qualification
to the order of the drawer. If the acceptance is not absolute, the holder may treat the bill as dishonoured by non-
acceptance

Qualified Acceptance: An acceptance is said to be qualified when the drawee accepts the bill subject
to qualification. It may be noted that an acceptance will not be treated as a qualified acceptance unless the
qualification is expressed on the bill in the clearest language. The qualification may relate to an event, amount,
place, time, etc.

Circumstances indicating Qualified Acceptance
According to Section 86, an acceptance is qualified under the following circumstances:
a) Where it undertakes the payment on the happening of an event therein stated;
b) Where it undertakes the payment of part only of the sum ordered to be paid;
¢) Where it undertakes the payment at a specified place of his choice and not otherwise or elsewhere;
d) Where it undertakes the payment at a time other than that at which under the order it would be legally due.
e) Where it is not signed by all drawees who are not partners.
Effect of Qualified Acceptance

a) The holder, may, treat the bill as dishonoured due to non-acceptance and after giving due notice of
dishonour, sue the drawer and prior endorsers.

b) Ifhe accepts a qualified acceptance all prior parties whose consent is not obtained are discharged as against
the holder and those deriving title from him.

Examples of Qualified Acceptance
a) Accepted payable when in funds.
b) Accepted payable on giving up bill of lading.
c) Accepted payable when a cargo consigned to me is sold.
d) Abill drawn for ¥ 1,000 accepted for T900 only.
e) Accepted payable at Delhi only where no place of payment is specified in the order.
f) Accepted payable at Delhi only where the place of payment specified in the order was Bombay.
g) Accepted payable 4 months after date where the bill drawn as payable 3 months after date.
h) Accepted by A, B and C where drawees were A. B. C and D who not partners.
i) Accepted payable on receiving income tax refund

j) Abill drawn for X 1,000 but accepted to the extent considered reasonable and just by a common friend of
both.
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4.3.2 Negotiation

Section 14 defines the term ‘negotiation’. When a promissory note, bill of exchange or cheque is transferred to
any person, so as to constitute that person the holder thereof, the instrument is said to be negotiated.

Delivery

Section 46 provides that the making, acceptance or indorsement of a promissory note, bill of exchange or
cheque is completed by delivery. The delivery is of two types — one is actual delivery and the other is constructive
delivery.

As between parties standing in immediate relation, delivery to be effectual must be made by the party making,
accepting or indorsing the instrument, or by a person authorized by him in that behalf.

As between such parties and any holder of instrument other than a holder in due course, it may be shown that
the instrument was delivered conditionally or for a special purpose only, and not for the purpose of transferring
absolutely the property therein.

A promissory note, bill of exchange or cheque payable to bearer is negotiable by the delivery thercof. A
promissory note, bill of exchange or cheque payable to order is negotiable by the holder by indorsement and
delivery thereof.

In Bhagwati Prasad vs. Pahil Sundari, AIR 1969 Pat 215 it was held where property in a promissory note is
transferred by partition, the transferee is entitled to maintain his suit on it; his rights cannot be defeated on the
ground of non-endorsement.

In Vaddadi Venkitasami vs. Md. Begum, AIR 1956 AP 9 it was held that in addition to the mode of transfer of
a promissory note indicated in Section 46 here are two other modes of its transfer-

(& By operation of law; and
(& Transfer as a chose-in-action contemplated by Section 130 of the Transfer of Property Act.

The only difference between the two modes is that while transfer by negotiation clothes the transferee with
certain rights, assignment as a chose-in-action under Section 130 limits such rights, as the transferor had in the
document i.e., the assignee takes only subject to equities in favor of the maker; an assignee of a promissory note
otherwise than by indorsement such as transfer by means of writing under Section 130 of the Transfer of Property
Act, can sue on the promissory note.

Negotiation is of two types: one is negotiation by delivery and the other is negotiation by indorsement.
Negotiation by delivery

Section 47 provides that subject to the provisions of Section 58 a promissory note, bill of exchange or cheque
payable to bearer is negotiable by delivery thereof. There is an exception to this. A promissory note, bill of
exchange or cheque delivered on condition that it is not to take effect except in certain event is not negotiable
(except in the hands of a holder for value without notice to the condition) unless such event happens.

Examples:

1. A, the holder of a negotiable instrument payable to bearer, delivers it to B’s agent to keep for B. The
instrument has been negotiated.

2. A, the holder of a negotiable instrument payable to bearer, which is in the hands of A’s banker, who is at the
time, the bank of B, directs the banker to transfer the instrument to B’s credit in the banker’s account with
B. The banker does so, and accordingly now possess the instrument as B’s agent. The instrument has been
negotiated, and B has become the holder of it.

The Institute of Cost Accountants of India




Business Laws and Ethics

Negotiation by endorsement

Section 48 provides that subject to the provisions of Section 58, a promissory note, a bill of exchange or
cheque payable to order is negotiable by the holder by endorsement and delivery thereof.

In Chaitram vs. Mohanlal, AIR 1957 Nag. 65 it was held that where a promissory note payable to a particular
person does not contain any words prohibiting transfers or indicating that it was not transferable, it would be a
negotiable instrument payable to order; it would be negotiable by the holder by endorsement and delivery with
the necessary intention to constitute the person in whose favor the endorsement is made as the holder thereof;
there must be intention of the endorser to constitute the endorsee as a holder of the pro-note accompanied by
delivery; unless this is proved negotiation is not complete.

Conversion of endorsement in blank into endorsement in full

Section 49 provides that the holder of a negotiable instrument indorsed in blank may, without signing his own
name, by writing above the indorser’s signature a director to pay to any other person as endorsee, convert the
endorsement in blank into an endorsement in full and the holder does not there by incur the responsibility of an
endorse.

Effect of endorsement

Section 50 provides that the endorsement of a negotiable instrument followed by delivery transfer to the
endorsee the property therein with the right of further negotiation, but the endorsement may, by express words,
restrict or exclude such right, or may merely constitute the endorsee an agent to endorse the instrument, or to
receive its contents for the endorser, or for some other specified person.

Example:

B signs the following indorsements on different negotiable instruments payable to bearer-
a) ‘Pay the contents to C only’

b) ‘Pay C for my use’

c) ‘Pay C for order for the account of B’

d) ‘The within must be credited to C.

These indorsements exclude the right of further negotiation by C

e) ‘Pay C’

f) ‘Pay C value in account with the Oriental bank’

g) ‘Pay the contents to C, being part of the consideration in a certain deed of assignment executed by C to the
indorser and others’

These indorsements do not exclude the right of further negotiation by C.

In Wasudev vs. National Savings Bank, IR 1953 Bom. 209 it was held that Section 50 deals with what are
known as restrictive endorsements which in express words restrict or exclude the rights of endorsees; it does
not apply to cases where the endorsee wishes to satisfy the Court by oral evidence that he was endorsee for a
particular purpose only.

Who may negotiate?

Section 51 provides that every sole maker, drawer, payee or indorsee, or all of several joint makers, drawers,
payees or indorsees, of a negotiable instrument may, if the negotiability of such instrument has not been restricted
or excluded as mentioned in Section 50, indorse and negotiate the same.
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Nothing in this section enables a maker or drawer to indorse or negotiate an instrument, unless he is in lawful
possession or is holder thereof; or enables a payee or indorsee to indorse or negotiate an instrument unless he is
holder thereof.

Example: A bill is drawn payable to A or order. A indorses it to B, the indorsement not containing the words
‘or order’ or any equivalent words. B may negotiate the instrument.

Indorser who excludes his own liability

Section 52 provides that the indorser of a negotiable instrument may, by express words in the indorsement,
exclude his own liability thereon, or make such liability or the right of the indorsee to receive the amount due
thereon depend upon the happening of a specified event, although such event may never happen. Where an
indorser so excludes his liability and after becomes the holder of the instrument, all intermediate indorsers are
liable to him.

Holder deriving title from holder in due course

Section 53 provides that a holder of a negotiable instrument who derives title from a holder in due course has
the rights thereon of that holder in due course.

Instrument indorsed in blank

Section 54 provides that subject to the provisions contained as to crossed cheques, a negotiable instrument
indorsed in blank is payable to the bearer thereof even although originally payable to order.

Claim on the conversion of indorsement of blank into indorsement in full

Section 55 provides that if a negotiable instrument, after having been indorsed in blank, is indorsed in full, the
amount of it cannot be claimed from the indorser in full, except by the person to whom it has been indorsed in
full, or by one who derives the title through such person.

Indorsement for part of sum due

Section 56 provides that no writing on a negotiable instrument is valid for the purpose of negotiation if such
writing purports to transfer only a part of the amount appearing to be due on the instrument where such amount
has been partly paid, a note to that effect may be indorsed on the instrument, which may then be negotiated for
the balance.

Instrument obtained by unlawful means

Section 57 provides that when a negotiable instrument has been lost, or has been obtained from any maker,
acceptor or holder by means of an offence or fraud or for an unlawful consideration, no possessor or indorsee
who claims through the person who found or so obtained the instrument is entitled to receive the amount due
thereon from such maker, acceptor or holder, or from any party prior to such holder, unless such possessor or
indorsee is, or some person through whom he claims was, a holder thereof in due course.

Instrument acquired after dishonour

Section 59 provides that the holder of a negotiable instrument, who has acquired it after dishonour, whether by
non-acceptance or nonpayment, with notice thereof, or after maturity, has only, as against the other parties, the
rights thereon of his transferor.

Accommodation bill

Any person, who in good faith and for consideration becomes the holder, after maturity, of a promissory note or
a bill of exchange made, drawn or accepted without consideration, for the purpose of enabling some party thereto
to raise money thereon, may recover the amount or bill from any party.
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Example: The acceptor of a bill of exchange, when he accepted it, deposited with the drawer certain goods as
a collateral security for the payment of the bill, with power to the drawer to sell the goods and apply the proceeds
in discharge of the bill but if it were not paid at maturity. The bill not having been paid at maturity the drawer
sold the goods and retained the proceeds but indorsed the bill to A. A’s title is subject to the same objection as
the drawer’s bill.

Instrument negotiable till payment

Section 60 provides that a negotiable instrument may be negotiated, (except by the maker, drawee or acceptor
after maturity) until payment or satisfaction by the maker, drawee or acceptor at or after maturity, but not after
such payment or satisfaction.

Presentment
Chapter V of the Act provides the procedure of presentment of negotiable instruments.
(© Section 61 — Presentment for acceptance;
(0 Section 62 — Presentment of promissory note at sight;
(& Section 63 — Drawee’s time for deliberation;
© Section 64 — Presentment for payment;
(& Section 65 — Hours for presentment;

(& Section 66 — Presentment for payment of instrument payable after the date or sight;

®

Section 67 — Present for payment of instrument payable by installments;

(© Section 68 — Presentment for payment of instrument payable at specified place and not elsewhere;
(& Section 69 — Instrument payable at specified place;

() Section 70 — Presentment where no exclusive place specified,;

() Section 71 — Presentment when maker, etc., has no known place of business or residence;

(& Section 72 — Presentment of cheque to charge drawer;

(& Section 73 — Presentment of cheque to charge any other person;

(© Section 74 — Presentment of instrument payable on demand;

®

Section 75 — Presentment by or to agent, representative or deceased or assignee of insolvent;

In Jagjivan Mavji vs. Ranchoddas, AIR 1954 SC 553 it was held by the Supreme Court that a bill payable
after sight has two distinct stages; firstly, when it is presented for acceptance and later when it is presented for
payment. Section 61 deals with the former and Section 64 deals with the later. Presentment for acceptance must
always and in every case precede presentment for payment. But when the bill is payable on demand, both stages
synchronize; there would be only one presentment, both for acceptance and for payment. When the bill is paid,
it involves acceptance; but when not paid, it is really dishonoured for non-acceptance. But whether the bill is
payable after sight, or at sight or on demand, acceptance by the drawee is necessary before he can fixed with
liability on it. It is acceptance that establishes privity on the instrument between the payee and the drawee.

In Banaras Bank Limited vs. Normusji Pestonji, AIR 1930 All. 648 it was held that Section 64 should be given
its plain meaning; the exception to it must be read as more or less an independent rule of law; non presentment
of hundis for payment does not exempt the acceptor from his liability; it exempts only other parties to the hundis.

In Nanumal vs. Shibba Mal, AIR 1939 Lah. 18 it was held that where the place of payment is not indicated
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by the maker in the instrument, the note or bill has to be presented at the place of business, if any, or at the usual
residence of the maker, drawee or acceptor.

In Jayaram vs. Sivaram, AIR 1963 Mad 294 it was held that the term specified place in Section 69 must have
been intended to refer to a place indicated with sufficient precision to enable the person, who wants to charge
the maker with liability, to resort to him readily, a promissory note which refers to a large city like Madras as the
place for presentment does not fall under Section 69 and does not require presentment.

In Gopikisan vs. Jethmal, AIR 1935 Nag.144 it was held that in the absence of any indication in the instrument
itself of the place of payment, presentment must be at the place of business of the acceptor or maker or the place
where he has his home or residence.

Presentment when not necessary

Section 76 provides that no presentment for payment is necessary in any one of the following cases-

p

(

) If the maker, drawee or acceptor intentionally prevents the presentment of the instrument; or

®

If the instrument is being payable at his place of business, he closes such place on a business day during the
usual business hours; or

(© If the instrument being payable at some other specified place, neither he nor any person authorized to pay
it attends at such place during the usual business hours; or

© If the instrument not being payable at any specified place, he cannot after due search be found;

(& As against any party sought to be charged therewith, if he has engaged to pay notwithstanding non
presentment;

(& As against any party if, after maturity, with knowledge that the instrument has not been presented he makes
a part payment on account of the amount due on the instrument or promises to pay the amount due thereon
in whole or in part or otherwise waives his right to take advantage of any default in presentment for the
payment

4.3.3 Payment and Interest

Chapter VI deals with the payment of interest. Section 78 provides that the payment should be made to the
holder or his accredited agent. Section 79 provides that interest is payable on the amount which has been paid
after the due date. The interest is payable from the date of due to the date of realization. Section 80 provides that
when no interest rate has been specified in the instrument then the interest shall be calculated at the rate of 18%
per annum from the date of due to the date of realization of the amount.

Section 80 provides that any person liable to pay and called upon by the holder to pay the amount due on a
negotiable instrument is before payment entitled to have it shown and is on payment entitled to have it delivered
up, to him, or if the instrument is lost or cannot be produced to be indemnified against any further claim thereon
against him.

4.3.4 Assignment of Negotiation Instruments

Assignment takes place where the holder of an instrument transfers it to another so as to confer a right on the
transferee to receive the payment of the instrument. All negotiable instruments are choosing in action and as
such are transferable by assignment without endorsement under sections 130-132 of the Transfer of property
act. Assignment of a negotiable instrument is effected by writing without endorsement. The main feature of
assignment is that the assignee obtains the right of the assignor. Therefore, if the assignor’s title is defective
assignee’s title will also be defective.
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Distinction between Negotiation and Assignment

Consideration is presumed until contrary is proved. Consideration must be proved

It transferee is a holder in due course he takes the Assignee’s title is always subject to defenses and
instrument free from any defects. equities between the original debtor and assignor.
Notice of transfer is not necessary. Notice of assignment must be given.

Negotiation is effected by delivery in case of Assignment is effected only by writing

instruments payable to bearer and by delivery and
endorsement in case of instrument payable to order.

Transferee can sue the third party in his own name. Assignee cannot do so.

There are a number of presumptions in favor of holder There are no such presumptions.
in due courses.

Discharge from liability

Chapter VII deals with the discharge from liability on negotiable instruments. Section 82 provides the methods
of discharge from liability-

© by cancellation.

() by release; and

(© by payment.

Section 83 provides that if the holder allows the drawee more than 48 hours, exclusive of public holidays,

to consider whether he will accept the same, all previous parties not consenting to such allowance and thereby
discharged them from liability to such holder.

Delay in presentation of cheque

Section 84 provides that where a cheque is not presented for payment within a reasonable time and the drawer
at the time when presentment ought to have been made, as between himself and the banker, to have the cheque
paid and suffers actual damage through the delay, he discharged to the extent of such damage, that is to say, to
the extent to which such drawer is a creditor of the banker to a larger amount that he would have been if such
cheque had been paid.

In ‘Abdul Majid vs. Ganesh Das Kalooram’ — AIR 1954 Ori. 124 it was held that a drawer of a cheque who
wants to take advantage of Section 84 must prove two facts-

(& He had sufficient money in deposit in the bank in his account to honor the cheque; and
(& He had suffered actual damage on account of non-presentment of the cheque within a reasonable time.
Cheque payable to order

Section 85 provides that where a cheque payable to order purports to be indorsed by or on behalf of the
payee, the drawee is discharge by the payment in due course. Where a cheque is originally expressed to be
payable to bearer, the drawee is discharged by payment in due course to the bearer thereof, notwithstanding
any indorsement whether in full or in blank appearing thereon, and notwithstanding that any such indorsement
purports to restrict or exclude further negotiation.
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Parties to notes, bills and cheques:

Chapter III of the Act deals with the parties to notes, bills and cheques.
Capacity

Section 26 provides that every person capable of contracting may bind himself and be bound by the making,
drawing, acceptance, indorsement, delivery and negotiation of a promissory note, bill of exchange or cheque. A
minor may draw, indorse, deliver and negotiate such instrument so as to bind all parties except himself.

Nothing herein contained shall be deemed to empower a corporation to make, indorse or accept such instruments
except in cases in which, under the law for the time being in force, they are so empowered.

In ‘Sulochana V. Pnaidyan Bank Limited’ - AIR 1975 Mad 70 (DB) it was held that when a minor being
along with one other executed a promissory note, held, though no liability could be enforced against the minor
executants, the other executants, also a party to the document, could not escape his liability.

In ‘Orilo Industries Limited v. Bombay Mercantile Bank Limited” — AIR 1961 SC 993 it was held that Section

26 does not purpose to make any provision of substantive or procedural law. The latter part of the section
merely brings out that a company cannot claim authority to issue a cheque under its first part. The law in regard to
the company’s power to issue negotiable instruments has to be found in the relevant provisions of the Companies
Act itself.

Agency:

Section 27 provides that every person capable of binding himself or being bound may so bind himself or be
bound by a duly authorized agent acting in his name. A general authority to transact business and to receive and
discharge debt does not confer upon an agent the power of accepting or indorsing bills of exchange so as to bind
his principal. An authority to draw bills of exchange does not itself import an authority to indorse.

In ‘M. Rajagopal vs.. K.S. Imam Ali” — AIR 1981 Ker 36 (DB) it was held that in case of conflict between
Sections 19 and 22 of the Partnership Act on the one hand and Sections 26, 27 and 28 of the Negotiable
Instruments Act on the other, the latter Act should prevail. A claim against a firm based on a written contract by
one partner in the course of business and with authority to act is binding on the firm. But when such claim is made
on a promissory note or bill of exchange, the Court has to be satisfied that the negotiable instrument disclosed
the liability of the firm clearly.

4.4.1 Liability of Agent

Section 28 of the Act provides that an agent who signs his name to a promissory note, bill of exchange or
cheque without indicating thereon that he signs as agent, or that he does not intend thereby to incur personal
responsibility, is liable personally on the instrument, except to those who induced him to sign upon the belief that
the principal only would be held liable.

This section carries an exception to the general law of contract, that the principal, though not disclosed on the
instrument may be proceeded against if it is discovered later on that the agent had acted on his behalf as held in
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‘Ramanathan V.Baldeo Singh’- AIR 1933 Rang.111.

4.4.2 Liability of the representative

Section 29 provides that a legal representative of a deceased person who signs his name to a promissory note,
bill of exchange or a cheque is liable personally thereon unless he expressly limits his liability to the extent of
the assets received by him as such.

