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This document is not an exhaustive commentary on the Indian Contract Act (ICA) but seeks to give a quick insight into some of the important concepts and provisions of ICA. That apart, it also seeks to list out some important judicial pronouncements under some of the key provisions/topics under the ICA and the guiding principles laid down thereunder.
Substance over form: -
Sundaram Finance Ltd. Vs. State of Kerala AIR 1966 SC 1178 & Damodar Valley Corporation Vs. State of Bihar AIR 1961 SC 440: - Wherein ‘substance over form’ principle was laid down by the Supreme Court. The court may go behind the document and look at the substance of the transaction to determine the nature or type of contract for ascertaining the formalities required. The title, description or forms are not decisive of its nature. 

Promissory Estoppel:

What is promissory estoppel?

The principle of promissory estoppel means where one party has by his words or conduct, made to the other a promise or assurance which was intended to affect the legal relations between them and to be acted upon accordingly, then once the other party has taken him on his words and acted upon it, the one who gave the promise or assurance cannot afterwards be allowed to revert to the previous legal relations as if no such promise or assurance had been made by him but he must accept their relations, subject to qualification, which he himself has so introduced, even though it is not supported in point of law by any consideration but only his word.   

Some landmark judicial pronouncements: -

· Century Spinning and Manufacturing Co. Ltd. vs. Ulhasnagar Municipal Council AIR 1971 SC 1021: - In this case the doctrine of Promissory Estoppel was applied to enforce a promise of exemption from payment of octroi duty given by Municipal corporation The Court made a distinction between representation of an existing fact and representation that something would be done in future. The court while drawing the distinction observed that- 
“ A representation that something will be done in future may result in a contract if another person to whom it is addressed acts upon it. A representation that something will be done in future is not a representation that it is true when made. If the representation is acted upon by another person, it may, unless the statute governing the person making the representation provides otherwise, result in an agreement enforceable at law.”

· Motilal Padampat Sugar Mills Co. Ltd. vs. State of UP AIR 1979 SC 621 :- The Supreme Court laid down the broad principle of Promissory Estoppel as under:

“Where one party has by his words or conduct made to the other a clear and unequivocal promise which is intended to create legal relations or affect a legal relationship to arise in future, knowing or intending that it would be acted upon by the other party to whom the promise is made and it is in fact so acted upon by the other party, the promise would be binding on the party making it and he would not be entitled to go back upon it, if it would be inequitable to allow him to do so having regard to the dealings which have taken place between the parties, and this would be so irrespective of whether there is any pre existing relationship between the parties or not.”       
The principle laid down by the Supreme Court in Motilal Padampat’s case was later on affirmed in the case of Union of India vs. Godfrey Phillips (India) Ltd. AIR 1986 SC 806.   

Motilal Padampat’s case recognised that “to allow promissory estoppel to base a cause of action would seriously dilute the principle which requires consideration to support contractual obligation” and yet held that this was no reason why it should not be allowed to operate and furnish a cause of action.

What are the guiding principles & exceptions to the doctrine of Promissory Estoppel? 

In the Motilal Padampat Sugar Mills’ case, the Supreme Court, after a review of Indian, English and American cases, laid down the principle, and held that:

(i) the principle can furnish a cause of action;

(ii) the applicability of the doctrine is not restricted to parties already contractually bound to one another or having a pre-existing legal relationship;

(iii) the doctrine is not based on estoppel, nor can its operation be shackled by consideration. It is not necessary to show any consideration for the applicability of the doctrine of promissory estoppel;

(iv) the principle would be applied where the facts are such that injustice can be avoided only by enforcement of promise;

(v) it is immaterial if no detriment is shown to have been caused, it is enough if there is a change of position;

(vi) the state is not immune from liability for promissory estoppel and it cannot rely on the doctrine of executive necessity not to fetter its future executive action.  It may be applied against the state, even in its governmental or public or sovereign capacity, if its application is necessary to prevent fraud or manifest injustice.  Executive necessity is no defence;

(vii) the doctrine of promissory estoppel must yield to equity when required, but it is not enough to say that public interest will suffer.  It will be for the court to decide if the government shows reasons therefor;

(viii) there is no promissory estoppel against the state in its legislative capacity;

(ix) the fact that the promise is not in the form of a formal contract required by Article 299 of the Constitution will not affect the applicability of the doctrine.