4.4.3 Liability of drawer

Section 30 provides that the drawer of a bill of exchange or cheque is bound, in case of dishonour by the
drawee or accepter thereof, to compensate the holder, provided due notice of dishonour has been given to, or
received by the drawer as herein provided.

In ‘Union Bank of India vs. Swastika Motors’— AIR 1983 Del. 420 it was held that a drawee having dishonoured
the hundis, their drawer would be liable to the payee provided he had due notice of dishonour, even if the
documents of title, accompanying the hundis, had been delivered to the drawee without valid acceptance.

In ‘Silchar Bank vs. Pioneer Bank’- AIR 1951 Assam 127 it was held that if the drawee bank dishonours the
cheque after the drawer had stopped payment, the question of notice of dishonour does not arise; the drawer is
liable to compensate the holder.

4.4.4 Liability of the drawee of cheque

Section 31 provides that the drawee of a cheque having sufficient funds of the drawer in his hands property
applicable to the payment of such cheque must pay the cheque when duly required so to do, and, in default of
such payment, must compensate the drawer for any loss or damage caused by such default.

4.4.5 Liability of maker of note and acceptor of bill

Section 32 provides that in the absence of contract to the contrary, the maker of promissory note and the
acceptor before maturity of a bill of exchange are bound to pay the amount thereof at maturity according to the
apparent tenor of the note or acceptance respectively, and the acceptor of a bill of exchange at or after maturity is
bound to pay the amount thereof to the holder of the demand. In default of such payment, such maker or acceptor
is bound to compensate any party to the note or bill for any loss or damage sustained by him and caused by such
default.

In ‘Jagjivan Mavji vs. Ranchoddas’— AIR 1954 SC 554, the Supreme Court held that the drawee of a negotiable
instrument is not liable to the payee, unless the drawee has accepted it. Under Section 32 the liability of the
drawee arises only when he accepts the bill; there is no provision in the Act that the drawee is as such liable on
the instrument, except under Section 31 when the drawee has sufficient funds of the customer in his hands; and
even then, the liability is only towards the drawer, not the payee.

In ‘M. Ramnarain Private Limited vs. State Trading Corporation of India Limited’— AIR 1988 Bom 45 (DB) it
was held that where the payee was the holder of bills but not willing to part with them unless the entire amount
covered by the bills had been paid to him, the drawer may sue the acceptor for compensation but only after
payment to the payee and his endorsement on the bills in favor of the drawer.

4.4.6 Only drawee can be acceptor except in need or for honor

Section 33 provides that no person except the drawee of the bill of exchange or all or some of several drawees,
or a person named therein as a drawee in case of need, or an acceptor for honor can bind him by an acceptance.
In ‘Manikchand V. Chartered bank’ — AIR 1961 Cal. 653 (DB) the High Court narrated the scope of Section 33.
Section 33 must not be misread as preventing the drawee from accepting through an agent; under Section 26 and
27 the drawee can accept a bill through his agent.

4.4.7 Acceptance by several drawees not partners

Section 34 provides that where there are several drawees of a bill of exchange who are not partners, each of
them can accept it for himself, but none of them can accept it for another without his authority.
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4.4.8 Liability of Indorser

Section 35 provides that in the absence of contract to the contrary, whoever indorses and delivers a negotiable
instrument before maturity, without, in such indorsement, expressly excluding or making conditional his own
liability, is bound thereby to every subsequent holder, in case of dishonour by the drawee, acceptor or maker,
to compensate such holder for any loss or damage caused to him by such dishonour, provided due notice of
dishonour has been given to, or received by, such indorser as herein after provided.

4.4.9 Liability of prior parties to holder in due course

Section 36 provides every prior party to a negotiable instrument is liable thereon to holder in due course until
the instrument is duly satisfied.
Maker, drawer and acceptor principals

Section 37 provides that the maker of a promissory note or a cheque, the drawer of a bill of exchange until
acceptance, and the acceptor are, in the absence of a contract to the contrary, respectively liable thereon as
principal debtors, and the other parties thereto are liable thereon as sureties for the maker, drawer or acceptor as
the case may be.
Prior party a principal in respect of each subsequent party

Section 38 provides that as between the parties the parties so liable as sureties, each prior party is, in the
absence of a contract to the contrary, also liable thereon as a principal debtor in respect of each subsequent party.

Example: A draws a bill payable to his own order on B, who accepts. A afterwards indorses the bill to C, C
to D and D to E. As between E and B, B is the principal debtors, and A,C and D are his sureties. As between E
and A, A is the principal debtors and C and D are his sureties. As between E and C, C the principal debtor and
D is his surety.
Suretyship

Section 39 provides that when the holder of an accepted bill of exchange enters into any contract with the
acceptor which, under Sections 134 or 135 of the Contract Act, would discharge the other parties, the holder may
expressly reserve his right to charge the other parties, and in such case they are not discharged.

4.4.10 Discharger of indorser’s liability

Section 40 provides that where the holder of a negotiable instrument, without the consent of the indorser,
destroys or impairs the indorser’s remedy against a prior party, the indorser is discharged from liability to the
holder to the same extent as if the instrument had been paid at maturity.

Example:

As the holder of a bill of exchange made payable to the order of B, which contains the following indorsements
in blank-

© First indorsement — B

(© Second indorsement — Peter Williams;

(' Third indorsement — Wright and Co;

© Fourth indorsement — John Rozario

This bill A puts in suit against John Rozario and strikes without John Rozario’s consent the indorsements by
Peter Williams and Wright and Co. A is not entitled to recover anything from Rozario
Acceptor bound, although indorsement forged

Section 41 provides that an acceptor of a bill of exchange already indorsed is not relieved from liability by
reason that such indorsement is forged, if he knew or had reason to believe the indorsement to be forged when
he accepted the bill.
Acceptance of bill drawn in fictitious name

Section 42 provide that an acceptor of a bill of exchange drawn in a fictitious name and payable to the drawer’s
order is not, by reason that such name is fictitious, relieved from liability to any holder in due course claiming
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under an indorsement by the same hand as the drawer’s signature, and purporting to be made by the drawer.
Negotiable instrument made without consideration

Section 43 provides that a negotiable instrument made, drawn, accepted , indorsed or transferred without
consideration, or for a consideration which fails, creates no obligation of payment between the parties to
the transaction. But if such party has transferred the instrument with or without endorsement to a holder for
consideration, such holder, and every subsequent holder deriving title from him may recover the amount due on
such instrument from the transferor for consideration or any prior party thereto.

Explanation 1 to this section provides that no party for whose accommodation a negotiable instrument has
been made, drawn, accepted or indorsed can, if he has paid the amount thereof, recover thereon such amount
from any person who became a party to such instrument for his accommodation.

Explanation 2 to this section provides that no party to the instrument who has induced any other party to
make, draw, accept, indorse or transfer the same to him for a consideration which he failed to pay or perform
in full shall recover thereon an amount exceeding the value of the consideration (if any) which he has actually
paid or performed.

In ‘Ram Narain V. Ramjiwan’ AIR 1937 Nag. 267 it was held that Section 43 must be read subject to Section
59 in all cases in which the latter section applies; the holder, as against other parties, would have only the rights
thereon of his transferor.

Partial absence or failure of money consideration

Section 44 provides that when the consideration for which a person signed a promissory note, bill of exchange
or cheque consisted or money, and was originally absent in part of has subsequently failed in part, the sum which
is a holder standing in immediate relation with such signer is entitled to receive from his is proportionately
reduced.

Explanation to this section provides that the drawer of a bill of exchange stands in immediate relation with
the acceptor. The maker of a promissory note, bill of exchange or cheque stands in immediate relation with the
payee, and the indorser with the indorsee. Other signers may by agreement stand in immediate relation with the
holder.

Example:

A draws a bill on 500 payable to the order of A. B accepts the bill, but subsequently dishonours it by non-
payment. A sues B on the bill, B proves that it was accepted for value as to 400 and as accommodation to the
plaintiff as to the residue. A can only recover I400.

In ‘Tirupagari Tayaramma vs. Sri Ramanjaneya Mercantile Co. Eluru’ — AIR 1977 AP 205 it was held that
Section 44 would not apply when consideration for the promissory note was a set of obligations, not merely of
money.

Partial failure of consideration not consisting of money

Section 45 provides that where a part of the consideration for which a person signed a promissory note, bill of
exchange or a cheque, though not consisting of money, is ascertainable in money without collateral enquiry, and
there has been a failure of that part, the sum which a holder standing in immediate relation with such signer is
entitled to receive from him is proportionately reduced.

Holder’s right to duplicate of lost bill

Section 45A provides that where a bill of exchange has been lost before it is overdue the person who was the
holder of it may apply to the drawer to give him another bill of the same tenor, giving security to the drawer, if
required, to indemnify him against all persons whatever in case the bill alleged to have been lost shall be found
again. If the drawer on request refuses to give such duplicate bill, he may be compelled to do so.
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(with special emphasis on Section 138) |

Notice of dishonour
Chapter VIII deals with the notice of dishonour.
When dishonoured?

The dishonour may be due to the following reasons-

(o)

(© non acceptance; and
) by non-payment

Section 91 provides that a bill of exchange is said to be dishonoured by non-acceptance when the drawee, or
one of several drawees, not being partners, makes default in acceptance upon being duly required to accept the
bill, or where presentment is excused and the bill is not accepted. When the drawee is incompetent to contract,
or the acceptance is qualified the bill may be treated as dishonoured. Section 92 provides that an instrument is
said to be dishonoured by non-payment when the maker of the note, acceptor of the bill or drawee of the cheque
makes default in payment upon being duly required to pay the same.

4.5.1 Notice

Section 93 provides that when an instrument is dishonoured the holder must give notice that the instrument has
been dishonoured. In ‘Union bank vs.. Dina Nath’— AIR 1953 All. 637 it was held that this section was intended
to confine the holder’s right of enforcing the liability to only those who are otherwise liable under the law and
to whom notice has been given; it was not intended to enlarge the holder’s right so as to enable him to claim
damages from persons against whom he has no remedy under the Act.

Mode of giving notice

Section 94 provides that the notice may be in writing or oral. If it is in written form it must be sent by post
and may be in any form but it must inform the party to whom it is given either in express term or by reasonable
intendment that the instrument has been dishonoured and he will be held liable thereon. It must be given within
a reasonable time after dishonour at the place of business or at the residence of the party for whom it is intended.

Section 95 provides that any party receiving notice of dishonour must, in order to render any prior party liable
to himself, give notice of dishonour to such party within a reasonable time, unless such party otherwise receives
due notice.

Section 96 provides that when the instrument is deposited with an agent for presentment, the agent is to issue
notice to his principal who is entitled to a further like period to give notice of dishonour.

Section 97 provides that when the party, to whom a notice of dishonour is dispatched, is dead, but the party is
not aware of the death, the notice is sufficient.
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Notice — when not necessary?
Section 98 provides that in the following circumstances there is no requirement to issue notice
(& When it is dispensed with by the party entitled thereto;
() In order to charge the drawer, when he has countermanded payment;
(& When the party charged could not suffer damage for want of notice;

(& When the party entitled to notice cannot after due search be found; or the party bound to give notice is, for
any other reason, unable without any fault of his own to give it;

©

To charge the drawers, when the acceptor is also a drawer;

®

In the case of a promissory note which is not negotiable;

®

When the party entitled to notice, knowing the facts, promises unconditionally to pay the amount due on
the instrument.

4.5.2 Noting and Protest
Chapter IX deals with the procedure of noting and protest.
Noting

Section 99 provides that when an instrument is dishonoured for any reason, the holder may cause the dishonour
to be noted by a notary public upon the instrument, or upon a paper attached thereto, or partly upon each. The
noting must be made within a reasonable time after dishonour. The noting must specify the date of dishonour, the
reason assigned for such dishonour or if the instrument has not been expressly dishonoured, the reason the holder
treats it as dishonoured and the notary’s charges.

Protest

Section 100 provides that when an instrument is dishonoured the holder may cause such dishonour to be noted
and certified by a notary public. Such certificate is called a protest. When the acceptor of an instrument becomes
insolvent or his credit has been publicly impeached, before maturity of bill, the older may, within a reasonable
time, cause a notary public to demand better security of the acceptor and on its being refused may, within a
reasonable time, cause such facts to be noted and certified. Such certificate is called a protest for better security.

Contents of the protest
Section 101 provides that a protest must contain-

(© either the instrument itself, or a literal transcript of the instrument and of everything written or printed
thereupon;

(© the name of the person for whom and against whom the instrument has been protested;

(© a statement that payment or acceptance or better security, as the case may be, has been demanded of such
person by the notary public, or that he could not be found;

(© when the note or bill has been dishonoured, the place and time of dishonour and when better security has
been refused, the place and time of refusal.

) the subscription of the notary public making the protest;

© in the event of an acceptance for honor or of a payment for honor, the name of the person by whom, of the
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person for whom, and the manner in which such acceptance or payment was offered and effected.
Notice of protest

Section 102 provides that notice of protest must be given instead of notice of dishonour in the same manner and
subject to the same conditions but the notice may be given by the notary public who makes the protest.

Special Rules of evidence

Chapter XIII deals with this subject. Section 118 what are the presumptions that can be made as to negotiable
instruments. Until the contrary is proved the following presumptions shall be made-

) of consideration;

() as to date;

(' as to time of acceptance;

(© as to time of transfer;

(® as to order of indorsement;

(&) as to stamp,

(© that holder is a holder in due course.
It can be presumed that-

(® every negotiable instrument was made or drawn for consideration and that every such instrument, when it
has been accepted, indorsed, negotiated or transferred, was accepted, indorsed, negotiated or transferred for
consideration;

(© every negotiable instrument bearing a date was made or drawn on such date;
© every accepted bill of exchange was accepted within a reasonable time after its date and before its maturity;
(© every transfer of a negotiable instrument was made before its maturity;

the indorsement appearing upon a negotiable instrument were made in the order in which they appear
thereupon;

(& a promissory note, bill of exchange of cheque was duly stamped,
@ the holder of a negotiable instrument is a holder in due course.
Onus of holder in due course

Where the instrument has been obtained from its lawful owner, or from any person in lawful custody thereof,
by means of an offence or fraud, or has been obtained from the maker or acceptor thereof by means of an offence
or fraud, or for unlawful consideration, the burden of proving that the holder is a holder in due course lies upon
them.

Presumption on proof of protest

Section 119 provides that in a suit upon an instrument which has been dishonoured, the Court shall, on proof
of the protest, presume the fact of dishonour, unless and until such fact is disproved.

Estoppel
Sections 120 to 122 deals with the following types of estoppels-
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() estoppel against denying original validity of instrument;
() estoppel against denying capacity of payee to indorse;
() estoppel against denying signature or capacity of prior party.

Section 120 provides that no maker of a promissory note, and no drawer of a bill of exchange or cheque and
no acceptor of a bill of exchange for the honor of the drawer shall, in a suit thereon by a holder in due course, be
permitted to deny the validity of the instrument as originally made or drawn.

Section 121 provides that no maker of a promissory note and no acceptor of a bill of exchange payable to order
shall, in a suit thereon by a holder in due course, be permitted to deny the payee’s capacity, at the date of the note
or bill, to indorse the same.

Section 122 provides that no indorser of a negotiable instrument shall, in a suit thereon by a subsequent holder,
be permitted to deny the signature or capacity to contract of any prior party to the indorsement.

4.5.3 International Law

Chapter X VI deals with the negotiable instrument in international law. Section 134 provides that in the absence
of a contract to the contrary, the liability of the maker or drawer of a foreign promissory note, bill of exchange,
or cheque is regulated by the law of the place where he made the instrument and the respective liabilities of the
acceptor and indorser by the law of the place where the instrument is made payable.

Example: A bill of exchange was drawn by A in California, where the rate of interest is 25% accepted by
B, payable in Washington where the rate of interest is 6%. The bill is indorsed in India and is dishonoured. An
action on the bill is brought against B in India. He is liable to pay interest at the rate 6% only; but if A is charged
as drawer, A is liable to pay interest @ 25%.

Section 135 provides that where a promissory note, bill of exchange or a cheque is made payable in a different
place from that in which it is made or indorsed, the law of the place where it is made payable determines what
constitutes dishonour and what notice of dishonour is sufficient.

Example: A bill of exchange is drawn and indorsed in India but accepted payable in France, is dishonoured.
The indorsee causes it to be protested for such dishonour and given notice in accordance with the law of France,
though not in accordance with the rules herein contained in respect of bill which are not foreign. The notice is
sufficient.

Section 136 provides that if an instrument is made, drawn, accepted or indorsed outside India, but in accordance
with the law of India, the circumstance that any agreement evidenced by such instrument is invalid according to
the law of the country wherein it was entered into does not invalidate any subsequent acceptance or indorsement
made thereon within India.

Section 137 provides that the law of any foreign country regarding promissory notes, bill of exchange and
cheques shall be presumed to be the same as that of India unless and until the contrary is proved.

4.5.4 Penalties

Section 138 provides penalty for dishonour of cheque for insufficiency etc., of funds in the account. Where any
cheque drawn by a person on an account maintained by him with a banker for payment of any money to another
person from out of that account for the discharge, in whole or in part, of any ‘debt or other liability’ (a legally
enforceable debt or other liability) is returned by the bank unpaid,-

(© either because of the amount of money standing to the credit of that account is insufficient to honor the
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cheque; or

© that it exceeds the amount arranged to be paid from that account by an agreement made with that bank, such
person shall be deemed to have committed an offence and shall, without prejudice to any other provision
of this Act, be punished with imprisonment for a term which may be extended to 2 years or with fine which
may extend to twice the amount of the cheque, or with both.

The penal provision in this cheque shall not apply unless-

© the cheque has been presented to the bank within a period of three months (with effect from 01.04.2012,
before that it is six months) from the date on which it is drawn or within the period of its validity, whichever

is earlier;

®

the payee or the holder in due course of the cheque, as the case may be, makes a demand for the payment
of the said amount of money by giving a notice in writing to the drawer of the cheque within 30 days of the
receipt of information by him from the bank regarding the return of the cheques as unpaid; and

) the drawer of such cheque fails to make the payment of the said amount of money to the payee or as the
case may be, to the holder in due course of the cheque within 15 days of the receipt of the said notice.

4.5.5 Conditions precedent

In ‘Kusum Ingots & Alloys Limited V. Pennar Peterson Securities Limited” — AIR 2000 SC 954, the Supreme
Court held that the ingredients which are to be satisfied for making out a case under Section 138 of the Act, are-

(o)

(© a person must have drawn a cheque on an account maintained by him in a bank for payment of a certain
amount of money to another person from out of that account for discharge of any debt or other liability;

that cheque has been presented to the bank within a period of six months (now three months) from the date
on which it is drawn or within the period its validity whichever is earlier;

© that the cheque is returned by the bank unpaid, either because of the amount of money standing to the credit
of the account is insufficient to honor the cheque or that it exceeds the amount arranged to be paid from that
account by an agreement made with the bank;

the payee or holder in due course of the cheque makes a demand for the payment of the said amount of
money by giving a notice in writing to the drawer of the cheque, within 15 days (now 30 days) of the receipt
of information by him from the bank regarding the return of the cheque as unpaid;

®

the drawer of such cheque fails to make payment of the said amount of money to the payee or the holder in
due course of the cheque within 15 days of the receipt of the said notice.

4.5.6 Presumption in favor of holder

Section 139 provides that it shall be presumed, unless the contrary is proved that the holder of a cheque
received the cheque, of the nature referred to in Section 138, for the discharge, in whole or in part, of any debt
or other liability.

In ‘B. Mohan Krishna V. Union of India’ — 1996 CrLJ 683 (AP DB), the Andhra Pradesh High Court Division
Bench held that the presumption in Section 139 in favor of the holder of a cheque is not violative of Article 20(3)
of the Constitution which incorporates immunity against self incrimination.

Section 140 provides that it shall not be a defence in a prosecution for an offence under Section 138 that the
drawer had no reason to believe when he issued the cheque that the cheque may be dishonoured on presentment
for the reasons stated in the section.
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4.5.7 Offences by companies

Section 141 of the Act provides that a company and every person who was in charge of and responsible to the
company for the conduct of the business of the company at the time of offence, the company and such person
shall be liable to be proceeded against and punished accordingly. If such person proves that the offence was
committed without his knowledge or that he has exercised such due diligence to prevent the commission of the
offence he shall not be punishable.

Where a person is nominated as a Director of the company by virtue of his holding any office or employment
in the Central Government or State Government or a financial corporation owned or controlled by the Central
Government or the State Government as the case may be, he shall not be liable for prosecution under this
Chapter. If it is proved that the offence has been committed with the connivance or consent of, it is attributable
to any neglect on the part of, any director, manager, secretary or other officer of the company, such persons shall
be deemed to be guilty of that offence and shall be liable to be proceeded against and punished accordingly.

Cognizance of offence

Section 142 provides that no court shall take cognizance of any offence punishable under Section 138 except
upon a complaint, in writing, made by the payee or the holder in due course of the cheque. Such complaint shall
be made within one month of the date on which the cause of action arises. The cognizance of a complaint may
be taken by the Court after the prescribed period, if the complainant satisfies the Court that he has sufficient
cause for not making a complaint within such period. No court inferior to that of a Metropolitan Magistrate or a
Judicial Magistrate of the First Class shall try any offence punishable under Section 138.

The offence shall be inquired and tried only by a court within those local jurisdiction-

© if the cheque is delivered for collection through an account, the branch of the bank where the payee or
holder in due course maintains the account, is situated; or

© if the cheque is presented for payment by the payee or holder in due course, otherwise through an account,
the branch of the drawee bank where the drawer maintains the account is situated.

Where a cheque is delivered for collection at any branch of the bank of the payee or holder in due course, then
the cheque shall be deemed to have been delivered to the branch of the bank in which the payee or holder in due
course maintains the account.

Summary trial

Section 143 provides that all the offences under this Chapter shall be tried by a Judicial Magistrate of the |
class or by a Metropolitan Magistrate. The provisions of Section 262 to 265 of the Code of Criminal Procedure
shall apply to such trials.

In case of any conviction in a summary trial it shall be lawful for the Magistrate to pass a sentence of
imprisonment for a term not exceeding one year and an amount of fine exceeding ¥ 5,000.

When at the commencement of, or in the course of, a summary trial under this section, it appears to the
Magistrate that the nature of the case is such that a sentence of imprisonment for a term exceeding one year
may have to be passed or that it is, for any other reason, undesirable to try the case summarily, the Magistrate
shall after hearing the parties, record an order to that effect and thereafter recall any witness who may have been
examined and proceed to hear or rehear the case in the manner provided by the Code of Criminal Procedure.

The trial shall be continued from day to day until its conclusion, unless the court finds the adjournment of trial
beyond the following day to be necessary for reasons to be recorded in writing. Every trial under this section
shall be conducted as expeditiously as possible and an endeavor shall be made to conclude the trial within 6
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months from the date of filing of the complaint.

The Act was amended in August 2018. Section 143A has been inserted which empowers the court to direct
the drawer to pay interim compensation upto 20% of the cheque value which the drawer pleads “no guilty”.
In case the drawer files an appeal, the appellate court may direct to the drawer to deposit 20% of the fine or
compensation, in addition to what has been paid at trial stage.

Service of summons

Section 144 provides that a Magistrate issuing a summons to an accused or a witness may direct a copy of
summons to be served at the place where such accused or witness ordinarily resides or carries on business or
personally works for gain, by speed post or such courier services as are approved by a Court of Session.

Where an acknowledgement purporting to be signed by the accused or the witness or an endorsement purported
to be made by any person authorized by the postal department or the courier services that the accused or the
witness refused to take delivery of summons has been received, the Court issuing the summons may declare that
the summons have been duly served.

Evidence on affidavit

Section 145 provides that the evidence of the complainant may be given by him on affidavit and may, subject
to all just exceptions be read in evidence in any inquiry, trial or other proceeding under the Code of Criminal
Procedure. The Court may, if it thinks fit, and shall, on the application of the prosecution or the accused, summon
and examine any person giving evidence on affidavit as to the facts contained therein.

Bank’s slip — prima facie evidence

Section 146 provides that the Court shall, in respect of every proceeding, on production of bank’s slip or memo
having thereon the official mark denoting that the cheque has been dishonoured, presume the fact of dishonour
of such cheque, unless and until such fact is disproved.

Compounding
Section 147 of the Act provides that every offence punishable under this Act is compoundable.

In ‘M. Rangaswamiah V. R. Shettappa’- 2002 CrLJ 4792 (Karn) the High Court held that there is no prohibition
in this Act against compounding of an offence punishable under Section 138. In the absence of any such
prohibition therefore, where the Court finds that the parties have settled the matter, where the complainant being
present before the Court and submits before the Court that the accused has paid the money covered by the cheque
it would be appropriate to allow the parties to compound, rather than negativing such a joint request made by the
parties, and proceeding to inflict the sentence on the accused. Particularly when there is no prohibition against
compounding, any rejection of request in that regard would not further the cause of the justice, and particularly
where the commission of offence is not related to the society at large, but only against a particular person, viz.,
the complainant to whom certain sum is due under the cheque. Therefore it would be legally permissible for the
parties to compound the offence punishable under Section 138 of the Negotiable Instruments Act, 1881.
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EXERCISE

(&  Multiple Choice Question:
1. The Negotiable Instruments Act, 1881 is an Act to define and amend the law relating to:
a) cheques b) bills of exchange
C) promissory notes, d) All of the above

2. “banker” includes:

a) Any person acting as an employee of any b) Any person acting as a banker and any
bank and any post office saving bank. post office saving bank

¢) Any person acting as an agent of any bank d) Any person acting as a Managing Director of
and any post office saving bank. any bank and any post office saving bank

3. Which is NOT an example of “Promissory Note™:

a) “Tacknowledge myself to be indebted to B in b) MrB, 1.0.UX1,000.”
% 1,000, to be paid on demand, for value received.”

c) “I promise to pay B or order ¥500” d) None of the above
4. In a Promissory Note, how many parties are involved:
a) One b) Two
c) Three d) Four
5. Which is NOT correct about the “Promissory Note™:
a) It contains a conditional undertaking. b) It contains the amount mentioned on it.
c) Itis an instrument in writing. d) Itis signed by the maker

6. The Negotiable Instruments Act, 1881 extends to:

a) Only to Capital cities of the States. b) The whole of India.
¢) The whole of India except the State of d) The whole of India except the Union
Jammu and Kashmir. Territories.

(© State TRUE or FALSE

1. “I acknowledge myself to be indebted to B in 1,000, to be paid on demand, for value received.” is a
promissory note.

2. Section 5 of the NI Act deals with Holders in due course.

3. A ‘Cheque’is a Bills of exchange and has been defined under Banking Regulation Act.
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4. All offences under Chapter XVII shall be tried by either a Metropolitan Magistrate or a Judicial
Magistrate of the first class.

5. Courts that can entertain any offence punishable under section 138 are, Court not inferior to that of a
Judicial Magistrate of the first class or Court not inferior to that of a Metropolitan Magistrate.

@  Fillin the blanks
1. The transaction of negotiable instrument requires at least persons.

2. The person named in the instrument, to who or to whose order the money is by the instrument directed
to be paid is, called the

Negotiation is of two types, namely, ,

A cheque is a bill of exchange drawn on a specified on demand.
Clearing house is managed by
Draft cannot be drawn on

Indorsement is of two types, namely, ,

A negotiable instrument indorsed in blank is payable to the

o ©® =2 0N kW

If the amount is paid after due date, the interest is payable at when no interest rate has been
specified in the instrument.

10. The dishonor of the instrument may be due to and

)  Short Essay Type Questions
1. Discuss about the various types of Instruments.
2. who are the parties to an instrument?
3. Write short notes on-
(a) Bill of Exchange
(b) Types of Acceptance
(c) Holder in due course

© Essay Type Questions
1. Discuss briefly the historical background of law of Negotiable Instruments in India.

2. What is the object, scope and applicability of Negotiable Instruments Act? Is it exhaustive on matters
relating to Negotiable Instruments?

3. What do you understand by term “Negotiable Instruments”? What are its special characteristics?
4. Define and explain "Promissory Note’. What are its essential features?

5. Define and explain “Bill of Exchange”. What are the essential requisites of Bill of Exchange. What is the
distinction between Promissory Note and Bill of Exchange ?
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(¢ Unsolved Cases

1. A’ signs, as maker, a blank stamped paper and gives it to ‘B’, and authorises him to fill it as a note for
%500, to secure an advance which ‘C’ is to make to ‘B’. ‘B’ fraudulently fills it up as a note for 32,000,
payable to ‘C’, who has in good faith advanced ¥2,000. Decide, with reasons, whether ‘C’ is entitled to
recover the amount, and if so, up to what extent?

2. Asigns, as the maker, a blank stamped paper and gives it to B and authorises him to fill it as a note for
32,000, it being the amount of advances made by B to A. B fraudulently fills it up as a note for 3,000
and then, for consideration, endorses it to C. Can C enforce the instrument?

Answer:

Multiple Choice Question

1.d; 2.b; 3.b; 4.b; 5.a; 6.b.

State TRUE or FALSE

1. True; 2. False; 3. False; 4. True; 5. True.

Fill in the blanks

1. 2; 2. Payee; 3. Negotiation by delivery, negotiation by indorsement; 4. Banker; 5. Reserve
Bank of India; 6. Private individual; 7. Indorsement in blank, indorsement in full; 8. Bearer;
9. 18%; 10. Non acceptance, nonpayment.
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This Module includes -
5.1 Nature of Partnership
5.2 Rights and Liabilities of Partners

5.3 Formation, Reconstitution and Dissolution of Firms
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SLOB Mapped against the Module

To acquire the requisite knowledge of kinds of partnerships, their elements, relations
between partners and dissolution of partnership firms.

/ Module Learning Objectives: \

After studying this module, the students will be able to -

A To acquire the requisite knowledge of kinds of partnerships, their elements,
relations between partners and dissolution of partnership firms

A To develop an understanding about the different rights and liabilities of

\ partners and formation of partnership firms. /
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Nature of Partnership .

partnership is a business form wherein two or more persons agree to come together for carrying out

a business for economic gains. However, presence of profits is not always a determinative criterion

to ascertain if a business form is a partnership. Prior to partnerships being established and legalized

y legislation, sole proprietorship used to be carried out by individuals. Even though such business

forms still exist, the challenges faced by such business forms led to the emergence of other business forms

that could be used to conduct business more efficiently. In sole proprietorship the business is carried out by an

individual with limited capital and skills. Due to this paucity of resources, larger businesses could seldom be

conceived by such individuals. Therefore, with the emergence of partnerships, a number of partners could now
join their resources and skills to carry out bigger businesses.

5.1.1 Definition

Section 4 defines the term ‘partnership’ as the relationship between persons who have agreed to share the
profits of a business carried on by all or any of them acting for all. The term ‘partners’ is defined as persons, who
have entered into partnership with one another are called individually partners. A ‘firm’ is the collective of the
partners. The ‘firm name’ is the name under which the business is carried on.

The following are the essential ingredients for the constitution of a partnership-

®

There should be an agreement between the parties;

®

The agreement must be to share the profits of the business; and

®

,
\J

The business must be carried on by all or any of them acting for all;

®

The existence of an agency between the concerned persons inter-se

S~
U

D
&)

The agreement need not be in writing. It may be oral. It may be express of implied.
5.1.2 Different types of partnership
There are four types of partnership which are as detailed below-

(© General Partnership;

~

© Limited Partnership;

~

(© Partnership at will;

®

o)

Particular Partnership
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1. In a general partnership, the liability of each partner is unlimited. It means that the firm’s creditors can
realize their dues in full, from any of the partners by attaching their personal property if the firm’s assets are
found to be inadequate to pay off its debts. An exception is made in the case of a minor partner whose liability is
limited to the amount of his share in the capital and profits of the firm. In India all partnership firms are general
partnerships. Each partner of a general partnership is entitled to take active part in the management of the firm,
unless otherwise decided by the other partners.

2. Alimited partnership is a partnership consisting of some partners whose liability is limited to the amount of
capital contributed by each. The personal property of a limited partner is not liable for the firm’s debts. He cannot
take part in the management of the firm. His retirement, insolvency, lunacy or death does not cause dissolution of
the firm. There is at least one partner having unlimited liability. A limited partnership must be registered. Limited
partnership is now allowed in India under the Limited Liability Partnership Act. In England limited partnership
can be formed under the Limited Partnership Act, 1907 and in the USA under the Partnership Act, 1890.

3. Partnership at will is a partnership formed for an indefinite period. The time period or the purpose of the
firm is not mentioned at the time of its formation. It can continue for any length of time depending upon the will
of the partners. It can be dissolved by any partner by giving a notice to the other partners of his desire to quit the
firm.

4. Particular Partnership is a partnership formed for a specific time period or to achieve a specified objective.
It is automatically dissolved on the expiry of the specified period or on the completion of the specific purpose
for which it was formed.

5.1.3 Different types of partners

The following are the various types of partners-

(& Working partner or Active partner;

© Sleeping or dormant partner;

(® Secret partner;

(© Limited partner;

(& Partner in profits only;

(© Nominal or ostensible or quasi partner;

(& Minor as a partner.

Active partner contributes capital and also takes active part in the management of the firm. He bears an unlimited
liability for the firm’s debts. He is known to outsiders. He shares profits of the firm. He is a full-fledged partner.

A sleeping or inactive partner simply contributes capital. He does not take active part in the management of the
firm. He shares in the profits or losses of the firm. His liability for the firm’s debts is unlimited. He is not known
to the outside world.

Secret partner contributes capital and takes active part in the management of the firm’s business. He shares in
the profits and losses of firm and his liability is unlimited. However, his connection with the firm is not known
to the outside world.

The liability of such a partner is limited to the extent of his share in the capital and profits of the firm. He is not
entitled to take active part in the management of the firm’s business. The firm is not dissolved in the event of his
death, lunacy or bankruptcy.

Partners in profit only share in the profits of the firm but not in the losses. But his liability for the firm’s debts
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is unlimited. He is not allowed to take part in the management of the firm. Such a partner is associated for his
money and goodwill.

Nominal Partner neither contributes capital nor takes part in the management of business. He does not share in
the profits or losses of the firm. He only lends his name and reputation for the benefit of the firm. He represents
himself or knowingly allows himself to be represented as a partner. He becomes liable to outsiders for the
debts of the firm. A nominal partner can be of two types - Partner by estoppels and partner by holding out. A
person who by his words (spoken or written) or conduct represents himself as a partner becomes liable to those
who advance money to the firm on the basis of such representation. He cannot avoid the consequences of his
previous act. Suppose a rich man, Jalal, is not a partner but he tells Ramu that he is a partner in a firm called
Alpha Enterprises. On this impression, Ramu sells good worth 320,000 to the firm. Later on the firm is unable
to pay the amount. Ramu can recover the amount from Jalal. Here, Jalal is a partner by estoppels. When a person
is declared as a partner and he does not deny this even after becoming aware of it, he becomes liable to third
parties who lent money or credit to the firm on the basis of such a declaration. Suppose, Alpha tells Ramu in the
presence of Jalal that Jalal is a partner in the firm of Alpha Enterprises. Jalal does not deny it. Later on Ramu
gives a loan 0f 20,000 to Alpha Enterprises on the basis of the impression that Jalal is a partner in the firm. The
firm fails to repay the loan to Ramu. Jalal is s liable to pay ¥20,000 to Ramu. Here, Jalal is a partner by holding
out.

5.1.4 Partnership is a creation of contract

Section 5 provides that the relation of partnership arises from contract and not from status. The members of
a Hindu Undivided Family carrying on a family business as such, or a Burmese Buddhist husband and wife,
carrying on business as such, are not partners in such business.

This section lays down that partnership is not a status, but a creation of contract. The partnership is entirely
different from a company, Limited Liability partnership, Hindu Undivided Family.

5.1.5 Difference between a partnership and a company

Legal entity
Liability

Number of
members

Transfer of
shares

Management

Relationship

It is not a separate legal entity.

The liability of the partners is unlimited.

Minimum required is two. Maximum number
can be 100 subject to some exceptions present
Rules provide 50.

A partner cannot transfer his share without the
consent of other members

The firm can be run by all or any of the
partners.

The relationship with partners is of that of
agency.
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A company is a separate legal entity.

The liability of the members of the company
is limited.

Minimum number of members for a private
company is 2 and maximum 200. Minimum
number of members for a public limited
company is 7 and there is no limited for
maximum.

Transfer of shares in a public limited company
is not a restricted one.

The Board of Directors has responsibility to
run the management

No such relationship in the company.
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S T

Profit
distribution

Remedy to
creditors

Audit

Dissolution

Profit is distributed according to the agreement
entered between partners; if no agreement equal
distribution.

The creditors of a firm can proceed against the
partners jointly and severally.

Audit is not compulsory for the
partnership firm.

Firm can be dissolved on the eve of death of
partner, retirement of partner etc., unless other-
wise than agreed to in the agreement.

No requirement of profit distribution to
members. It is at the discretion of the
management to declare dividend that too
only out of profits.

The creditors can proceed only against the
company and not against shareholders.

Various types of audit are compulsory for
the company

A company can be dissolved only by the
winding up process as ordered by the Court.

In ‘Gurugubilli Chendran Naidu V. Achanti Pydisetti’ — AIR 1985 NOC 135 (AP) it was held that right to
share the profits of the partnership in equal shares can arise only when there is no contract between the partners
regarding it. But there is no specific provision in the Indian Partnership Act, 1932 to share capital equally.

5.1.6 Difference between partnership and limited liability partnership

Legal entity

Liability

Number of
members

Entering into
contracts

Compliance
of law

Dissolution

It is not a separate legal entity

The liability of the partners is unlimited.

Minimum required is two. Maximum number is
50 subject to some exceptions

Partnership is not a separate person and enter
into contract on behalf of its partners

Lesser compliance

Firm can be dissolved on the eve of death
of partner, retirement of partner etc., unless
otherwise than agreed to in the agreement.

It is a separate legal entity

The liability of the members of the LLP is
limited.

Minimum number of members for a LLP is
2 and no limit for maximum numbers.

LLP is capable of entering into contracts
and holding property in its own name

More compliance under LLP Act.

LLP can be dissolved by complying with
the provisions of LLP (Winding up and
Dissolution) Rules, 2012.
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5.1.7 Differences between the partnership and Hindu Undivided Family

Relationship  Relation subsists between the partners. It is a single person and it cannot have a
partnership by itself.
Management All of the partners may involve in the Karta of HUF is managing the business
management
Share of Partners can share profit as per the No such sharing of profits in HUF
profit agreement
Property The properties even though in the name of This business is a species of ancestral joint
partnership firm belongs to all partners property in which every member of a family
acquires
Authority Each partner is the agent of others It has implied authority to contract debts and

pledge the properties and credit of the family
for the ordinary purposes of the family business

Dissolution ~ Firm can be dissolved on the eve of death The death of Karta will not lead to the
of partner, retirement of partner etc., unless dissolution of the HUF business.
otherwise than agreed to in the agreement.
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Duties of partners
Section 9 of the Act deals with the general duties of partners. Partners are bound-

() to carry on the business of the firm to the greatest common advantage;

®

to be just and faithful to each other; and

®

to render true accounts and full information of all things affecting the firm, to any partner or his legal
representative.