What are the exceptions to the Doctrine of Promissory Estoppel? 
The following limits of the doctrine are recognized in the Motilal Padampat Sugar Mills’ case: -
(i) The doctrine must yield to equity when required. The promise may not be enforced against the government if it would be inequitable to hold the government to it.  If the government contends that public interest would suffer by enforcement, the government will have to show the facts and circumstances to the court, and it would be for the court to decide whether those would render it inequitable to enforce liability against the government.  Mere plea of change of policy is not enough; it would have to be justified.  It is only if the court is satisfied on proper and adequate material placed before it by the government, that overriding and overwhelming public interest requires that the government should not be held bound by the promise (the burden of showing it lies on the government), the court would refuse to enforce it.

(ii) No representation or promise made by an officer can preclude the government from enforcing a statutory prohibition.  The doctrine cannot be availed to permit or condone a breach of law.  Neither  can the government or public bodies be compelled to carry out the representation if it is contrary to law, or beyond their authority or power, nor can it be invoked against exercise of legislative power. The legislature cannot also be precluded by this doctrine from exercising its function.

(iii) The promisor may be excused from performing the promise in exceptional cases, where the subsequent events make it impossible or inequitable for the promisor to perform his original obligation.

Whether Promissory Estoppel applicable to public bodies?
Radhakrishna Agarwal vs. State of Bihar AIR 1977 SC 1496: - The observation made by the Supreme Court is worth noting in the context of applicability of the doctrine as regards the Government. The Supreme Court observed that “.. public bodies or the state are as much bound as private individuals to carry out obligations incurred by them.”    

How far and under what circumstances judicial Review of Government Contracts possible: -

· Sterling Computers Ltd. vs. M & N Publications Ltd. AIR 1996 SC 51: - As regards the public contracts, the judicial review will be concerned with reviewing not the merits of the decisions, but the decision making process itself. If the contract has been entered into without ignoring the procedure which can be said to be basic in nature and after an objective consideration of different options available taking into account the interest of the state and the public, then the court cannot act as an appellate authority by substituting its opinion in respect of selection made for entering into the contract.
· Tata Cellular vs. Union of India AIR 1996 SC 11:- The Supreme Court recognised the following principles as applicable in the judicial review of administrative action in contract matters : 
(i) illegality (i.e. failure to give effect to the law that regulates the decision making power);

(ii) irrationality e.g. whether or not the local authority have taken into account matters which they ought not to have taken into account;
(iii) procedural impropriety.
The Supreme Court cited two more facets of irrationality in this judgment such as (a) a court could review the decision maker’s evaluation of facts and intervene where the facts taken as a whole could not logically warrant the conclusion of the decision maker; and (b) a decision would be unreasonable if it is impartial and unequal in its operation as between different classes. 

The golden principles that the Supreme Court laid down are as under:

(i) the modern trend points to judicial restraint in administrative action;

(ii) the court does not sit as court of appeal but merely reviews the manner in which the decision was made;

(iii) the court does not have the expertise to correct the administrative decision. If the review of administrative decision is permitted, it will be substituting its decision without the necessary expertise which itself may be fallible;

(iv) the terms of invitation to tender can not be open to judicial scrutiny because the invitation to tender is in realm of contract. 

(v) The government must have freedom of contract.

(vi) Quashing a decision may impose heavy administrative burden on the administration and lead to increased and unbudgeted expenditure.

· Asia Foundation and Construction Ltd. vs. Trafalgar House Construction (I) Ltd. AIR (1997) 1 SCC 738: - The Supreme Court held that judicial review of contractual transactions of public bodies was permissible to prevent arbitrariness, favoritism and use of power for collateral purposes and further it would be detrimental in the public interest to interfere.      

· Food Corporation of India vs. Kamdhenu Cattle Feed Industries AIR 1993 SC 1601: - In the contractual sphere as in all other state actions the state and all its instrumentality have to conform to Article 14 of the Constitution, in which non arbitrariness is a significant facet. 

What are the guiding principles for challenging award of contracts by Public authorities? 