© Every partner shall indemnify the firm for any loss caused to it by his fraud in the conduct of the business
of the firm.

Rights and duties of partners

Section 11(1) provides that the mutual rights and duties of the partners of a firm may be determined by contract
entered between the partners. Such contract may be expressed or may be implied by a course of dealing. Such
contract may be varied by consent of all partners. Such consent may be expressed or may be implied by a course
of dealing.

Agreements in restraint of trade

Section 11(2) of the Act provides that the contracts entered between partners may provide that a partner shall
not carry on any business other than that of the firm while he is a partner. Section 36 (2) provides that a partner
may make an agreement with his partners on ceasing to be a partner, he will not carry on any business similar
to that of the firm within a specified period or within specified local limits. Such agreement shall be valid if the
restrictions imposed are reasonable.

Section 54 provides that the partners may, upon or anticipation of the dissolution of the firm, make an
agreement that some of them will not carry on a business similar to that of a firm within a specified period or
within specified local limits.

Section 55(3) provides that any partner may, upon the sale of the goodwill of a firm, make an agreement with
the buyer that such partner will not carry on any business similar to that of the firm within a specified period or
within specified local limits.

Conduct of business
(© Section 12 provides that subject to the contract between the partners-
(© every partner has a right to take part in the conduct of the business;

(& every partner is bound to attend diligently to his duties in the conduct of the business;
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(© any difference, arising as to ordinary matters connected with the business, may be decided by a majority of
the partners, and every partner shall have the right to express his opinion before the matter is decided, but
no change may be made in the nature of the business without the consent of all the partners;

(® every partner has a right to have access to, and to inspect and copy, any of the books of the firm; and

© in the event of the death of a partner, his heirs or legal representatives or their duly authorised agents shall
have a right of access to and to inspect and copy any of the books of the firm.

In ‘Rajnikanth Hasmukhlal Golwala V. Nataraj Theatre, Navsari’ — AIR 2000 Guj 80 (88) it was held that
Section 12 of the Act gives right to every partner to take part in the conduct of the business. Of course, the right
which is enshrined in the Act takes effect subject to any express or implied contract amongstthe partners. This
right cannot be fettered by any court unless there is a contract to the contrary arrived at amongst the partners
themselves. Further their transferees have no right to do the business sin view of the Section 29 of the Act.

In ‘Sasthi Kenker v. Gobinda’ — AIR 1919 Pat 419 IC 2 it was held that a partner is not liable for negligence
if he can show that used such skill and intelligence as he possessed in the conduct of the business.

Mutual rights and liabilities

Section 13 provides that subject to the contract between the partners-

~

)

(& a partner is not entitled to receive remuneration for taking part in the conduct of the business;
© the partners are entitled to share equally in the profits earned and shall contribute equally to the losses
sustained by the firm;

~

¢ where a partner is entitled to interest on the capital subscribed by him, such interest shall be payable only
out of profits;

-

®

a partner, making, for the purposes of the business, any payment or advance beyond the amount of capital
he has agreed to subscribe, is entitled to interest thereon at 6% per annum,;

© the firm shall indemnify a partner in respect of payments made, and liabilities incurred, by him-
A in the ordinary and proper conduct of the business, and

A in doing such act, in an emergency, for the purpose of protecting the firm from loss, as would be
done by a person of ordinary prudence, in his own case, under similar circumstances; and

®

) a partner shall indemnify the firm or any loss caused to it by his willful neglect in the conduct of the
business of the firm.

When the profits are not shared equally, the losses are, in the absence of the agreement, to be borne in the same
proportion as the profits are shares, regardless, whether one partner has put up more capital than other.

In ‘Bhagchand v. Kaluram’ — AIR 1966 Raj 24 (25) it was held that in the absence of a stipulation in the
partnership agreement to the effect that the interest would be paid on all the investments, irrespective of the fact
as to whether there was any profit or loss, Section 13 comes into play and interest is, therefore, payable only out
of the profits earned by the partnership business.

An advance by a partner to a firm is not treated as an increase of his capital but rather as loan on which interest
ought to be paid. An agreement to pay a different rate may be inferred if a different rate is payable by the custom
of the particular trade, or has been charged and allowed in the books of the particular partnership. Compound
interest may be allowed if there is an agreement, whether express of implied, to that effect as held in ‘Chandrika
Prasad Ram Swarup V. Commissioner of Income Tax’ — AIR 1939 All 341.
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In ‘Banwari Lal v. Shaikh Shukrullah’ — AIR 1940 Pat 2014: 19 it was held that a partner, who is guilty of
willful negligence in the conduct of partnership business, is liable to indemnify the firm for any loss, caused to
it, by his willful neglect and is not himself entitled to be indemnified by his co-partners.

Section 16 provides that if a partner derives any profit for himself-
() from any transaction of the firm; or

(© from the use of the property; or

(© business connection of the firm; or

) the firm name

he shall account for that profit and pay it to the firm.

If a partner carries on any business of the same nature as, and competing with, that of the firm, he shall
account for and pay, to the firm, all profits made by him in that business.

Rights and duties of partners
Section 17 of the Act provides for the rights and duties of partners. Subject to the contract between the partners-

(& where a change occurs in the constitution of a firm, the mutual rights and duties of the partners in the
reconstituted firm remain the same as they were immediately before the change, as far as may be;

(© where a firm constituted for a fixed term continues to carry on business after the expiry of that term, the
mutual rights and duties of the partners remain the same as they were before the expiry, so far as they may
be consistent with the incidents of partnership-at-will; and

(© where a firm constituted to carry out one or more adventures or undertakings carry out other adventures or
undertaking, the mutual rights and duties of the partners in respect of the other adventures or undertakings
are the same as those in respect of the original adventures or undertakings.

Partner to be agent of the firm
Section 18 provides that a partner is the agent of the firm for the purpose of the business of the firm.
Implied Authority

Section 22 provides that in order to bind a firm, an act or instrument, done or executed by a partner or other
person on behalf of the firm, shall be done or executed in the firm name, or in any other manner expressing or
implying an intention to bind the firm.

Section 19 provides that subject to the provisions of Section 22, the act of a partner, which is done to carry on,
in the usual way, business of the kind carried on by firm, binds the firm.

The authority of a partner to bind the firm, conferred by this section, is called his ‘implied authority’. In the
absence of any usage or custom of trade to the contrary, the implied authority of a partner does not empower
him to-

(© submit a dispute relating to the business of the firm to arbitration;
(© open a banking account on behalf of the firm in his own name;
(&) compromise or relinquish any claim or portion of a claim by the firm;

(© withdraw a suit or proceeding filed on behalf of the firm;
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admit any liability in a suit or proceeding against the firm;

o)
.

®

acquire immovable property on behalf of the firm;

®

transfer immovable property belonging to the firm; or

®

enter into partnership on behalf of the firm.
Extension and restriction of implied authority

Section 20 provides that the partners may extend or restrict the implied authority of any partner by contract
between the partners. Despite such restrictions, any act done by a partner on behalf of the firm, which falls within
his implied authority, binds the firm unless the person, with whom he is dealing, knows of the restriction or does
not know or believe that partner to be a partner.

Authority in emergency

Section 21 provides that in case of emergency a partner has authority to do all such acts for the purpose of
protecting the firm from loss as would be done by a person of ordinary prudence, in his own case acting under
similar circumstances, and such acts bind the firm.

Effect of admission

Section 23 provides that an admission or representation made by a partner about the affairs of the firm is the
evidence against the firm, if it is made in the ordinary course of business.

Effect of notice

Section 24 provides that a notice issued to a partner, who habitually acts in the business of the firm, of any
matter, relating to the affairs of the firm, will be the notice issued to the firm unless in the case of a fraud on the
firm committed by, or with the consent of the partner.

Liability of a partner

Section 25 provides that every partner is liable, jointly with all other partners and also severally, for all acts of
the firm done while he is a partner.

Liability of the firm

Section 26 provides that where, by the wrongful act or omission of a partner, acting in the ordinary course
of the business of a firm, or with the authority of his partners, loss or injury is caused to any third party, or any
penalty is incurred, the firm is liable therefore to the same extent as the partner.

Section 27 provides that the firm is liable for misapplication by partners. If -

(© a partner, acting within his apparent authority, receives money or property from a third party and

misapplies it; or
® a firm, in the course of its business, receives money or property from a third party and the money or
property is misapplied by any of the partners while it is in the custody of the firm, the firm is liable to make

good the loss.
Holding out/Deemed Partners
Section 28 provides that any person, who -
© by words spoken or written; or

(' by conduct, represents himself; or
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) knowingly permits himself

To be represented to be a partner in a firm, is liable as a partner in that firm to anyone who has, on the faith
of any such representation, given credit to the firm, whether the person, representing himself or represented to
be a partner does or does not know that the representation has reached the person so giving credit. Two or more
persons doing some activity with common understanding and for gain shall be deemed as partners even when
they themselves deny to be partners when they are liable to third parties.

If the business is continued, after the death of a partner, in the old firm name, the continued use of that name, or
of the deceased partner’s name, as a part thereof, shall not, of itself, make his legal representative, or his estate,
liability for any act of the firm done after his death.

Rights of Transferee of a partner’s interest

Section 29 deals with the rights of transferee of a partner’s interest. This section allows a partner to transfer
his interest in the firm, either absolutely or by mortgage or by the creation of a charge on such interest during the
continuance of the firm. The transferee who receives such interest in the firm, does not entitled to-

© interfere in the conduct of the business; or
(' to require accounts; or
() to inspect the books of the firm

He is entitled to receive the share of profits of the transferring partners and the transferee is to accept the
account of profits agreed to by the partners.

If the firm is dissolved or the transferring partner ceases to be a partner, the transferee is entitled to receive the
share of the assets of the firm to which the transferring partner is entitled and for the purpose of ascertaining that
share, to an account as from the date of dissolution.

Minors as partners

Section 30 of the Indian partnership act provides that though a minor cannot be a partner of a firm, but, with
the consent of all the partners for the time being, he may be admitted to the benefits of the partnership by an
agreement executed through his guardian with the other partners.

Rights and liability of minor

A minor in a partnership has a right to such share of the property and of the profits of the firm as may be agreed
upon. He is having power to have access to and inspect and to get copy, any of the accounts of the firm.

The share of a minor in a partnership firm is liable for the acts of the firm. But he is not personally liable for
any such act. When a minor severs his connection with the firm he may not sue the partners for an account or
payment of his share of the property or profits of the firm. The account of his share shall be determined by a
valuation made, as far as possible.

All the partners of a firm together or any partner entitled to dissolve the firm, upon notice to other partners, may
elect to dissolve the firm. The Court shall proceed with the suit as one for dissolutionand for settling accounts
between the partners, and the amount of the share of the minor shall be determined along with the shares of the
partners.

Election on majority

On attaining majority, or of his obtaining knowledge that he had been admitted to the benefits of partnership
whichever date is later, a minor may within six months from such date give public notice that he has elected to
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become or that he has elected not to become a partner in the firm. Such notice shall determine his position as
regards to the firm. If a minor fail to give such notice, he shall become a partner in the firm on the expiry of the
said six months.

If a minor elect to become a partner-

(o)

© his rights and liabilities as a minor continue up to the date on which he becomes a partner, but he also
becomes personally liable to third parties for all acts of the firm done since he was admitted to the benefits
of the partnership; and

(&)

(© his share in the property and profits of the firm shall be the share to which he was entitled as a minor.

If a minor does not elect to become a partner-

()

© his rights and liabilities shall continue to be those of a minor up to the date on which he gives public notice;

@ his share shall not be liable for any acts of the firm done after the date of the notice; and

(o)

) he shall be entitled to sure the partners for his share of the property. Holding out is not applicable in these

.

cases.

Where any person has been admitted as a minor to the benefits of partnership in a firm, the burden of proving
the fact that such person had no knowledge of such admission until a particular date after the expiry of six months
of his attaining majority shall lie on the person, asserting the fact.

Rights of outgoing partners

Section 36 provides that an outgoing partner may carry on a business competing with that of the firm.

He may advertise such business, but, subject to contract to the contrary, he may not-

© use the firm name;

© represent himself as carrying on the business of the firm; or
© solicit the custom of persons who were dealing with the firm before he ceased to be a partner.

Section 37 provides that in case where a partner has died or ceased to be a partner, the surviving and continuing
partners may carry on the business of the firm with the property of the firm without any final settlement of
accounts as between them and the outgoing partner or the estate of deceased partner. In the absence of a contract
to the contrary, the outgoing partner of the representative of the deceased partner is entitled at the option-

© to such share of the profits made since he ceased to be a partner as may be attributable to the use of his share

of the property of the firm; or
© to interest at 6% per annum on the amount his share in the property of the firm.

Where an option is given to surviving or continuing partners to purchase the interest of a deceased or outgoing
partner and the same is duly exercised, the estate of the deceased partner or the outgoing partner is not entitled to
any further or other share of profits. But if any partner, assuming to act in exercise of the option, does not, in all
material respects comply with the terms, he is liable to account under the provisions of this section.
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5.3.1 Determining existence of partnership
Section 6 provides that in order to determine-
(& whether a group of persons is or is not a firm; or
(& whether a person is or is not a partner in a form
regard shall be had to the real intention between the parties, taking into the facts together.

The sharing of profits or of gross returns arising from property by persons holding a joint or common interest
in that property does not make such persons as partners.

The receipt-

() of a share of the profits of a business; or

(© of a payment contingent upon the earning of profits; or

(' varying with the profits earned by a business,

by a person does not of itself, make him a partner with the persons carrying on the business.
The receipt of such share or payment-

) by a lender of money to persons engaged or about to engage in any business;

(© by a servant or agent as remuneration;

) by the widow or child of a deceased partner, as annuity, or

(© by a previous owner or part owner of the business as consideration for the sale of the goodwill or share
thereof does not make the receiver a partner with the persons carrying on the business.

In ‘S.K. Parthasarathy Naidu V. K. Rama Naidu’ — AIR 2001 Mad 399 (405) it was held that the legal
existence of a partnership is proved by facts to support such a claim. There need not be any particular form of
document and in fact, the partnership can even be oral, but, whether a relationship of partners exists or does not
exist depends on what was intended by parties.

In “Shiv Narain & Sons V. Commissioner of Income Tax’ — AIR 1935 Lah 896 it was held that a partnership
firm is not a ‘person’, but merely a collective name for the individuals who are members of the partnership,
and as such it cannot be a partner in another partnership firm. A partnership is a relationship which subsists
between persons. A partnership firm is not a legal entity, is incompetent to enter into a partnership with another
partnership firm.
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5.3.2 Partnership at will

Section 7 defines the expression ‘partnership at will’. According to this section, where no provision is made by
contract between the partners for the duration of their partnership, or for the determination of their partnership,
the partnership is ‘partnership at will’.

Such a partnership could be dissolved by any partner giving notice in writing to all other partners, of his
intention to dissolve the firm. On such notice being given, the firm is dissolved from the date mentioned in the
notice as the date of dissolution or if not date is so mentioned, as from the date of communication of the notice.

The following are the essential ingredients of a ‘partnership-at-will’-

© deed of partnership should contain any provision, whether express of implied as to the duration of
partnership; and

© for the determination of the partnership.
If either of the above said provision exists, the partnership would not be a partnership-at-will.
5.3.3 Particular partnership

Section 8 provides that a person may become a partner with another person in particular adventures or
undertakings.

5.3.4 Property of the firm

Section 14 provides that subject to contract between the partners, the property of the firm includes all property
and rights and interests in property, originally brought into the stock of the firm, or acquired, by purchase or
otherwise, by or for the firm, or for the purposes and in the course of the business of the firm and includes also
the goodwill of the business.

The property and rights and interests in property acquired with money belonging to the firm are deemed to
have been acquired for the firm unless the contrary intention appears.

In ‘Arjun Kanaji Tankar v. Shantaram’ (1969) 3 SCC 555 a contention was raised that in any event, by virtue
of Section 14 of the Partnership Act, all the assets with the aid of which the business was carried on by the
plaintiff must be deemed in law to have become the partnership assets under the deed of partnership. It was held
that under Section14, the property belonging to a person, in the absence of any agreement to the contrary, does
not, on a person entering into a partnership with others, become the property of the partnership merely because
it is used for the business of the partnership. It will become the property of the partnership only if there is an
agreement, express or implied, that the property was, under the agreement of partnership, to be treated as the
property of the partnership.

Section 15 provides that subject to the contract between the partners, the property of the firm shall be held and
used by partners exclusively for the purposes of the business.

In ‘Reddi Verraju V. Chittori Lakshminarasamma’ AIR 1971 AP 266 it was held that no partner can claim an
exclusive right in any article of the partnership property. But upon on a dissolution, any part of the partnership
property may, by contract of the partners, be converted into the separate individual property of either. It,
therefore, follows, so long as there is a partnership in existence, no partner has any right to take any portion of
the partnership property or to say that it belongs to him exclusively so as to assign or transfer the partnership
property. The right, that he possesses in the partnership property, is as a member of the partnership, and not a
right which can claim in his individual capacity.
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5.3.5 Formation of a Partnership

Partnership is one of the modes of business. It is governed under the Indian Partnership Act, 1932. For
constituting a partnership, the following ingredients are necessary-

(& There should be an agreement between the parties;

(© The agreement must be to share the profits of the business and the business must be carried on by all or any
of them acting for all;

(© The existing of an agency between the concerned persons inter-se.

All the above ingredients must exist before a partnership come into existence. Actual starting of business to
registration is not a condition precedent.

In ‘Meenakshi Achi v. P.S.M. Subramanian Chettiar’ — AIR 1957 Mad 8 the High Court held that in determining
whether a particular group of persons constitutes a partnership, regard has to be had to the real relationship
between the parties as drawn by all relevant facts taken together. However, it is often a difficult question to
decide. There are several indicators for testing the existence of a partnership like books of account, existence
of other employees of the partnership, proof of business dealing etc., While sharing of profits is an important
criterion, it is not conclusive.

The first element relates to the voluntary contractual nature of partnership; the second gives the motive which
leads to the formation of firms, i.e., the acquisition of gain; and the third shows that the persons of the group, who
conduct the business, do so as agents for the persons in the group and therefore liable to account to all.

If any of the said essential ingredients is lacking there can be no partnership.
Procedure to form a partnership

The first step is to decide the number of partners of a firm. The law provides for minimum 2 number of
partners. The upper limit is 10 in case of banking business and 20 in respect of other business.

(© First decide to who are the partners of the firm, considering the limit envisaged in the Act;
(& The name of the partnership firm is selected subject to the provisions of the partnership Act;
© Select the business to be done by the partnership and object of the business;

© Decide the capital to be brought by each and every partner;

(& Prepare the agreement deed of the firm — the deed is the vital and most significant document. The deed
shall contain all aspects of the partnership firm. This documents prescribes the ‘a to z” of the partnership
firm to be formed;

(© The agreement should invariably in writing and signed by all partners;
(© The provisions contained in the agreement are binding all partners;

(& The partnership firm is to be registered. According to the Act the partnership firm may be registered or may
not be registered. Unregistered firms have no legal protection and therefore registration of partnership firm
is to be preferred.

(& Open bank account in the name of the partnership firm;

) In the present scenario obtaining PAN is necessary and get the PAN from the Income Tax Authority;
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) Acquire all mandatory licenses from the respective authorities for the conduct of the business;

C

®

Registration with required tax authorities i.e., direct tax as well as indirect tax such as central excise,
service tax, VAT etc.,

(© The Registration certificate is the conclusive evidence of the formation of the partnership firm.