Raunaq International vs. IVR Construction Ltd. AIR 1999 SC 393: - The Supreme Court laid down the following three broad principles challenging the award of contract by public authorities: 
(i) When a writ petition is filed in a High Court challenging award of contract by a public authority or the state, the court must be satisfied that there is some element of public interest involved in entertaining such petition especially when the dispute is between two tenderers. In short, unless the court is satisfied that there is a substantial amount of public interest or the transaction is entered into mala fide, the court should not intervene under Article 226 in dispute between rival tenderers;

(ii) The court must satisfy itself that the party which has brought litigation is litigating bona fide for public good; and
(iii) The court must weigh the conflicting public interest, especially since any delay in the project would be ultimately paid for by the public in terms of escalated costs. The court should interfere when there is an overwhelming public interest in entertaining it even when the allegation is of mala fides in the transaction.       

What is Misrepresentation & under what circumstances can a contract be avoided?
The term misrepresentation is ordinarily used to connote both “innocent misrepresentation’ and “dishonest misrepresentation”. Misrepresentation may therefore be either (i) Innocent Misrepresentation; or (ii) willful misrepresentation with intent to deceive and is called fraud.

If a person makes a representation believing what he says is true he commits innocent misrepresentation. Thus, any false representation, which is made with an honest belief in its truth, is innocent. The effect of innocent misrepresentation is that the party misled by it can avoid the contract, but cannot sue for damages in normal circumstances. 

In order to avoid a contract, it is necessary to prove the following:

(i) there was a representation or assertion;

(ii) such assertion induced the party aggrieved to enter into a contract;

(iii) the assertion related to a matter of fact (and not of law as ignorance of law is no excuse);

(iv) the statement was not a mere opinion or hearsay or commendation (i.e. reasonable praise) 

(v) the statement, which has become or turned out to be untrue, was made with an honest belief in its truth. 

What could be damages for innocent misrepresentation?

Generally the injured party can only avoid the contract and cannot get damages for innocent misrepresentation. But in the following cases, damages could be claimed:

(i) from the promoter or director who makes innocent misrepresentation in a company prospectus inviting the public to subscribe for the shares in the company;

(ii) Against an agent who commits a breach of warranty of authority;

(iii) From a person who is estopped from denying a statement he has made where he made a positive statement intending that it should relied upon and the innocent party did rely upon it and thereby suffered damages;

(iv) Negligent representation made by one person to another between whom a confidential relationship, like that of a solicitor and client exists.

What is willful misrepresentation or fraud?

Fraud is an untrue statement made knowingly or without belief in its truth or recklessly whether it be true or false with the intent to deceive. The ingredients of fraud are:

(i) a false representation or assertion;

(ii) of fact (and not  mere expression of opinion);

(iii) made either with the knowledge that it was false or without belief in its truth or recklessly without caring whether it was true or false;

(iv) the representation must have actually induced the other party to enter into the contract; and

(v) the party deceived must thereby be indemnified, for there is no fraud without damages. 

It is immaterial whether the representation takes effect by false statement or with concealment. The party defrauded can avoid the contract and also claim damages. Mere silence as to facts likely to affect willingness of a person to enter into a contract is not fraud, unless silence is  itself equivalent to speech, or where it is the duty of the person keeping silent to speak as in the cases of contracts of uberrimae fidei (contracts requiring utmost good faith). The contracts of uberrimae fidei are contracts in which the law imposes a special duty to act with the utmost good faith i.e. to disclose all material information. Failure to disclose such information will render the contract voidable at the option of the other party. Contracts of uberrimae fidei are: - 

(a) contracts of insurance of all kinds- the assured must disclose to the insurer all material facts and whatever he states must be correct and truthful. 

(b) company prospectus- when a company invites the public to subscribe to  its shares, it is under a statutory obligation to disclose truthfully the various matters set out in the Companies Act. Any person responsible for non-disclosure of any of these matters is liable for  damages. Also the contract to buy shares is voidable where there is a material false statement or non-disclosure in the prospectus.  

(c) contract of sale of land: - the vendor is under a duty to the purchaser to show good title to the land he has contracted to sell. 

(d) contract of family arrangement:- where members of a family make arrangements or arrangements for the settlement of family property, each member of the family must make full disclosure of every material fact within his knowledge. 

Mistake as to matter of fact/ existence of subject matter- Position under the Indian Contract Act:
According to Section 20 of the Act, a contract in which both the parties mistake the subject matter is rendered void. However, an incorrect valuation does not amount to a mistake of fact. For this section to be applicable, it is essential that: 

i. the mistake has to be bilateral; 

ii. it must relate to an essential fact; and, 

iii. the mistake must be relating to an existing fact. 

A mistake can be either of fact or law; although a mistake of law is never an excuse (ignorantia juris non-excusaf), except in the case of foreign law or private rights. The law of foreign country is required to be proved in Indian courts as ordinary facts. So a mistake of foreign law makes a contract void. Similarly, if a contract is made in ignorance of private right of a party, it would be void. A mistake of fact may be as regards the contract itself, as regards the person contracted with or as regards the subject matter of the contract. The mistake as to the subject matter of the contract may be with respect to the existence, title, identity, quantity or quality. 

The case of Tarsem Singh v Sukhminder Singh (1998) 3 SCC 471 illustrates a mistake of fact under Section 20 of the Act. In this case, the plaintiff was the purchaser and the defendant was the seller of a particular piece of land. The suit arose, as the defendant wanted to sell the land in ‘kanals’ whereas the defendant wanted to purchase the land in ‘bighas’. Since there was no meeting of minds in so far as the size of the property in question was concerned, the contract was held to be void in terms of Section 20 of the Contract Act.

As regards mistake as to existence of subject matter the Supreme Court in ITC Ltd. vs. George Joseph Fernandes AIR (1989) SC 839 observed that: -

a mistake as to substance of a thing contracted for, may render a contract void, when the difference between what has been contracted for,   and what has been offered is so complete that if the contract were enforced in actual circumstances which have unexpectedly emerged, this would involve an obligation fundamentally different from that which the parties believed they were undertaking.

· The mistake might render an agreement void provided it rendered the subject matter essentially and radically different from what parties believed to exist.

· Mutual understanding will not nullify a contract but only if the terms of the contract construed in light of the nature of the contract and circumstances believed to exist at the time it was done show that it was never intended to apply to the situation which in reality existed at that time, will the contract be held void.

What is Unilateral mistake as to nature of contract?

The general rule is that a person who signs an instrument is bound by its terms even if he has not read it. But a person who signs a document under a fundamental mistake as to the nature (not merely as to contents) may have it avoided provided the mistake was due to either: -

(a)  
the blindness or illiteracy or senility of the person signing; or

(b)  
a trick or fraudulent misrepresentation as to the nature of the  
document.

In Foster vs. Mackinnon (1869) M, a senile man of feeble sight endorsed a Bill of Exchange for 3,000 pounds thinking it was a guarantee. Held there was no contract and no liability was incurred by the signature. But if M knew that the document whereon he put signature was a Bill of Exchange, he cannot avoid it on the ground that he believed that the bill was for 30 pounds only. In the former case, he was mistaken as to the nature or character of the document. 

What is unilateral mistake as to the identity of the person contracted with?

It is a rule of law that if a person intends to contract with A, B cannot give himself any right under it. Hence, when a contract is made in which personalities of the contracting parties are or may be of importance, no person can interpose and adopt the contract. For example where M intends to contract only with A but enters into contract with B believing him to be A, the contract is vitiated by mistake as there is no consensus ad idem. 

Mistake as to identity of person with whom the contract is made will operate to nullify the contract only if:

(i) the identity is of  material importance for the contract, and

(ii) the mistake is known to the other person, i.e. he knows that it is not intended that he should become a party to the contract.       


What is the general effect of mistake?

A mistake in the nature of miscalculation or error of judgment by one or both parties has no effect on the validity of the contract e.g. if A pays an excessive price for goods under a mistake as to their true value, the contract is binding on him [Leaf vs. International Galleries (1950) ALL E. R. 693]. Therefore, the mistake must be a “vital operative mistake” i.e. it must be a mistake of fact, which is fundamental to contract.