5.3.6 Reconstitution of Firm

Partnership is an agreement between the members of a firm for sharing the profits of the business carried on
by all or any of them acting for all. Any change in this relationship amounts to reconstitution of the partnership
firm. Any change in the existing agreement of partnership amounts to reconstitution of a firm. A change in the
partnership agreement brings to an end the existing agreement and a new agreement comes into being. This
new agreement changes the relationship among the members of the partnership firm. Hence, whenever there is
a change in the partnership agreement, the firm continues but it amounts to the reconstitution of the partnership
firm.

The reconstitution of a partnership firm may take place in the following occasions-
© Change in profit sharing ratio of the existing partners;
(& Admission of a new partner;
(& Retirement of existing partner;
© Death of a partner;
(© Amalgamation of two partnership firm.
Change in profit sharing ratio

When all the partners of a firm agree to change their profit-sharing ratio, the ratio may be changed. For
example, Ram, Mohan and Sohan are partners in the firm sharing profits in the ratio of 3:2:1. With effect from
April 1, 2022, they decided to share profits equally. Here, change in the existing profit-sharing ratio results into
reconstitution of the firm.

In this case one profit is purchasing a share of partner from another one. In other words, share of one partner
may increase and share of another partner may decrease. In case of change in profit sharing ratio, the gaining
partner must compensate the sacrificing partner by paying the proportionate amount of goodwill. At the time of
change in profit sharing ratio, if there are some reserves or accumulated profits/losses existing in the books of the
firm, these should be distributed to partners in their old profit-sharing ratio.

Partners may decide that reserves and accumulated profits/losses will not be affected and remains in the books
with same figure. In this case, the gaining partner must compensate the sacrificing partner by the share gained
by him.

At the time of change in profit sharing ratio of existing partners’ assets and liabilities of a firm must be revalued
because actual realizable value of assets and liabilities may be different from their book values. Change in the
assets and liabilities to the period prior to change in profit sharing ratio and therefore it must be share in old
profit-sharing ratio.

Admission of a new partner

Admission of a partner is one of the modes of reconstitution of a partnership firm. A new partner may be
admitted in a partnership firm either for the increase of capital of the firm or to strengthen the management of

The Institute of Cost Accountants of India




Business Laws and Ethics

the firm. A new partner may be admitted with the consent of all existing partners as per the provisions of the
agreement of the firm. For example, Hari and Haqque are partners sharing profit in the ratio of 3:2. On April
1, 2022 they admitted John as a new partner with 1/6th share in the profits of the firm. In this case, with the
admission of John the firm is reconstituted.

The new partner is entitled the following rights-

(© The right to share in the assets of the partnership firm; and

(& The right to share the profits in the business.

The following are to be taken care of while admitting a new partner-
(© Computation of new profit sharing ratio and sacrifice ratio;

(©  Accounting treatment of goodwill;

(& Revaluation of assets and liabilities;

®

Treatment of undisbursed profits and accumulated losses;
(© Adjustment of capital accounts.
Retirement of an existing partner

Retiring of a partner from the firm amounts to reconstitution of the firm. On the retirement of a partner, the
existing partnership deed comes to an end. In its place the new partnership deed needs to be framed, i.e. the firm
requires reconstitution. The remaining partners shall continue to do their business but on the different terms and
conditions. For example, Roy, Ravi and Rao are partners in the firm sharing profit in the ratio of 2:2:1. Ravi
retires from the firm on March 31, 2022. Retirement of Ravi from the firm of Roy, Ravi and Rao results into
reconstitution of firm.

A partner can retire from the firm in three ways-

(© Retirement through mutual consent — A partnership firm may take its shape through mutual consent of
partners in the same way. A partner may retire if all the partners agree on the decision of his retirement;

(& When there is a provision in the partnership deed for retirement of a partner, in that case the partner may
retire from the firm by expressing his intention of leaving the firm through a notice to the other partners of
the firm.

(& When partnership is at will, a partner may retire by giving notice in writing to all other partners informing
them about his intention to retire.

The outgoing partner’s account is settled as per the terms of partnership deed i.e., in lump sum immediately or
in various installments with or without interest as agreed or partly in cash immediately and partly in installment
at the agreed intervals. In the absence of any agreement, Section 37 of the Indian Partnership Act, 1932 is
applicable, which states that the outgoing partner has an option to receive either interest @ 6% p.a. till the date of
payment or such share of profits which has been earned with his/her money (i.e., based on capital ratio). Hence,
the total amount due to the retiring partner which is ascertained after all adjustments have been made is to be
paid immediately to the retiring partner. In case the firm is not in a position to make the payment immediately,
the amount due is transferred to the retiring Partner’s Loan Account, and as and when the amount is paid it is
debited to his account.

Liability of a retiring partner

A retiring partner may be discharged from any liability to any third part for acts of the firm done before his
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retirement by an agreement made by him with such third party and the partners of the reconstituted firm. Such
agreement may be implied by a course of dealing between such third party and the reconstituted firm after he had
knowledge of the retirement.

Despite the retirement of a partner of a firm, he and the partners continue to be liable as partners to third
parties for any act done by any of them which would have been an act of the firm if done before the retirement,
until public notice is given of the retirement. He is not liable to any third party who deals with the firm without
knowing that he was a partner. The notice may be given by the retired partner or any partner of the reconstituted
firm.

Death of a partner

The death of a partner in partnership firm amounts to reconstitution of the firm since the vacant of one partner
arises. For example, X, Y and Z are partners in a firm sharing profits in the ratio 3:2:1. X dies on March 31, 2022.
Y and Z decide to carry on the business sharing future profits equally. In this case, continuity of business by Y
and Z sharing future profits equally amounts to reconstitution of the firm.

The accounting treatment for disposal of amount due to retiring partner and deceased partner is similar with
a difference that in case of death of a partner, the amount credited to him/her is transferred to his Executors’
Account and the payment has to be made to him/her. However, there is one major difference that, while the
retirement normally takes place at the end of an accounting period, the death of a partner may occur any time.
Hence, in case of a partner, his claim shall also include his share of profit or loss, interest on capital, interest on
drawings (if any) from the date of the last Balance Sheet to the date of his death of these, the main problem relates
to the calculation of profit for the intervening period (i.e., the period from date of the last balance sheet and the
date of the partner’s death. Since, it is considered cumbersome to close the books and prepare final account, for
the period, the deceased partner’s share of profit may be calculated on the basis of last year’s profit (or average
of past few years) or on the basis of sales.

Liability of estate of deceased partner

Section 35 provides that where, under a contract between the partners, the firm is not dissolved by the death of
a partner, the estate of a deceased partner is not liable for any act of the firm done after his death.

Expulsion of a partner

Section 33 provides that a partner may not be expelled from a firm by any majority of the partners, save in the
exercise, in good faith, of powers conferred by contract between the partners. The provisions of retired partners
will be applicable to such expelled partner.

Insolvency of a partner

Section 34 provides that where a partner in a firm is adjudicated an insolvent, he ceases to be a partner on the
date on which the order of adjudication is made, whether or not the firm is thereby dissolved.

Where the firm is not dissolved by the adjudication of a partner as an insolvent, the estate of a partner so
adjudicated is not liable for any act of the firm and the firm is not liable for any act of the insolvent, done after
the date on which the order of adjudication is made.

Revocation of continuing guarantee

Section 38 provides that a continuing guarantee given to a firm or to a third party in respect of the transactions
of a firm, is revoked as to future transactions from the date of any change in the constitution of the firm, in the
absence of agreement to the contrary.
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Amalgamation of two partnership firms
When two or more firms merge into one firm and makes a new firm, then this is called amalgamation of firms.

Example: Rai and Sanjeev are partners in the firm sharing profits in the ratio of 4:1. To avoid competition
and bring down administrative expenses their firm was amalgamated with the firm of Sohan and Ashok who are
sharing profits in the ratio of 1:2. It was decided that the new profit sharing ratio of Rai, Sanjeev, Sohan and Ashok
will be 4:1:1:2. In this case, two firms have amalgamated into one which amounts to reconstitution of the firm of
Raj and Sanjeev on the one hand and the firm of Sohan and Ashok on the other hand to form a new reconstituted
firm.

When two firm amalgamate with each other, at this time we treat following accounting in the books of old
firms so that all doubt solves-

Revaluation of Assets and Liabilities - All entries same as at the time of admission and retirement;

(OBNO)

Transferring reserve to old partners’ capital account into their old ratio;

®

Treatment of Good will - the goodwill is evaluated according to the condition of agreement and then
goodwill will open with agreed value in the books;

®

Treatment of Assets and liabilities not taken by new firm - If assets and liabilities are not taken by new firm,
then these item will transfer to the capital accounts of partners of old firm and close these accounts.

The firm, reconstituted by any of the above methods, is required to be get registered with the Registrar of
Firms.

5.3.6 Registration of Firms

Exemption from the Act

Section 56 gives power to the State Government to give exemptions either fully or any part thereof the State
from the provisions of this Act by means of notification in the Official Gazette.

Registrars of Firms

Section 57 provides that the State Government may appoint Registrars of Firms for the purposes of this Act
and may define the areas within which they shall exercise their powers and perform their duties.

Application for registration
Section 58 provides that for the purpose of registration a statement in the prescribed form stating-
) the name of the firm;

© the place, or principal place, of business of the firm;

®

\

the names of any other places where the firm carries on business;

(e)
)

the date when each partner joined the firm;

®

the names, in full, and permanent address of the partners; and

®

the duration of the firm.

shall be prepared and duly signed by all partners, or by their agents specifically authorized in this behalf. The
prescribed fee is also paid for registration. Each person, signing the statement, shall also verify it in the manner
prescribed.
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Name of the Firm

A firm name shall not contain any of the following words — Crown, Emperor, Empress, Empire, Imperial,
King, Queen, Royal or words expressing or implying the sanction, approval or patronage of Government when
the State Government signifies its consent to the use of such words as part of the firm name by order in writing.

Procedure

The registration of a firm may be effected at any time by sending by post or delivering to the Registrar of the
area in which any place of business of the firm is situated or proposed to be situated.

Section 59 provides that when the Registrar is satisfied that the provisions of Section 58 have been duly
complied with, he shall record an entry of the Statement in a register call the Register of Firms and shall file the
statement.

Alteration in firm name or place of business

Section 60 provides that when there is an alteration in firm name or the principal place of business name, a
statement may be sent to the Registrar accompanied by the prescribed fee, specifying the alteration and signed
and verified in the prescribed manner. When the Registrar is satisfied that the provisions of Section 60 have been
duly complied with, he shall amend the entry relating to the firm in the Register of Firms in accordance with the
Statement and shall file it along with the statement relating to the firm.

Closing and opening of branches

Section 61 provides that when a registered firm discontinues its business at any place or begins to carry on
business at any place, such place not being its principal place of business, any partner or agent of the firm may
send intimation to the Registrar. The Registrar shall make a note of such intimation in the entry relating to the
firm and file the intimation.

Changes in names and addresses of partners

Section 62 provides that when any partner of a firm alters his name or permanent address an intimation of the
alteration may be sent by any partner or agent of the firm to the Registrar, who shall take note of the same in the
entry relating to the firm and file the intimation.

Recoding dissolution of a firm

Section 63 provides that when a change occurs in the constitution of a firm, any incoming, continuing or
outgoing partner and when a registered firm is dissolved, any person who was a partner immediately before
the dissolution may give notice to the Registrar of such change or dissolution, specifying the date of charge or
dissolution. The Registrar shall make a record of the notice in the entry relating to the firm in the Register of
Firms and shall file the notice along with the statement.

Withdrawal of a minor

When a minor who has been admitted to the benefits of the partnership in a firm, attains majority and elects
to become or not to become a partner then he may give notice to the Registrar that he has or has not become a
partner. The Registrar shall make a record of the notice in the entry relating to the firm in the Register of Firms
and shall file the notice along with the Statement.

Rectification of mistakes

Section 64 provides that the Registrar shall have the power to rectify any mistake at all times to bring the
entry in the Register of Firms relating to any firm into conformity with the documents relating to that firm. On
application made by all the parties, who have signed any document, the Registrar may rectify any mistake in such
document or in the record or note made in the Register of firms.
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Amendment by order of Court

Section 65 provides that a Court, deciding any manner, relating to a registered firm, may direct that the Registrar
shall make any amendment, in the entry in the Register of Firms, relating to such firm, which is consequential
upon its decision and the Registrar shall amend the entry accordingly.

Inspection

Section 66 provides that the Register of Firms shall be open to inspection by any person on payment of such
fee as may be prescribed. All statements, notices and intimations, filed shall be open to inspection subject to such
conditions and on payment of such fee, as may be prescribed.

Section 67 provides that the Registrar shall, on application, furnish to any person, on payment of such fee, as
may be prescribed, a copy, a certified under his hand, of any entry or portion thereof in the Register of Firms.

Rules of evidence

Section 68 provides that any statement, intimation or notice, recorded or noted in the Register of Firms,
shall, as against any person, by whom or on whose behalf such statement, intimation or notice was signed, be
conclusive proof of any fact therein stated.

Effect of non-registration

Section 69 of the Act place an unregistered firm under some disadvantages as a result of which firms go for
compulsory registration. The consequences of non-registration of a firm are as under;

1. No suit to enforce a right arising from a contract or conferred by this Act shall be instituted in any Court
by or on behalf of any person suing as a partner in a firm against the firm or any person alleged to be or to
have been a partner in the firm unless the firm is registered and the person suing is or has been shown in the
Register of Firms as a partner in the firm.

2. No suit to enforce a right arising from a contract shall be instituted in any Court by or on behalf of a firm
against any third party unless the firm is registered and the persons suing are or have been shown in the
Register of Firms as partners in the firm.

3. The provisions of sub-sections (1) and (2) shall apply also to claim of set- off or other proceeding to enforce
a right arising from contract, but shall not affect-

a) the enforcement of any right to sue for the dissolution of a firm or for accounts of a dissolved firm, or
any right or power to realise the property of a dissolved firm, or

b) the powers of an official assignee, receiver or Court under the Presidency- towns Insolvency
Act, 1909 or the Provincial Insolvency Act, 1920. to realise the property of an insolvent partner.
Penalty

Section 70 provides that any person who signs any statement, amending statement, notice or intimation,
containing any particular, which he knows to be false or does not believe to be true, or containing particulars
which he knows to be incomplete or does not believe to be complete, shall be punishable with imprisonment
which may extend to 3 months or with fine or with both.

Mode of giving public notice
Section 72 provides the mode of giving public notice. A public notice is given-

@ if it relates to the retirement or expulsion of a partner from a registered firm, or to the dissolution of a
registered firm, or to the election to become or not to become a partner in a registered firm by a person
attaining majority who was admitted as a minor to the benefits of partners, by notice to the Registrar of
Firms and by publication in the Official Gazette and in at least one vernacular newspaper circulating in the
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district where the firm, to which it relates, has its place or principal place of business; and

(®© in any other case, by publication in the Official Gazette and in at least one vernacular newspaper circulating

in the District where the firm, to which it relates, has its place of principal place of business.

5.3.7 Dissolution of a Firm (Section 39-47)

Section 39 provides that the dissolution of partnership between all the partners of a firm is called the ‘dissolution
of the firm’.

Modes of Dissolution of a firm
1. Dissolution without the order of the court or voluntary dissolution
a) Dissolution by agreement [Section 40]

Section 40 provides that a firm may be dissolved with the consent of all partners or in accordance with
a contract between the parties.

In ‘Hakmaji Meghaji V. Punnaji Devichand’ — AIR 1938 Bom 453 (456) it was held that mere cessation
of business by a partnership does not mean dissolution of partnership.

A deed of dissolution, signed by five out of six partners cannot amount to a deed of dissolution with
the consent of all the partners as designed in Section 40 of the Act. Dissolution and winding up are
two different concepts. Realization of the assets is a part of winding up and not of dissolution, unless,
perhaps, it was, expressly or by necessary implication, agreed upon by the parties that the life of the
partnership should be co-terminus with the collection of the last debt.

b) Compulsory dissolution [Section 41]
Section 41 provides that a firm is dissolved-

~

> By the adjudication of all the partners or of all the partners but one as insolvent; or

(o)

(o)

) By the happening of any event which makes it unlawful for the business of the firm to be carried on
or for the partners to carry it on in partnership.

Where more than one separate adventure or undertaking is carried on by the firm, the illegality of one
or more shall not cause the dissolution of the firm in respect of its lawful adventures and undertakings.

¢) Dissolution on the happenings of certain contingencies [Section 42]
Section 42 provides that subject to the contract between the partners, a firm is dissolved-
© if constituted for a fixed term, by the expiry of that term;
@ if constituted to carry out one or more adventures or undertakings, by the completion thereof;
© by the death of a partner; and
(© by the adjudication of a partner as an insolvent.

In ‘Chainkaram Sidhakaran Oswal vs. Radhakisan Vishwanath Dixit” — AIR 1956 Nag 46 it was held
that though there was no direct evidence of an express agreement to the effect that the partnership would
not be dissolved on account of death of a partner, the evidence on record established that at the time of
death of each of the two partners, the heirs of the deceased partner stepped into his shoes. This course
of conduct between the parties was held to be sufficient to raise an inference that there was a contract
between them that the partnership was not to be dissolved on the death of a partner.

d) Dissolution by notice of partnership at will [Section 43]
Section 43 provides that where the partnership is at will, the firm may be dissolved by any partner
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giving notice, in writing, to all the other partners, of his intention to dissolve the firm. The firm is
dissolved as from the date mentioned in the notice as the date of dissolution or, if no date is mentioned,
as from the date of the communication of then notice.

In ‘Lilabati Rana V. Lalit Mohan Dey’ — AIR 1952 Cal 499 it has been pointed out that the provisions
contained in Section 43 of the Partnership Act, do not control the firm dissolved even when no notice
in writing has been given as required under Section 43.

2. Dissolution by the court [Section 44]

Section 44 prescribes the grounds on which the Court may direct dissolution of a firm in a suit as discussed
below:

© if a partner has become of unsound mind;
© if a partner has become permanently incapable of performing his duties as partner;

@ if a partner is guilty of conduct which is likely to affect prejudicially the carrying on of business,
regarding being had to the nature of business;

@ if a partner willfully or persistently commits breach of agreements relating to-
(' the management of the affairs of the firm or the conduct of its business; or
) the conduct of its business; or

(© otherwise so conducts himself in matters relating to the business that it is not reasonably practicable
for the other partners to carry on the business in partnership with him;

®

If a partner has in any way-

© transferred the whole of his interest in the firm to a third party; or

©®

has allowed his share to be charged; or

®

has allowed it to be sold in the recovery of the arrears of land revenue; or

®

of any dues recoverable as arrears of land revenue due by the partner;

®

the business of the firm cannot be carried on save at a loss; or
© on any other ground which renders it just and equitable that the firm should be dissolved.

In ‘Sheoram vs. Prem Chand’ — AIR 1943 Nag 13 it was held that to a suit for dissolution of partnership and
rendition of accounts, all the partners and legal representatives of the deceased partner/partners are necessary
parties. The suit is to be dismissed if a necessary party is not impleaded or is impleaded beyond the period of
limitation.

Liability of partners after dissolution

Section 45 provides that the liability of the partners will continue for the acts done before the dissolution, even
after the dissolution, until public notice is given of the dissolution. The following partner is not liable for the acts
after the date on which he ceases to be a partner-

(© a deceased partner;
(® a partner who is adjudicated as an insolvent;

(© a partner, who not having been known to the person, dealing with the firm, to be a person, retires from the
firm

In ‘Rajagopala Pillai v. Krishnaswai Chetti’ — 8 Mad LJ 261 it was held that the legal representatives of a
deceased partner cannot be validly bound by an acknowledgement made by the surviving partner after dissolution
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caused by death. Once the partnership is dissolved, even the theory of implied agency disappears. After the
jural relationship of partners having been put an end, there can be no question of any partner, acting in any
representative capacity, so as to bind the firm.