Lawful and unlawful considerations and objects: -

Section 23 of the Act lays down that the consideration and/or object of an agreement is unlawful if it is forbidden by law, or if permitted would defeat the provisions of any law, or is fraudulent. It further provides that, if the consideration and/or objects of an agreement cause injury to the person or property of another, or is immoral, or against public policy in the eyes of the court, such consideration and/or object would also be deemed unlawful under Section 23. If any of these exceptions are attracted, and the object of the agreement is per se unlawful, then the contract will be void.  Although a statute may in terms ostensibly prohibit an act or omission and affix a penalty in case of disobedience, it does not necessarily follow that all contracts to which a penalty attaches are illegal. The law in this connection means the law for the time being in force in India and all personal laws. 

In short, consideration or object of an agreement is lawful unless it is:-

(i) forbidden by law; or

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

(iii) is fraudulent; or

(iv) involves or implies injury to the person or property of another; or

(v) the courts regard it as immoral or opposed to public policy. 

For example, a violation of licenses and permits would render the contract of sale void and the price irrecoverable. Similarly an agreement, which violates an enactment, will also be held to be void. An agreement would defeat the law if the considerations, though not per se illegal, if permitted would negate the purpose of the law.  

Any agreement entered into to commit a fraud on a third party will be unlawful. For an agreement to fall under this category it is important that there has to be an intention to deceive, or that the party though innocent allowed itself to be used as an instrument of fraud at the instance of the other party. Agreements, which deal with interference in marital relations, dealings with prostitutes or illegal cohabitation would all be illegal under the Act.

In the case of B.O.I. Finance Ltd. v. The Custodian AIR (1997) SC 1952 the Supreme Court has held that if a transaction in part takes place, which would otherwise be lawful if there was no prior agreement, then the completed transaction would not be treated as invalid and cannot be treated as invalid only because it was done in pursuance of an agreement to do an illegal act. The Supreme Court has also taken the position that an agreement that was otherwise legal would become void, if performance was impossible except by disobedience of law.

In R. Chandevarappa vs. State of Karnataka (1995) 6 SCC 309 & Papaiah vs. State of Karnataka AIR (1997) SC 2676 The Supreme Court observed that seriousness and turpitude of illegality varies considerably. Firstly, illegality may arise out of statute, personal law or other rules, especially the issues of public policies requiring that otherwise valid contracts be not enforced. Secondly, the gravity of unlawfulness varies. It may range from gross moral turpitude to  acts, which cause very small harm. Accordingly the effect of illegality on the contract would also vary and the courts may refuse enforcement altogether or at other times, enforce the separable legal part of the contract or give assistance to the party, which is not guilty of illegality. The court may also set aside the illegal transaction and provide for relief for giving effect to the purpose of the statute. 

As regards unfair and unreasonable contracts, the Supreme Court in Amrit Banaspati Co Ltd. vs. State of Punjab AIR (1992) SC 1075 observed that the courts will not enforce and will when called upon to do so, strike down an unfair and unreasonable contract or an unfair and unreasonable clause in a contract entered into between parties who are not in equal bargaining position. Though such situations can not be listed, the courts will apply this where inequality is the result of circumstances whether of creation of the parties or not. It will apply to situations where a weaker party is in a position in which he can obtain goods or services only upon the terms imposed by stronger party or go without them. It will also apply where a man has no choice or meaningful choice but to give his assent to a contract or sign on dotted line in a prescribed standard format or to accept a set of rules as part of the contract. While striking down a contract on the ground of unfair and unreasonableness, the court must judge each case on its own facts and circumstances. The test, however which could be broadly correlated, is “whether the terms of the contract are so unfair and unreasonable that they shock the conscience of the court?”

What are the consequences of illegal agreement?
The consequences of illegal agreement are:

(i) it is entirely void;

(ii) no action can be brought by a party to an illegal agreement. The maxim is ‘ex turpui cause non-oritur actio’ meaning that from an evil cause no action arises.

(iii) Money paid or property transferred under illegal agreement cannot be recovered. The maxim is in pari delicto potier est  
conditio defendentis- in case of equal guilt, more powerful is the  
condition of the defendant;

(iv) Where an agreement consists of two parts, one part legal and the other illegal and the legal part is separable from the illegal one, then the court will enforce the legal one. If the legal and illegal parts cannot be separated, the whole of the agreement is illegal; and

(v) Any agreement which is collateral to an illegal agreement is also tainted with illegality and is treated as being illegal, even though it would have been lawful by itself [Firm Pratapchand vs. Firm Kotri Re AIR (1975) SC 1223].

However, in the following circumstances, the party to an illegal agreement may sue to recover money paid or property transferred: - 

(a) where the plaintiff  is not in pari delicto (equally guilty) with the defendant. E.g. where A is induced to enter into the illegal agreement by fraud of B. A may recover the money paid if he did not know that the contract was illegal. 

(b) where the defendant was under a fiduciary duty to protect the plaintiff’s interest and has abused his duty by making the illegal agreement e.g. he is plaintiff’s solicitor or trustee.     

What is ‘in pari delicto potior est conditio posidentis’?

The maxim ‘in pari delicto potior est conditio posidentis’ means that where circumstances are such that the court will refuse to assist either party, the consequences must, in fact follow that the party in possession should not be disturbed. 

In Waman Srinivas Kini vs. Ratilal Bhagwandas & Co. AIR (1959) SC 689 the aforesaid maxim was applied by the Supreme Court and it was held that where a contract is vitiated by illegality, the person left in possession of goods after its completion can not be entitled to keep them. In short the court will refuse to enforce an illegal agreement at the instance of a person who is himself a party to the agreement or fraud. 

The Supreme Court in Sita Ram vs. Radha Bai AIR (1968) SC 534 laid down a few exceptions to the aforesaid maxim i.e. under the following circumstances a person will be relieved of the consequences of illegal contract:

(i) where the illegal purpose has not yet been substantially carried out before it is sought to recover the money paid or goods delivered in furtherance of it;

(ii) where the plaintiff is not in pari delicto with the defendant;

(iii) where plaintiff has not to rely upon illegality to make out his claim

Where the parties are not in pari delicto, the less guilty party may be able to recover money paid or property transferred under the contract. This possibility may arise in three situations: 

(i) the contract may be of a kind made illegal by a statute in the interests of a particular class of persons of which the plaintiff is one; 

(ii) the plaintiff has been induced to enter into the contract by fraud or strong pressure; 

(iii) a person who is under a fiduciary duty to the plaintiff, will not be allowed to retain property or to refuse to account for moneys received, on the ground that the property or the moneys have come into his hands as the proceeds of an illegal transactions. 

What is ‘Blue Pencil’ rule?

A contract will rarely be totally illegal or void and certain parts of it may be entirely lawful in themselves. Therefore, the question that arises is whether the illegal or void parts may be separated or severed from the contract and rest of the contract enforced without them. 

The general rule as regards severability was recognised in Pickering vs. Ilfracombe Railway co. (1868) LR 3 CP 235 as  “ .. where you can not sever the illegal from the legal part of a covenant, the contract is altogether void; but where you can sever them, whether the illegality be created by statute or by common law, you may reject  the bad part and retain the good”

In Carney vs. Herbert (1985) AC 301 the court laid down two principles as regards the doctrine of severance: 

(i) the court will not make a new contract for the parties by re-writing the existing contract or by basically altering the nature; and 

(ii) the courts will not sever unenforceable parts of a contract unless it accords with the policy to do so.

The Blue Pencil rule lays down that severance can be effected when the part severed can be removed by running a blue pencil through it. Where the severance is allowed, it must be possible to simply strike out the offending parts, but the courts will not rewrite or re-arrange the contract. The illegal portion of the contract must be capable of being separated from the remainder of the agreement without affecting the meaning of the remainder. The courts will refuse if the illegal part affects the whole of the contract; if it is so inextricably interwoven with the other promises in the agreement that to do so would alter entirely the scope and intention of the agreement. 

Agreement in restraint of trade, void: - 
Section 27 of the Act provides that any agreement, which restrains a person from exercising a lawful profession, is void. The exception to the section, however, provides that if the goodwill of the business is sold then the buyer has a right to impose reasonable restrictions on the seller so long as the buyer or any person deriving title to the goodwill from him carries on a like business. The reasonableness of the limitations can be judged by the court and have to be considered with respect to the nature of the business.