Right of partners after dissolution

Section 46 provides that on the dissolution of a firm, every partner or his representative is entitled as against
all the other partners or their representatives, to have the property of the firm applied in payment of the debts and
liabilities of the firm and to have the surplus distributed among the partners or their representatives according
to their rights.

Continuing authority of partners

Section 47 provides that after the dissolution of a firm, the authority of each partner to bind the firm and the
other mutual rights and obligations of the partners continue, notwithstanding the dissolution, so far as may be
necessary to wind up the affairs of the firm and to complete transactions begun but unfinished at the time of the
dissolution, but not otherwise.

The firm is, in no case, bound by the acts of a partner who has been adjudicated insolvent. This will not affect
the liability of any person who has, after the adjudication, represented himself, or knowingly permitted to be
represented as partner of the insolvent.

Mode of settlement

Section 48 provides the mode of settlement of accounts between the partners after the dissolution. In this
regard, the following shall be observed, subject to the agreements by the partners-

© losses, including deficiencies of capital, shall be paid first out of profits, next out of capital and lastly if

necessary by the partners individually in the proportions in which they were entitled to share profits;

®

the assets of the firm, including any sums contributed by the partners to make up deficiencies of

,
©®

capital shall be applied in the following manner and order-

A in paying the debts of the firm to the third parties;

A in paying to each partner ratably what is due to him from the firm for advances as distinguished
A from capital;

A in paying to each partner ratably what is due to him on account of capital; and

A

the residue, if any, shall be divided among the partners in the proportions in which they were
entitled to share profits.

Payment of firm debts

Section 49 provides that where there are joint debts due from the firm and also separate debts due from any
partner, the property of the firm shall be applied in the first instance in payment of the dues of the firm. If there
is any surplus then the share of each partner shall be applied in payment of his separate debts or paid to him. The
separate property of any partner shall be applied first in the payment of his separate debts and the surplus, if any,
in the payment of the debts of the firm.

Personal profits after dissolution

Section 50 provides that the personal profits earned by any surviving partner or by the representatives of a
deceased partner, undertaken after the firm is dissolved on account of the death of a partner and before the affairs
have been completely wound up, then such personal profits shall be accounted to the firm. Where any partner or
his representative has bought the goodwill of the firm, he shall have right to use the firm name.
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Return of premium

Section 51 provides that where a partner has paid a premium on entering into partnership for a fixed term and
the firm is dissolved before the expiration of that term otherwise than by the death of the partner, such partner is
entitled to repayment of the premium or of such part there of as may be reasonable, regard being had to the terms
upon which he became a partner and to the length of time during which he is a partner, unless-

(© the dissolution is mainly due to his own misconduct; or

() the dissolution is in pursuance of an agreement containing no provision for the return of the premium or
any part of it.

Rescinding of contract

Section 52 provides that where a contract creating partnership is rescinded on the ground of the fraud or
misrepresentation of any of the parties, the party entitled to rescind is, without prejudice to any other right,
entitled-

(® to a lien, or a right of retention of, the surplus of the assets of the firm remaining after the debts of the
firm have been paid, for any sum paid by him for the purchase of a share in the firm and for any capital
contributed by him;

() to rank as a creditor of the firm in respect of any payment made by him towards the debts of the firm; and

() to be indemnified by the partner or partners guilty of the fraud or misrepresentation against all the debts of
the firm.

Restrain to use firm name

Section 53 provides that after a firm is dissolved, every partner or his representative may, in the absence of a
contract between the partners to the contrary, restrain any other partner from carrying on a similar business in
the firm name, or from using any of the property of the firm for his own benefit, until the affairs of the firm have
been completely wound up. Where any partner or his representative has brought the goodwill of the firm he has
the right to use the firm name.

In ‘Ramesh Kumar V. Smt. Lata Devi’ AIR 2007 MP 153 it was held that in order to exercise an option under
Section 53, it is necessary to establish that firm has been dissolved and after dissolution of the firm contract has
to be seen. In the absence of contract to the contrary there is option available to restrain any other partner or his
representative from carrying on the business in the firm name or using any of the property of the firm. The object
underlying this section is to restrain a partner from doing anything, while the liquidation proceedings are pending
which may prejudice the saleable value or otherwise affect the property of the firm until its use.

Agreements in restraint of trade

Section 54 provides that partners may, upon or in anticipation of the dissolution of the firm, make an agreement
that some or all of them will not carry on a business similar to that of them within a specified period of within
the specified local limits and notwithstanding anything contained in Section 27 of the Indian Contract Act, 1872,
such agreement shall be valid if the restrictions imposed are reasonable.

In ‘Premji Damodar V. L.V. Govindji & Co’ — AIR 1943 Sind 197 it was held that an agreement between the
two separating partners restrained one of them from doing any craft insurance business of any kind whatsoever,
directly or indirectly, as agent or as broker, throughout the whole world except at Karachi, and except as broker
and except through the other partner. It was held that the said agreement was void under Section 27 of the
Contract Act,1872 and not saved by Section 54 because the agreement subjected the partner to a species of
slavery as far as the insurance was concerned.
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EXERCISE
(©  Multiple Choice Question:
1. An act of a firm means:
a) Any partner or agent of the firm which gives rise to a right enforceable by or against the firm
b) Any act by all the partners
¢) Any omission by all the partners
d) All of the above

2. Partnership is the relation between persons who have agreed to share the profits of a business carried on
by all or any of them acting for all. Does it mean that losses are not shared?

a) A minor may be admitted in partnership, only for the profits, but he cannot share in losses.

b) It also depends on the partnership agreement. A person may share the profits but may not share in
losses.

¢) Sharing of profits also include losses (negative profits)
d) All of the above.

3. Where no provision is made by contract between the partners for the duration of their partnership, or for
the determination of their partnership, the partnership is called as:

a) Particular partnership
b) Partnership for a fixed term
c) partnership at will
d) None of the above
4. What information shall be given to the Registrar of Firms by a registered partnership firm:
a) New opening/closing of the existing branch, if any.
b) Change in the name of and address of the partner (s)/change in the constitution of the firm.
¢) What there is change in the name of the firm or in location of the principal place of business.
d) All of the above.
5. Who can inspect the Register and filed documents at the office of the Registrar:
a) Any Government servant
b) The Partners of the firm
¢) The partners of the other firms

d) Any person
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6. What are the right of partners after dissolution:

a) To have the surplus distributed among the partners or their representatives according to their
rights.

b) To have business wound up after dissolution
¢) To have the property of the firm applied in payment of the debts and liabilities of the firm.
d) All of the above

7. Where any member of a firm has died or otherwise ceased to be a partner, and the surviving or continuing
partners carry on the business of the firm with the property of the firm without any final settlement of
accounts as between them and the outgoing partner or his estate, then, in the absence of a contract to
the contrary, the outgoing partner or his estate is entitled at the option of himself or his representatives
to such share of the profits made since he ceased to be a partner as may be attributable to the use of his
share of the property of the firm or to interest at the rate of on the amount of his share in the property of
the firm:

a) 9% p.a.
b) 18%p.a.
c) 6% p.a.
d) 12%p.a.
8. The dissolution of partnership means:
a) It means the dissolution of partnership between all the partners of a firm
b) It means the change in the relations of the partners
c) It means the reconstitution of the firm.
d) None of the above.
9. In what circumstances a partner may retire:
a) Inaccordance with an express agreement by the partners

b) Where the partnership is at will, by giving notice in writing to all the other partners of his
intention to retire.

c) With the consent of all the other partners
d) All of the above.
10. What would be the position, where a minor elect not to become a partner:
a) He shall be entitled to sue the partners for his share of the property and profits.

b) His rights and liabilities shall continue to be those of a minor under this section up to the date on
which he gives public notice.
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¢) His share shall not be liable for any acts of the firm done after the date of the notice.
d) All of the above

(& State TRUE or FALSE

1. Consideration, which is of essence for the formation of a contract, is essential for the formation of the
partnership.

2. The goodwill shall, subject to contract between the partners, be included in the assets and it may be sold
either separately or along with other property of the firm.

3. Debts of the firm shall be paid first out of the property of the firm, but in case of private debts of the
partners, it shall be paid last after paying of all the dues of the firm.

4. The implied authority of a partner is to carry on the business of the firm, in the usual way.

5. Subject to contract between the partners, the property of the firm includes acquired, by purchase or
otherwise, by or for the firm, or for the purposes and in the course of business of the firm, the goodwill
of the business and all property and rights and interests in property originally brought into the stock of
the firm.

©  Fill in the blanks

1. The partners in a firm may, by contract between the partners, restrict or extend the authority of
any partner.

2. When there is any change in the constitution of the firm, the status of the continuing guarantee given to
the firm shall be as to future transactions from the date of any change in the constitution of the
firm.

3. The State Government may appoint Registrars of Firms for the purposes of this Act, every Registrar

shall be deemed to be a within the meaning of section 21 of the Indian Penal Code.
4. A firm may be dissolved by the Court order or in accordance with a between the partners.
5. A person may be deemed as partner by estoppels or holding out when he by his represents himself

to be a partner in a firm.

©  Short Essay Type Questions
1. What are the different types of partnership?

2. Descibe the rights of a partner.
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3. Write short notes on-
(a) Partnership at will

(b) Liability of a retiring partner

(& Essay Type Questions
1. Discuss the duties of a partner in a partnership firm.
2. Discuss the procedure for dissolution of the firm.
3. When can a partnership firm be dissolved?
4. Discuss the concept of implied authority of a partner.
5

Discuss the procedure for registration of a partnership firm.

©  Unsolved Cases

1. M/s XYZ is partnership firm and X, Y and Z are the partners. During the course of business travel,
partner X recovered a sum of 15,000 in cash from the debtor of the firm and credit in his personal bank
account. Does the act of X will amount to mis-appropriating the funds of the firm and utilisation of the
same for the personal gain.

2. M/s ABC is a partnership firm where Mr. X, Y and Z are partners. Mr. X signs a contract with Coal India
Limited for supply of some goods, on behalf of the partnership firm. Can he do so individually or would
he require the consent from other two partners?

Answer:

Multiple Choice Question:
1.d; 2.d; 3.¢; 4.d; 5.d; 6.d; 7.¢; 8.b; 9.d; 10.d.

State whether TRUE or FALSE
1. False; 2. True; 3. True; 4. True; 5. True.

Fill in the blanks

1. implied; 2. revoked; 3. public servant; 4. contract; 5. conduct.
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This Module includes -
6.1 Concept, Formation, Membership, Functioning

6.2 Dissolution
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SLOB Mapped against the Module

To acquire the requisite knowledge about the business form of limited liability
partnership, its essential features, rights and liabilities of the partners, and dissolution
of LLPs.

/ Module Learning Objectives: \

After studying this module, the students will be able -

A To acquire the requisite knowledge about the business form of limited liability
partnership, its essential features, rights and liabilities of the partners, and
dissolution of LLPs.

A To develop an understanding about the different provisions governing a
k limited liability partnership firm and how it is distinct from a company. /
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Concept, Formation, Membership |
and Functioning |

limited liability partnership is another form of doing business in India under the LLP Act, 2008. The

benefit of this business form is that it has the feature of limited liability as can be seen in companies.

Despite being a partnership, there are many features that an LLP has which are like that of a company.

This business form can continue its existence irrespective of changes in partners, much like a company
where membership changes hands. LLPs are capable of entering into contracts and holding property in its own
name. The LLP is a separate legal entity, as any incorporated association is and has unlimited liability, but the
liability of the partners is limited to their pre-determined contribution in the LLP. Similarly, as in a company,
individual partners when acting ultra vires or in an independent manner, would not make other members liable
for their acts, despite their being the concept of mutual agency. Unlike a company, where articles of association
govern, a limited liability partnership is governed by an agreement between the partners or between the partners
and the LLP. An LLP has the characteristics of both the partnership firm and company. It is the most preferred
form of organization among entrepreneurs as it incorporates the benefits of both partnership firm and company
into a single form. LLPs in India are regulated by the Limited liability Partnership Act, 2008.

Among many features, the advantages of incorporating a limited liability partnership are the low amount of
cost and less compliances involved in registering the same. Moreover, the statutory obligations of a company to
rotate directors within the board, there is no such provision relating to rotation of partners.

The LLP structure is available in countries like United Kingdom, United States of America, various Gulf
countries, Australia and Singapore. In India on the advice of experts who have studied LLP legislations in
various countries, the LLP Act is broadly based on UK LLP Act 2000 and Singapore LLP Act 2005. Both these
Acts allow creation of LLPs in a body corporate form i.e., as a separate legal entity, separate from its partners/
members.

6.1.1 Concept of LLP
The concept of LLP is explained as below:

(& Tt is an alternative corporate business from that gives the benefit of limited liability of a company and the
flexibility of the partnership;

(® It can continue its existence irrespective of changes in partners;
(& It is capable of entering into contracts and holding property in its own name;

© TItis a separate Legal entity and is liable to the full extent of its assets but liability of the partners is limited
to their agreed contribution in the LLP;

(© No partner is liable on account of the independent or un-authorized actions of other partners, thus individual
partners are shielded from joint liability created by another partner’s wrongful business decisions or
misconduct;
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(& Mutual rights and duties of the partners within a LLP are governed by an agreement between the partners
or between the partners and the LLP as the case may be.

LLP Act

The Government introduced the ‘Limited Liability Partnership Bill, 2006’ in the Rajya Sabha on 15.12.2006.
The bill was referred to the Department Related Parliamentary Standing Committee on Finance for examination
and report. The Committee presented its report on 27.11.2007. The Committee made several recommendations
which were examined and considered by the Government. The bill was made an Act in the year 2009. The Act
contains 14 chapters with 81 sections and four schedules.

) First Schedule — Provisions regarding matters relating to mutual rights and duties of partners and limited
liability partnership and its partners applicable in the absence of any agreement of such matters;

() Second Schedule — Conversion from firm into limited liability partnership;
(© Third Schedule — Conversion from private company into limited liability partnership;
) Fourth Schedule — Conversion from unlisted company into limited liability partnership.

To implement the provisions of this Act, the Central Government made ‘Limited Liability Partnership
Rules, 2009 which came into 01.04.2009 except Rules 32 and 33, Rules 38 to 40 which came into effect from
22.05.2009. For the purpose of winding up of a Limited Liability Partnership, the Central Government made
‘The Limited Liability Partnership (Winding up and Dissolution) Rules, 2012.

Limited liability partnership

Section 2(1)(n) defines the expression ‘limited liability partnership’ as a partnership formed and registered
under LLP Act.

Who may be a partner in LLP?
Section 5 provides that any individual or body corporate may be a partner in a LLP. The expression

‘body corporate’ is defined under Section 2(1)(d) of the Act as a company as defined in Section 3 of the
Companies Act, 1956 and includes-

(© a limited liability partnership registered under the Act;

() a limited liability partnership incorporated outside India; and

(© a company incorporated outside India;

but does not include-

(© a corporation sole;

(© a co-operative society registered under any law for the time being in force; and

(© any other body corporate, not being a company, or a LLP, which the Central Government may, by
notification in the Official Gazette, specify in this behalf.

An individual shall not be capable of becoming a partner of LLP, if-

(' he has been found to be of unsound mind by a Court of competent jurisdiction and the findings is
© in force.

© he is undischarged insolvent; or

) he has applied to be adjudicated as an insolvent and his application is pending.
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Example: X Co. Ltd, is a partner of a partnership firm. The partnership firm already has 5 individual partners
in it. X Co. Ltd. by virtue of being a limited liability company, can be the 6! partner.

There have been many amendments to sections of the LLP Act, 2008 through The Limited Liability Partnership
(Amendment) Act, 2021. For instance, the following changes have been brought about.

Certain offences have been decriminalised. The Act specifies the manner of operations of LLPs, and provides
that violating these requirements will be punishable with a fine ranging between two thousand rupees and five
lakh rupees. These requirements include:

1) changes in partners of the LLP,
ii) change of registered office,
iii) filing of statement of account and solvency, and annual return, and

iv) arrangement between an LLP and its creditors or partners, and reconstruction or amalgamation of an LLP.
These offences have been decriminalised and a monetary penalty has been imposed. The amendment has
also removed some grounds whereby the non-compliance by an LLP of the central government directive
to change name of the said LLP, on certain grounds, attracted fines. The amendment now empowers the
central government to allot a new name to such an LLP instead of levying a fine. The amendment has also
increased the maximum term of imprisonment from two years to five years including a fine between Rs
50,000 and five lakh rupees, in cases of fraudulent activities carried out by an LLP including defrauding
its creditors. In such cases the penalty is said to be imposed on every person party to it knowingly.

Under the Act, the central government may compound any offence under the Act which is punishable only with
a fine. The amount imposed may be up to the maximum fine prescribed for the offence. The amendment amends
this to provide that a regional director (or any officer above his rank), appointed by the central government, may
compound such offences.

The amendment allows the central government to establish special courts for ensuring speedy trial of offences
under the Act. The special court will consist of:

i) A Sessions Judge or an Additional Sessions Judge, for offences punishable with imprisonment of three
years or more; and

ii) A Metropolitan Magistrate or a Judicial Magistrate, for other offences. They will be appointed with the
concurrence of the Chief Justice of the High Court. Appeals against orders of these special courts will lie
with High Courts. The amendment also contemplates that appeals before NCLAT cannot be made against
an orders of NCLT that have been passed with the consent of the parties. Appeals must be filed within 60
days (extendable by another 60 days) of the order. The amendment empowers the central government may
prescribe the standards of accounting and auditing for classes of LLPs, in consultation with the National
Financial Reporting Authority

6.1.2 Members
Minimum number of members

Section 6 (1) prescribes that every LLP shall have at least two partners.
Reduction in minimum number of members [Section 6(2)]

If at any time the number of partners of a limited liability partnership is reduced below two and the limited
liability partnership carries on business for more than six months while the number is so reduced, the person,
who is the only partner of the limited liability partnership during the time that it so carries on business after
those six months and has the knowledge of the fact that it is carrying on business with him alone, shall be liable
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personally for the obligations of the limited liability partnership incurred during that period.
Designated partner

Section 7(1) provides that every LLP shall have at least two designated partners. The designated partners
shall be individual and at least one of them shall be a resident of India, who has stayed in India for a period not
less 182 days during the preceding one year. In case all the partners of the LLP are bodies corporate or one or
more partners are individuals and bodies corporate then at least two individual partners or nominees of bodies
corporate shall act as designated partners.

(© Ifthe incorporation document specifies who are to be designated partners, such persons shall be designated
partners on incorporation;

®

If the incorporation document states that each of the partners from time to time of LLP is to be designated
partner, every partner shall be a designated partner;
(© Any partner may become or cease to be a designated partner in accordance with LLP agreement;
Filing requirement
Section 7(4) provides that-
©  An individual shall give his consent to become a designated partner in Form — 9;

(& The particulars of an individual who has given his consent to act as designated partner shall be filed in Form
No.- 4.

(© The individual who has given consent to act as partner or a designated partner shall file consent in Form -2
along with fee.

Disqualification to become designated partner
Rule 9 prescribes that a person shall not be capable of being appointed as a designated partner of a LLP, if he-
(' has at any time within the preceding five years been adjudged insolvent; or

(& suspends, or has at any time within the preceding five years suspended payment to his creditors and has not
any time within the preceding five years made, a composition with them; or

© has been convicted by a Court for any offence involving moral turpitude and sentenced in respect thereof
to imprisonment for not less than six months; or

(© has been convicted by a Court for an offence involving section 30 of the Act.
Liabilities of designated partners

Section 8 provides the liabilities of designated partners. It provides that unless expressly provided otherwise in
this Act, a designated partner shall be —

(© responsible for the doing of all acts, matters and things as are required to be done by the LLP in respect of
compliance of the provisions of the Act including filing of any document, return, statement, report under
this Act and as specified in the agreement;

(© liable to all penalties imposed on the LLP for any contravention of those provisions.
Vacancy

Section 9 provides that a LLP may appoint a designated partner within 30 days of the vacancy arising for any
reason. If no designated partner is appointed, or if at any time there is only one designated partner, each partner
shall be deemed to be a designated partner.
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Punishment

Section 10(1) provides the LLP contravenes the provisions of Sections 7(1) the LLP and its every partner shall
be punishable with fine which shall not be less than X 10,000/- but which may extend to 5 lakhs.

Section 10(2) provides that if the LLP contravenes the provisions of Section 7(4) and (5), Section 8 or
Section 9 the LLP and every partner shall be punishable with fine which shall not be less than X 10,000 but which
may extend to X1 lakh.

6.1.3 Formation
Incorporation of LLP
The incorporation of an LLP involves the following steps:

(& Reservation of name;

(© Submission of incorporation documents with Registrar;

© Registration of LLP.
Reservation of name

Section 16 of the Act provides that a person may apply in LLP Form No. | along with the payment of fee of
%200 to the Registrar having jurisdiction where the registered office of the LLP is to be situate. The application
shall indicate the name of the proposed LLP. Rule 18 (1) provides that the name of the LLP shall not be one
prohibited under the Emblems and Names (Prevention of Improper Use) Act, 1950. Rule 18(2) gives the list of
names that are not generally reserved.

Upon receipt of an application along with the fee the Registrar may, if he is satisfied, subject to the rules,
that the name to be reserved is not one which may be rejected on any ground, reserve the name. The Registrar
shall inform to the applicant for reservation or non-reservation of the changed name or the name with which
the proposed LLP is to be registered within seven days of the receipt of the application. The said name shall be
available for reservation for a period of three months from the date of intimation by the Registrar.

Rule 19(1) provides that a LLP or a body corporate or any other entity which has already a name which is
similar to or which too nearly resembles the name of a LLP incorporated subsequently, may apply to the Registrar
in Form 23 to give a direction to that LLP to change its name. The application for this purpose shall state-

(o)

(© The LLPIN of LLP, or the CIN of the company or the registration number of the other entity as the case
may be;

()

(© The name with which the LLP or the company or any other ground was incorporated or registered,;

<
(o)
2

The grounds of objection to the name of the LLP incorporated subsequently.

The application shall be verified by the person making it. The following documents are to be attached with the
application-
© The authority under which he is making such an application;
(® A copy of the incorporation certificate of the LLP or the company or the registration certificate of the entity
as the case may be.

Submission of incorporation document

Section 11(1) provides that two or more person associated for carrying on a lawful business with a view to
profit shall subscribe their names to an incorporation document. The incorporation document shall be in LLP
Form No. 2. According to Section 11(2) the incorporation document shall-
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(© State the name of the LLP;

(© State the proposed business of the LLP;

(© State the address of the registered office of the LLP;

(& State the name and address of each of the persons who are to be partners of the LLP on incorporation;
(& State the name and address of the persons who are to be designated partners of the LLP on incorporation;
(© Contain such other information as may be prescribed.

The fee payable for registration of LLP is as detailed below:

LLP whose contribution does not exceed X 1 lakh — X500

) LLP whose contribution exceeds ¥ 1 lakh but does not exceed ¥ 5 lakhs — 32,000

) LLP whose contribution exceeds 5 lakhs but does not exceed X 10 lakhs — 34,000

© LLP whose contribution exceeds I 10 lakhs — 35,000

The Statement in the prescribed form, made by either an Advocate or a Company Secretary or a Chartered
Accountant or a Cost Accountant who is engaged in the formation of the LLP and by anyone who subscribed
his name to the incorporation document, that all the requirements of this Act and the rules made there under
have been complied with, in respect of incorporation and matters precedent and incidental thereto, is also to be
furnished.

®

Section 11(3) provides that if a person makes such a statement which he knows to be false or does not believe
to be true, he shall be punishable with imprisonment for a term which may extend to two years and with fine
which shall not be less than 310,000 but which may extend to I 5 lakhs.

The incorporation document duly complying with the required provision shall be filed with the Registrar
having jurisdiction over the State in which the registered office of the LLP is to be situated.

Incorporation by registration

Section 12(1) provides that when the requirements have been complied, the Registrar shall retain the
incorporation document. If the requirements have not been complied with, he shall within a period of 14 days-

(© Register the incorporation document; and
(© Give a certificate that the LLP is incorporated by the name specified therein.

The Registrar may accept the statement furnished by a Professional engaged in the formation of the LLP, as
sufficient evidence that the requirement imposed has been complied with. The Certificate shall be signed by the
Registrar and authenticated by his office. This certificate is the conclusive evidence that the LLP is incorporated
by the name specified therein.

No LLP shall be registered by a name which, in the opinion of the Central Government is-
) Undesirable; or

() Identical or too nearly resembles to that of any other partnership firm or LLP or body corporate or a
registered trademark or a trademark which is subject of an application for registration, of any other person
under the Trade Marks Act, 1999.

The Registrar shall maintain a Register of LLP in which the names of LLPs shall be entered in the order in
which they are registered. Every LLP so registered shall be assigned a LLP identification Number (LLPIN) in
one consecutive series.
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Registered Office

Section 13(1) provides that every LLP shall have a registered office to which all communications and notices
may be addressed and where they shall be received.

Effect of Registration

Section 14 provides that on registration, a LLP shall, by its name, capable of-

© Suing and being sued;
O

® Acquiring, owning, holding and developing or disposing of property, whether movable or immovable,

tangible or intangible;

()

¢ Having a common seal, if it decides to have one; and

~

\
»)

) Doing and suffering such other acts and things as bodies corporate may lawfully do and suffer.

z

Name

Every LLP shall have either the words ‘limited liability partnership’ or the acronym ‘LLP’ as the last words
of its name. Section 21 provides that every LLP shall ensure that its invoices, official correspondence and
publications bear the following-

()

& The name, address of its registered office and registration number of the LLP; and
(© A statement that is registered with LLP.

Any LLP which contravenes the provisions of Section 13 and 21 shall be punishable with fine which shall not
be less than ¥2,000 but which may extend to ¥25,000.

Section 20 provides that if any person or persons carry on business under any name or title of which the words
‘limited liability partnership’ or ‘LLP’ or any contraction or imitation thereof is or are the last or words, that
person of each of those persons shall, unless duly incorporated as LLP, be punishable with fine which shall not
be less than ¥50,000 but which may extend to X5 lakhs.

Service of documents

Section 13(2) provides that a document may be served on a LLP or a partner or a designated partner by sending
it by post under a certificate of posting or by registered post or electronic communication or courier at the
registered office and any other address specifically by declared by the LLP for this purpose.

Rule 16 provides that a LLP shall give an address for service of documents within the jurisdiction of the
Registrar where its registered office is situate. Such address shall include the PIN code and e-mail address.
The LLP may, in addition to the registered office address, declare any other address as its address for service of
documents as laid down in the LLP agreement. Where the agreement does not provide for such manner, consent
of all partners shall be required for declaring any other address as the address for service of documents.

The intimation of other address for service of document shall be given to the Registrar in Form No. 12 within
30 days of complying with the requirements along with the fee. The effective date for service of documents to
LLP at the addressed declared by LLP cannot be prior to the date of filing of the document.

Change of registered office

Section 13(3) provides that a LLP may change the place of its registered office and file the notice of such
change with the Registrar by following the procedure as laid down in the LLP agreement. If there is no such
agreement, consent of all partners shall be required for changing the place of registered office of a LLP to another
place. Ifthe change in place is from one State to another State, the LLP having secured creditors shall also obtain
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the consent of such secured creditors.

The notice for change of registered office shall be given to Registrar in Form No. 15, within 30 days of
complying with the requirements in case of change of registered office is within the same State and within 30
days of complying in the case of registered office from one State to another State, along with the fee.

If the change in place of registered office is from one State to another State, the LLP shall publish a general
notice, not less than 21 days before filing any notice with Registrar, in a daily newspaper published in English
and in the principal language of the District in which the registered office of the LLP is situated and circulating
in that district giving notice of change of registered office.

If the change is within the State from the jurisdiction of one Registrar to the jurisdiction of another Registrar
or from one State to another State the LLP shall file the notice in Form 15 with the Registrar from where the
LLP proposes to shift its registered office with a copy thereof for the information to the Registrar under whose
jurisdiction the registered office is proposed to be shifted.

Change of name

Rule 20 provides that any LLP may change its name by following the procedure as laid down in the LLP
agreement. Where the LLP agreement does not provide such procedure, the consent of all partners shall be
required for changing the name of LLP. Notice of change of name shall be given to the Registrar in Form No. 5
within 30 days of complying with the requirement along with the required fee. The Registrar, on being satisfied
that the changed name is the one as reserved by him shall issue a fresh certificate of incorporation in the new
name and the change name shall be effective from the date of such certificate.

Change of name by Central Government

Section 17 provides that where the Central is satisfied that a LLP has been registered, whether through
inadvertence or otherwise and whether originally or by a change of name, under a name which is undesirable
or is identical with or too nearly resembles the name of any other LLP or body corporate or other name as to
be likely to be mistaken for it, the Central Government may direct such LLP to change its name. The LLP shall
comply with the said direction of the Central Government within 3 months after the date of direction or such
longer period as the Central Government may allow.

Any LLP which fails to comply with the above direction, shall be punishable with fine which shall not be less
than 310,000 but which may extend to 5 lakhs and the designated partner of such LLP shall be punishable
which shall not be less than 10,000 but which may extend to *1 lakh.

Partners and their relations

Chapter IV of the Act deals with the partners of LLP and the relations prevailing between them. The LLP
is governed by the LLP agreement made between the partners. The persons who subscribed their names to the
incorporation document shall be its partners on the incorporation of LLP. Any other person may become partner
of LLP in accordance with the LLP agreement. The agreement is a vital document in LLP transactions.

An agreement made in writing before the incorporation of a LLP between the persons who subscribe their
names to the incorporation document may impose obligations on the LLP. For this such agreement is to be
ratified by all the partners after the incorporation of the LLP. The LLP shall file such information in Form 3 with
the Registrar within 30 days of the ratification by all the partners along with the fee.

The mutual rights and duties of the partners of a LLP and the mutual rights and duties of a LLP and its partners
shall be governed by the LLP agreement between the partners or between the LLP and its partners, save as
otherwise provided by the Act.

Every LLP shall file information with regard to the LLP agreement in Form 3 with the Registrar within 30 days
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of the date of incorporation along with the required fee. Any change is made in the LLP agreement the same
shall be informed in Form 3 within 30 days of such change along with the fee.

In the absence of agreement as to any matter-

)
I\

I
\J

®

®

®

®

®

the mutual rights and duties of the partners; and

the mutual rights and duties of the LLP and the partners shall be determined by the provisions relating to
the matter as set out in the First Schedule which is as follows:

All the partners of a LLP are entitled to share equally in the capital, profits and losses of the LLP;

The LLP shall indemnify each partner in respect of payments made and personal liabilities incurred by
him-

A in the ordinary and proper conduct of the business of the LLP; or

A in or about anything necessarily done for the preservation of the business or property of the LLP;

Every partner shall indemnify the LLP for any loss caused to it by his fraud in the conduct of the business
of the LLP;

Every partner may take in the management of the LLP;
No partner shall be entitled to remuneration for acting in the business or management of the LLP;
No person may be introduced as a partner without the consent of all existing partners;

Any matter or issue relating to the LLP shall be decided by a resolution passed by a majority in number
of the partners. Each partner shall have one vote. However no change may be made in the nature of the
business of the LLP without consent of all the partners;

Every LLP shall ensure that decisions taken by it are recorded in the minutes within 30 days of taking such
decisions and are kept and maintained at the registered office of the LLP;

Each partner shall render true accounts and full information of all things affecting the LLP to any partner
or his legal representatives;

If a partner carries on any business of the same nature as and competing with the LLP without the consent
of the LLP, he must account for and pay over to the LLP all profits made by him in that business;

Every partner shall account to the LLP for any benefit derived by him without the consent of the LLP
from any transaction concerning the LLP or from any use by him of the property, name or any business
connection of the LLP;

No majority of the partners can expel any partner unless a power to do so has been conferred by express
agreement between the partners;

All disputes between the partners arising out of the LLP agreement which cannot be resolved in terms of
such agreement shall be referred for arbitration as per the provisions of Arbitration and Conciliation Act,
1996.

Cessation of partnership interest

Section 24 provides the circumstances under which the interest of the partnership is ceased. The cessation of
a partner of a LLP is in accordance with the agreement entered with the other partners. In the absence of such
agreement a partner who intends to resign may give a notice in writing of not less than 30 days to the other
partners.

A person shall cease to be a partner of a LLP on the following grounds-
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(© on his death or dissolution of the LLP; or

© if he is declared to be of unsound mind by a competent court; or

© if he has applied to be adjudged as an insolvent or declared as an insolvent;
Liability of the ceased partner

Section 24(3) provides that where a person has ceased to be a partner of LLP he is to be regarded as still being
a partner of the LLP unless-

(© the person has notice that the former partner has ceased to be a partner of the LLP;
(© notice that the former partner has ceased to be a partner of the LLP has been delivered to the Registrar.

Section 24(4) provides that the cessation of a partner from the LLP does not by itself discharge the partner from
any obligation to the LLP or to the other partners or to any other person which he incurred while he is a partner.

Entitlement to the ceased partner

Section 24(5) provides that where a partner of a LLP ceases to be a partner, unless provided in the agreement,
he or a person entitled to his share in case of death or insolvency, shall be entitled to receive from the LLP the
following-

(& an amount equal to the capital contribution of the former partner actually made to the LLP; and

() his right to share in the accumulated profits of the LLP, after the deduction of accumulated losses of LLP,
determined as at the date the former partner ceased to be a partner;

Restrictions on ceased partner

Section 24(6) provides that a former partner or a person who is entitled to receive the benefits of the LLP, shall
not have any right to interfere in the management of the LLP.

Registration of changes in partners

Section 25 provides the procedure to be followed by the LLP and the partners in case there is a change in
partners.

Section 25(1) provides that every partner shall inform the LLP of any change in his name or address within a
period of 15 days of such change in Form No. 6. Section 25(5) provides that if any partner contravenes the same
he shall be punishable with fine which shall not be less than ¥2,000 but which may extend to I25,000.

Section 25(2) provides that a LLP shall file a notice with the Registrar where a person becomes or ceases to be
a partner in Form No. 4. Where there is any change in the name or address of a partner, the LLP shall file a notice
with the Registrar within 30 days of such change in Form No. 4 along with the fee. The form shall be signed by
the designated partner of LLP and authenticated in a manner as may be prescribed. If the change is related to an
incoming partner, it shall contain a statement by such partner that he consents to becoming a partner, signed by
him and authenticated in the manner as may be prescribed. Form 4 shall be accompanied by a certificate from a
Chartered Accountant in practice or Cost Accountant in practice or a Company Secretary in practice that he has
verified the particulars from the books and records of the LLP and found them to be true and correct.

Section 25(4) provides that the LLP fails to file notice in Form 4, the LLP and every designated partner of the
LLP shall be punishable with fine which shall not be less than 32,000 but which may extend to 325,000.

Section 25(6) provides that a ceased partner of a LLP may himself file with the Registrar the notice if he has
reasonable cause to believe that the LLP may not file the notice with the Registrar. In case of any such notice
filed by a partner, the Registrar shall obtain a confirmation to this effect from the LLP unless the LLP has also

The Institute of Cost Accountants of India




Limited Liability Partnership Act, 2008

filed such notice. If no confirmation is given by the LLP within 15 days the Registrar shall register the notice
made by the ceased partner.

Liability of LLP

Section 27, in Chapter V, provides the liabilities of the LLP. The LLP is liable if a partner of a LLP is liable
to any person as a result of a wrongful act or omission on his part in the course of the business of LLP or with

its authority. An obligation of the LLP whether arising in contract or otherwise, shall be solely the obligation
of the LLP.

A LLP is not bound by anything done by a partner in dealing with a person if-

(® the partner has no authority to act for the LLP in doing a particular act; and

© the person knows that he has no authority or does not know or believe him to be a partner of the LLP.

Section 29(2) provides that where any credit is received by the LLP as a result of the representation of a person
to be a partner of LLP, shall also be liable to the extent of credit received by it or any financial benefit derived
thereon.

The liabilities of the LLP shall be met out of the property of the LLP.
Partner as agent

Section 26 provides that every partner of a LLP is the agent of the LLP. He is not the agent of other partners.
Liability of partner

The liabilities of the partner are discussed in detail as below:

)

(© Section 28 provides that a partner is not personally liable solely by reason of being a partner of LLP. But
he will be personally liable for his own wrongful act or omission. But he shall not be personally liable for
the wrongful act or omission of any other partner of the LLP;

(© Section 29 provides that any person, who by words spoken or written or by conduct represents himself, or
knowingly permits himself to be represented to be a partner in a LLP is liable to any person, who has on
the faith of any such representation given credit to the LLP, whether the person representing himself or
represented to be a partner does or does not know that the representatives has reached the person so giving
credit.

Unlimited liability

Section 30 provides that any act with intent to defraud creditors of the LLP or any other person, the liability of
LLP and partners shall be unlimited for all or any of the debts or other liabilities of the LLP. If such act is carried
out by a partner, the LLP is liable to the same extent as the partner unless it is established by the LLP that such
act was without the knowledge or the authority of the LLP.

Punishment

Section 30(2) provides that where any business is carried on with such intent to defraud the creditors of LLP,
every person who was knowingly a party to the carrying on the business shall be punishable with imprisonment
for a term which may extend to 2 years and with fine which shall not be less than ¥50,000 but which may extend
to X5 lakhs.

In such cases the LLP or any partner or designated partner or employee shall be liable to pay compensation to
any person who has suffered any loss or damage by reason of such conduct.

Section 31 provides for reduction of penalty awarded under Section 30(2). According to Section 31 the Court
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or Tribunal may reduce or waive any penalty imposed on any partner or employee of a LLP, if it satisfied that-
© such partner or employee of a LLP has provided useful information during investigation of such LLP;or

(& when any information given by any partner or employee leads to LLP or any partner or employee of such
LLP being convicted under this Act or any other Act.

No partner or employee of any LLP may discharged, demoted, suspended, threatened, harassed or in any
other manner discriminated against the terms and conditions of his LLP or employment merely because of his
providing information or causing information to be provided by him.

Contributions

It is the obligation of a partner of LLP to make contribution as per the LLP agreement. A partner may
contribute to the LLP-

(© tangible or intangible property; or
(© moveable or immovable property; or

() other benefit including money, promissory notes, other agreements to contribute cash or property and
contracts for services performed or to be performed.

The money value of contribution of each partner shall be accounted for and disclosed in the accounts of the
LLP. The same shall be valued by a practicing Chartered Accountant or practicing Cost Accountant or by
approved valuer from the panel maintained by the Central Government.

Maintenance of books and accounts

Section 34 requires the LLP to maintain proper books of account relating to its affairs for each year and for
filing of an annual Statement of Account and solvency with the Registrar. The accounts of LLP shall be audited.
The Central Government is given power to exempt any class or classes of LLP from the requirements of this
section.