This section is not concerned with the distinction between total and partial restraint of trade. An agreement, if it restrains trade, will be void irrespective of anything except when the goodwill is sold. The restriction on trade or profession will be valid only if it falls within any of the statutorily or judicially created exceptions. The statutory exceptions apart from the one as mentioned in Section 27 can be found in the Indian Partnership Act, 1932 (“the Partnership Act”) under Sections 11 (not to carry competing business of firm while he is partner), 36 (on ceasing partner not to carry competing business with firm within specified territory) and 54 (non-compete agreement between partners in anticipation of dissolution of firm). 
The Courts, when considering the enforceability of a non-compete clause in the context of covenants between employers and employees, usually distinguish the case on the basis of whether:-

(i) 
the restriction is to apply  after termination of the contract? or

(ii) 
the restriction is to operate during the period of the contract. 

In Niranjan Shankar Golikari vs. Century Spinning and Manufacturing Company Ltd. AIR (1967) SC 1098: - the Supreme Court of India held that considerations against restrictive covenants are different in cases where the restriction is to apply during  a period after the termination of the contract than those in cases where it is to operate during the period of the contract. Negative covenants operative during the period of contract of employment when the employee is bound to serve his employer exclusively are generally not regarded as restraint of trade and therefore do not fall under Section 27 of the Contract Act. A negative covenant that the employee would not engage himself in a trade or business or would not himself get employed any other master for whom he would perform similar or substantially similar duties is not therefore a restraint of trade unless the contract is unconscionable or excessively harsh or unreasonable or one sided.

In Superintendence Co. of India vs. Krishan Murgai AIR (1980) SC 1717, the Supreme Court held that a contract, which has  as its object a restraint of trade, is prima facie void. Section 27 of the Contract Act is general in terms and unless a particular contract can be distinctly brought within the exception 1 to the section, there is no escape from the provision. There is nothing in the wording of section 27 to suggest that the principle stated therein does not apply when the restraint is for a limited period only or is confined to a particular area. Such matters of partial restriction have effect only when the facts fall within the exception of the section. The Supreme Court reiterated its finding in Niranjan Golkari’s case that the doctrine of restraint of trade never applies during the continuance of a contract of employment and it applies only when the contract comes to an end. In Krishan Murgai’s case the Supreme Court also laid down the principle governing the interpretation of Section 27 of the Act. The Court ruled that when a covenant or agreement is impeached on the ground that it is in restraint of trade, the duty of the Court is first to interpret the covenant or agreement itself, and to ascertain according to the ordinary rules of construction what is the fair meaning of the parties. In the event of an ambiguity it must receive a narrower construction than the wider. The Court further averred that a non compete covenant beyond the term of the agreement, even though partial, which would apply for a limited period and only for a limited area would be void unless it fell within the exception of Section 27 of the Act. Further, in  Krishan Murgai’s case the Court relying on treatises ruled that a contract in restraint of trade was one by which a party restricts his future liberty to carry on his trade, business or profession in such manner and with such persons as he chooses.

In Brahmaputra Tea Co. Ltd. v. Scarth (1885) ILR Cal 545 the Court declared the condition under which the party was partially restrained from competing after the term of his engagement with the employer, void. However, the condition by which one agreed to be bound during the term of this agreement not directly or indirectly to compete with his employer was held not to be within the prohibition of Section 27 of the Act. In this context it may be noted that the Supreme Court in Niranjan Golikari case did introduce an element of reasonableness of the non-compete covenant during the subsistence of the contract  while rendering its decision. The Court ruled that the covenant should not be unconscionable, or excessively harsh or unreasonable or one sided.

In Gugarat Bottling Co. Ltd. vs. Coca-Cola Company AIR (1995) SC 2372 a division bench of the Supreme Court of India was asked to rule upon, inter alia, the validity of a non-compete covenant in a franchisee agreement. The franchisee agreement in the Coca-Cola case provided that the bottler is not to manufacture or market any other drink during the subsistence of the agreement including the one-year notice period provided for in the agreement. The Supreme Court in this matter refused to consider whether reasonableness of restraint is allowed within the main section of section 27 and proceeded on the basis that an enquiry into the reasonableness of the restraint is not envisaged by section 27. They ruled that courts in India only have to ascertain whether the covenant is in restraint of trade or not. The Supreme Court in the Coca-Cola case held that a negative covenant, which is confined, to the period of the subsistence of the Agreement cannot be held to be a covenant in restraint of trade. 