Rule 24 provides that every LLP shall keep books of accounts which are sufficient to show and explain the
LLP’s transactions to-

@ disclose with reasonable accuracy, at any time, the financial position of the LLP at that time; and

(& enable the designated partners to ensure that any Statement of Account and Solvency prepared complies
with the requirements of the Act;

Books of accounts

The books account shall contain-

®

particulars of all sums of money received and expended by the LLP and the matters in respect of which the
receipt and expenditure takes place;

@ arecord of the assets and liabilities of the LLP;

(© statements of cost of goods purchased, inventories, work-in-progress, finished goods and cost of goods
sold; and

(© any other particulars which the partners may decide.
The books of account of a LLP are required to preserve for 8 years from the date on which they are made.
Statement of Account and Solvency

Every LLP shall file a Statement of Account and Solvency in Form No. 8 with the Registrar, within a period of
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30 days from the end of six months of the financial year to which the Statement of Account and Solvency relates,
along with the prescribed fee. If a LLP has closed the financial year on 31.03.2011, it shall file the Statement
of Account and Solvency in Form No.8 with the Registrar within a period of 60 days from the date of end of 6
months of the financial year to which the Statement of Account and Solvency relates.

The Statement of Account and Solvency of an LLP shall be signed on behalf of the LLP by its designated
partners. Each designated partner shall be taken to be a party to its approval unless he shows that he took all
reasonable steps to prevent their being approved and signed.

Audit of accounts

Rule 24(8) provides that the accounts of every LLP shall be audited. If the turnover of a LLP does not exceed,
in any particular year 40 lakhs, or whose contribution does not exceed ¥ 25 lakhs shall not be required to get its
accounts audited. But if the partners of such LLP wants to get the accounts audited the same shall be audited in
accordance with the rules. If they decide not to audit, then the Statement of Account and Solvency shall include
a statement by the partners to the effect that the partners acknowledge their responsibilities for complying with
the requirements of the Act and the Rules with respect to preparation of books of account and a certificate in the
Form No.8.

Appointment of auditor

A Chartered Accountant in practice is qualified for appointment as an auditor. The auditor(s) shall be appointed
for each financial year of the LLP for auditing its accounts. The designated partners may appoint an auditor(s)-

(& at any time for the first financial year but before the end of the first financial year;
(© at least 30 days prior to the end of each financial year (other than the first financial year);

© to fill a casual vacancy in the office of auditor, including in the case when the turnover or contribution of
LLP exceeds the limits; or

© to fill up the vacancy caused by removal of an auditor.

If the designated partners have failed to appoint auditor(s), the partners may appoint an auditor or auditors. An
auditor appointed shall hold office in accordance with the terms of his or their appointment and shall continue to

hold such office till the period-
© the new auditors are appointed; or
(o)

) they are re-appointed.

Rule 24 (14) provides that where no auditor has been appointed, any auditor in office shall be deemed to be
re-appointed unless-

© the LLP agreement requires actual reappointment; or

(' the majority of partners have determined that he should be reappointed and have given a notice to this effect

to the LLP.
A notice may be in hard copy or electronic form and must be authenticated by the person or persons giving it.
The above shall be applicable to removal and resignation of auditors.

The remuneration of an auditor may be fixed by the designated partners or in accordance with the procedure
laid down in the LLP agreement.

Removal of auditor

Rule 24(18) provides that the partners of a LLP may remove an auditor from office at any time by following the
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procedure as laid down in the LLP agreement. If the agreement does not provide for the removal of an auditor,
consent of all partners shall be required for removal of the auditor from his office.

Resignation of auditor

Rule 24(19) provides that an auditor of an LLP may resign his office by depositing a notice in writing to that
effect at the LLP’s registered office. If an auditor is not willing to be re-appointed he shall give a notice in writing
to the LLP not less than 14 days before the end of the time allowed for appointing the new auditor. The notice is
not effective unless it is accompanied by the statement of the circumstances connected with his ceasing to hold
office. The auditor’s term comes to an end as on the date on which the notice is deposited or on such later date
as may be specified in the notice.

Annual return

Section 35 seeks that every LLP shall be required to file with the Registrar an Annual Return duly authenticated
every year in Form No. 11 along with the fees. The annual return of an LLP having turnover up to X5 crore
during the corresponding financial year or contribution up to I 50 lakhs shall be accompanied with a certificate
from a designated partner, other the signatory to the annual return, to the effect that the annual return contains
true and correct information. In all other cases, the annual return shall be accompanied with a certificate from a
Company Secretary in practice to the effect that he has verified the particulars from the books and records of the
LLP and found them to be true and correct.

The Central Government is given power to prescribe, by rules, the contents and manner for filing of such
return. If any LLP fails to comply with the filing of Annual Return shall be punishable with fine which shall not
be less than X 10,000 but which may extend to ¥ 1 lakh.

Inspection of documents

Section 36 provides that the following documents of LLP shall be available with the Registrar for inspection
by any person on payment of fee-

(® incorporation document;
(& names of partners and changes, if any made therein;

C

(© annual return.

) statement of account and solvency; and

Penalty for false statement

Section 37 provides that if in any return, statement or other document required by or for the purposes of any of
the provisions of this Act, any person makes a statement-

(© which is false in any material particular, knowing it to be false; or

(© which omits any material fact knowing it to be material, he shall, save as otherwise expressly provided in
the Act, be punishable with imprisonment for a term which may extend to 2 years, and shall also be liable
to fine which may extend to ¥ 5 lakhs but which shall not be less than X1 lakh.

Powers of Registrar

Section 38 gives powers to Registrar, to obtain such information, may require any person including any present
or former partner or designated partner or employee of a LLP to answer any question or make any declaration
or supply any details or particulars in writing to him within a reasonable period. If any person does not answer
such question or make such declaration or supply such details or particulars within a reasonable time or time
given by the Registrar or when the Registrar is not satisfied with the reply or declaration or details or particulars
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provided by such person, the Registrar shall have power to summon that person to appear before him or an
inspection or any other public officer whom the Registrar may designate, to answer any such question or make
such declaration or supply such details, as the case may be.

Any person who, without lawful excuse, fails to comply with any summons or requisitions of the Registrar
shall be punishable with fine which shall not be less than 200 but which may extend to ¥25,000.

Compounding of offences

Section 39 provides that the Central Government may compound any offence under this Act which is punishable
with fine only, by collecting from a person reasonably suspected of having committed the offence, a sum which
may extend to the amount of the maximum fine prescribed for the offence.

Preservation of records

The following records are to be preserved permanently:

a)
b)
c)
d)

incorporation document;
notice of situation of registered office;
information with regard to LLP agreement or any change made therein;

notice of other address of any LLP partnership at which documents to be served.

The following documents are to be preserved for 21 years-

ONNO;

®

®

all papers, registers, refund orders and correspondence relating to the LLP liquidation accounts; The
following documents are to be preserved for 5 years-

copies of Government orders relating to LLP;

registered documents of LLP which have been fully wound up and finally dissolved together with
the correspondence relating to such LLP;

papers relating to legal proceedings from the date of disposal of the case and appeal; if any;
copies of statistical returns furnished to Government;

all correspondences including correspondences relating to scrutiny of accounts, annual returns, prosecutions,
reports to the Central Government and the Tribunal and the correspondences relating to complaints;

Statement of compliance with the requirements of the Act by an Advocate or Company Secretary or
Chartered Accountant or Cost Accountant in while time practice and by any person who subscribed his
name to the incorporation document;’

Notice of a person ceasing to be a partner and any change in the name or address of a partner;

Registered documents relating to LLP struck off under Section 75 together with correspondence or copy of
the order of restoration of the LLP into the register;

Annual Return of a LLP;
Consent of candidate to act as designated partner to be filed with the Registrar;
Consent to act as a partner;

Statement by all the partners of firm containing particulars of firm along with application for its conversion
into LLP;

Statement by all shareholders containing particulars of private company/unlisted company along with the
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application for its conversion into LLP;
(© Certified copy of the order(s) of the Tribunal under Section 60/61/62;
Copy of the order of dissolution of LLP by Tribunal;

P
{

®

C

> Statement of Account and Solvency;

In case of prosecution matter, the date is to be recorded from the date of disposal of the case appeal, if any.
The following records to be preserved for three years-

)  All books, records and papers, other than those specified above;

(© Routine correspondence regarding payment of fees, additional filing fees and correspondences about the
return of documents.

Destruction of old records

Rule 27 provides that subject to previous orders of the Registrar, the records in the office of the Registrar may
be destroyed after the expiry of the period of their preservation as discussed above. The Registrar shall maintain
a Register of destroyed documents in two parts wherein he shall center brief particulars of the records destroyed
and shall certify therein the date and mode of destructions.

6.1.4 Conversion to LLP

Chapter X of the Act deals with the conversion to LLP from other r types of business types. The Act allows
the following conversion-

© Conversion from firm into LLP;
() Conversion from private company into LLP;
© Conversion from unlisted company into LLP.

The second schedule deals with the procedure of conversion of firm into LLP. The third schedule deals with
the procedure of conversion from private company into LLP. The fourth schedule deals with the procedure of
conversion from unlisted public company into LLP.

6.1.4.1 Conversion of firm into LLP

Para 1(a) of the second schedule defines the term ‘firm’ as a firm as defined in Section 4 of the Indian Partnership
Act, 1932. Para 1(b) defines the term ‘convert’ in relation to a firm converting into a LLP as a transfer of the
property, assets, interests, rights, privileges, liabilities, obligations and the undertaking of the firm to LLP.

A firm may convert into a LLP on the condition that the partners of the firm shall be bound by the provisions of
the second schedule that are applicable to them. A firm may apply to convert into a LLP if and only if the partners
of the LLP into which the firm is to be converted, comprise, all the partners of the firm. Except the partners in
the partnership no other person will be allowed to be a partner in LLP after its conversion.

A firm may apply to the Registrar by filing-

(& A statement by all of its partners in Form No. 17 and accompanied by fee containing the following
particulars-

© the name and registration number, if applicable, of the firm; and

© the date on which the firm was registered under the Indian Partnership Act, 1932 or under any other law, if
applicable; and

© Incorporation document and statement.
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On receipt of the above said documents, the Registrar shall register the documents and issue a certificate
of registration in Form No. 19 as the Registrar may determine stating that the LLP is, on and from the date
specified in the certificate, registered under the Act. The Registrar may require the documents to be verified
in such manner, as he considers fit. The LLP shall within 15 days of the date of the registration, inform the
concerned Registrar of Firms with which it was registered under the provisions of Indian Partnership Act about
the conversion and the particulars of the LLP.

The Registrar may refuse registration if he is not satisfied with the particulars or other information furnished.
In such cases appeal may be filed before the Tribunal.

6.1.4.2 Conversion from private limited company into LLP

Para 1(b) of the third schedule defines the term ‘convert’ in relation to a private company converting into a
LLP, as a transfer of the property, assets, interests, rights, privileges, liabilities, obligations and the undertaking
of the private company to the LLP in accordance with the third schedule.

A company may apply to convert itself into a LLP if and only if-

(© there is no security interest in its assets subsisting or in force at the time of application; and
(o)

@ the partners of the LLP to which it converts comprise all the shareholders of the company and no one else.

Upon the conversion of a private company into an LLP, the company and its sharecholders, the LLP and the
partners of the LLP shall be bound by the provisions of this schedule that are applicable to them.

The company has to apply with the Registrar by filing the following documents:

(© A statement by all its shareholders in Form No. 18 and fees containing the following particulars-
A The name and registration number of the company;
A The date on which the company was incorporated; and

© Incorporation document and statement;

On the receipt of the above said documents, the Registrar shall register the documents subject to the provisions
of the Act and the rules made there under. The Registrar may require the documents to be verified as he considers
fit. The Registrar shall issue a certificate of registration in Form No. 19 as the Registrar may determine stating
that the LLP is, on and from the date specified in the certificate.

The LLP shall inform the concerned Registrar of Companies within 15 days of the date of registration about
the conversion and of the particulars of LLP in Form along with the fees.

If the Registrar is not satisfied with the particulars or other information furnished the Registrar may refused to
register. Against this order appeal may be made before the Tribunal.

6.1.4.3 Conversion from unlisted public company into LLP
Para 1(b) of the fourth schedule defines the term ‘convert’ in relation to a company converting into a LLP, as

a transfer of the property, assets, interests, rights, privileges, liabilities, obligations and the undertaking of the
company to the LLP in accordance with the provisions of the schedule.

Para 1(c) defines the term ‘listed company’ as defined in SEBI (Disclosure and Investor Protection) Guidelines,
2000 issued by SEBI under Section 11 of the SEBI Act, 1992 which defines as a company which has any of
its securities offered through an offer document listed on a recognized stock exchange and also includes Public
Sector Undertakings whose securities are listed on a recognized stock exchange.

Para 1(d) defines the term ‘unlisted company’ as a company which is not a listed company.
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A company may apply to convert into a LLP if and only if-
(© there is no security interest in its assets subsisting or in force at the time of application; and
(© the partners of the LLP to which it converts comprise all the shareholders of the company and no one else.
A company is also to file the following documents-
(© A statement by all its shareholders in Form No.18 along with fee containing the following particulars-
A the name and registration number of the company;
A the date of which the company was incorporated; and
© Incorporation document and statement;

On receipt of the above statements the Registrar shall register the documents, subject to the provisions of the
Act and the rules made there under. The Registrar may require the documents to be verified as he considers fit.
The Registrar shall issue a certificate of registration in Form No. 19 as the Registrar may determine stating that
the LLP is, on and from the date specified in the certificate, registered under the Act.

The LLP shall inform the concerned Registrar of Companies within 15 days of the date of registration about
the conversion and the particulars of the LLP in Form

The Registrar, if is he is not satisfied with the particulars or other information furnished, may refuse to register.
Against this order an appeal may be filed before the Tribunal.

6.1.4.4 Effect of registration

On registration of conversion from a partnership firm into a LLP, a private company into a LLP and an unlisted
public company into a LLP the following will be the effects-

() There shall be a LLP by the name specified in the certificate of registration registered under this Act;

© All tangible and intangible property vested in the company, all assets, interests, rights, privileges, liabilities,
obligations relating to the company and the whole of the undertaking of the company shall be transferred
to and shall vest in the LLP without further assurance, act or deed; and

(® The partnership firm/private limited company/unlisted public company shall be deemed to be dissolved and
removed from the records of the Registrar of firms/Registrar of Companies.

Registration in relation to property

If any property is registered with any authority, the LLP shall, as soon as practicable, after the date of
registration, take all necessary steps as required by the relevant authority to notify the authority of the conversion
and of the particulars of the LLP in such form and manner as the authority may determine.

Pending proceedings

All proceedings by or against the partnership firm/company which was pending before any Court or Tribunal
or before an authority on the date of registration may be continued, completed and enforced by or against the
LLP.

Continuance of conviction, ruling, order of judgment

Any conviction, ruling, order or judgment of any Court, Tribunal or other authority in favor of or against the
firm/company may be enforced by or against the LLP.

Existing agreements

Every agreement to which the firm/company was a party immediately before the date of registration, whether
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or not of such nature that the rights and the liabilities could be assigned shall have the effect as from that date as
if-
(© the LLP were a party to such an agreement instead of the company; and
@ for any reference to the firm/company, there were substituted in respect of anything to be done on or after
the date of registration a reference to the LLP.

Existing contracts
All deeds, contracts, schemes, bonds, agreements, applications, instruments and arrangements subsisting
immediately before the date of registration relating to the company or to which the company is a party shall

continue in force on and after that date as if they relate to the LLP and shall be enforceable by or against the LLP
as if the LLP were named therein or were a party thereto instead of the firm/company.

Continuance of employment

Every contract of employment shall continue in force on or after the date of registration as if the LLP were the
employer there under instead of the firm/company.

Existing appointment, authority or power

Every appointment of the company in role or capacity which is in force immediately before the date of
registration shall take effect and operate from that date as if the LLP were appointed. Any authority or power
conferred on the company which is in force immediately before the date of registration shall take effect and
operate from that date as if it were conferred on the LLP

The above shall apply to any approval, permit or license issued to the company under any other Act which is
in force immediately before the date of registration of the LLP, subject to the provisions of such other Act under
which such approval, permit or license has been issued.

Notice of conversion in correspondence

The LLP shall ensure that for a period of 12 months commencing not later than 14 days after the date of
registration, every official correspondence of the LLP bears the following-

(© A statement that it was, as from the date of registration, converted from a company into a LLP; and

(o)

(© The name and registration number of the company from which it was converted.

Any LLP which contravenes the above shall be punishable with fine which shall not be less than ¥ 10,000 but
which may extend to ¥ 1 lakh and with a further fine which shall not be less than Y50 but which may extend to
3500 for every day after the first day after which the default continues.

6.1.5 Foreign LLP

Chapter XI deals with foreign LLP. The term ‘foreign LLP’ is defined under Section 2(m) of the Act as a LLP
formed, incorporated or registered outside India which establishes a place of business within India.

Rule 34(1) provides that a foreign LLP shall file with the Registrar in Form No. 27 within 30 days of establishing
a place of business in India-

(© a copy of the certificate of incorporation or registration and other instrument(s) constituting or defining the
constitution of the LLP;

the full address of the registered or principal office of the LLP in the country of its incorporation;

®

(o)

(s

the full address of the LLP in India which is to be deemed as its principal place of business in India; and

(o)

> list of partners and designated partners, if any, and the names and addresses of two or more persons resident
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in India, authorized to accept on behalf of the LLP, service of process and any notices or other documents
required to be served on the LLP.

Rule 34(2)(i) provides that if the LLP is incorporated in any country which is a part of the commonwealth, the
copies of the documents mentioned in Section 34(1) shall be certified as true copies-

© by an official of the Government to whose custody the original is committed; or

(e)

> by a Notary (Public) in that Part of the Commonwealth; or

) Dby an officer of the LLP, on oath before a person having authority to administer an oath in that part of the
Commonwealth.

Rule 34(2)(ii) provides that if the LLP is incorporated in a country falls outside the Commonwealth but is a
party to The Hague Apostille Convention, 1961-

) the copies of the document mentioned in Section 34(1) shall be certified by an official of the Government to
whose custody the original is committed and be duly apostilled in accordance with the Hague Convention;

© a list of partners and designated partners of the LLP, if any, the name and address of persons resident in
India, authorized to accept notice on behalf of the LLP shall be duly notarized and be apostilled in the
country of their own in accordance with Hague Convention.

Rule 34(2)(iii) provides that if the LLP is incorporated in a country outside the Commonwealth and is not a
party to the Hague Convention, the copy of the incorporation document shall be certified-

(© by an official of the Government to whose custody the original is committed; or
(& a Notary (Public) of such country; or
(© by an officer of the LLP.

Rule 34(2) (iv) provides that the signature or seal of the official or the certificate of Notary shall be authenticated
by a Diplomatic or Consular Officer empowered in this behalf under Section 3 of the Diplomatic and Consular
Officers (Oaths and Fees) Act, 1948 or where there is no such officer, by any of the officials mentioned in Section
6 of the Commissioners of Oaths Act, 1889 or in any Act amending the same.

Rule 34(2)(v) provides that the certificate of the officer shall be signed before a person having authority to
administer an oath provided under Section 3 of the Diplomatic and Consular Officers (Oaths and Fees) Act, 1948
or as the case may be, by Section 3 of the Commissioners of Oaths Act, 1889 the status of the person administering
the oath in the latter case being authenticated by any official specified in Section 6 of the Commissioners of Oaths
Act, 1889 or in any Act amending the same.

Alteration
Rule 34(3) provides that if any alteration is made or occurs in-
(© the instrument constituting or defining the constitution of a LLP incorporated or registered outside India;
() the registered or principal office of a LLP incorporated or registered outside India; or
© the partner or designated partner, if any, of a LLP incorporated or registered outside India

the foreign LLP shall file in Form No. 28 such alterations with the Registrar within 60 days of the close of the
financial year.

If any alteration is made or occurs in-

© the certificate of incorporation or registration of LLP incorporate