In Sociedade de Fomento Industrial Limited v Ravindranath Subraya Kamat AIR (1999) SC 158 the defendant who had agreed to advise the plaintiffs for a particular period without competing with them was restrained from competing with them during the term of the retainership agreement he had signed. The Court held that such a restraint was not void or hit by Section 27 of the Act as it was reasonable and was effective for the period during which the defendant agreed to advise the plaintiff without competing with them.

In V. N. Deshpande vs. Arvind Mills Co. Ltd. (1946) Bom. 89 (i.e. much before Niranjan Golkari’s case) the Bombay High Court held that restrictions on an employee are completely void unless limited to the duration of the agreed period of service, restrictions that operate while employee is serving have never been regarded as being in restraint of trade.  
Agreements in restraint of legal proceedings void
Section 28 of the Act makes agreements restraining legal proceedings void. It renders the following types of agreements void:-

(i)
Agreements which absolutely restrain a party from enforcing his rights through ordinary legal proceedings in ordinary tribunals and courts;

(ii) 
Agreements which limit the time within which the party can enforce his rights; and,

(iii) 
Agreements which either extinguish the rights of any party, or discharge a party from liability on the expiry of a specified period with an intention to restricting a party’s right.

The Madras High Court in the case of Oriental Insurance Co. Ltd. v Karur Vysya Bank Limited AIR 2001 Madras 489 has taken  a stand that the amendment made to this section is prospective in nature and cannot affect any contract made before the enactment of this amendment. The Madras High Court held that the extinction of a right unless exercised within a specified period of time, if not beyond the period of limitation, is also rendered void. The Madras High Court further held that not only was the curtailment of the limitation period impermissible but also extinction of a right, if sought to be brought by the agreement within a specified period, which period is less than the period of limitation prescribed for a suit under the contract in question, was void.  

Section 28 provides two exceptions, which are as follows:-

(i) 
Agreements providing for mandatory arbitration of disputes which may arise in the future; and

(ii) 
An agreement to refer an existing disputes to arbitration.

The case of Atlas Export Industries v Kotak Company (1997) 7 SCC 61 illustrates the stance of the Indian Courts with respect to arbitration agreements. In this case, the parties had entered into an arbitration agreement. Subsequently one of them pleaded that no legal recourse was offered, as the arbitration was to be conducted in London, and hence the agreement was not valid. The Court held that the fact that the arbitrators were in a foreign country, did not nullify the agreement as the parties had willingly entered into the same. On appeal the Supreme Court held that the provision of the Agreement in question was saved by Exception 1 to Section 28.

In ordinary circumstances, the Courts which have jurisdiction to adjudicate cases are those situated:-

(i) 
in the place where the contract is made;

(ii) 
the place of performance; and, 

(iii) 
the place where the defendant resides. 

The Courts in only one of these jurisdictions may be given exclusive jurisdiction without violating the section.  

Where two courts have the jurisdiction to try a case, there is nothing contrary to law in an agreement between parties that disputes between them should be tried at the one court rather than the other. But an agreement cannot confer jurisdiction on a court, which has no jurisdiction at all to entertain the suit. When a party limits the jurisdiction to one or more competent courts the following factors are essential:

(i) 
the choice should be clear and unambiguous and explicit, i.e. it is necessary that the agreement contains words such as “only”, “exclusively” or alone; words like “subject to” will not suffice.

(ii) 
the ouster must be agreed to by both the parties.

In Se Se Oil v Gorakharam (1962) 64 Bom. L. R. 113 the Bombay High Court held that any Indian citizen making a contract whilst in India would not be able to and cannot be permitted by means of a contract to avoid the applicability of Indian law to the contract made by him in India and/or to be performed in part or whole in India.  The facts of the case here were that one party to the contract (which was challenged) was in India and the other in Italy.  The choice of law in the contract was English.  

In the case of international trade the agreement of the parties is not conclusive and depends on several factors. The Courts have the discretion to refuse the enforcement of the choice of forum if it is oppressive, unfair or inequitable. In India, the enforcement of such contracts is not imperative where the choice of law restricts the parties to a foreign court, and in these cases, the balance of convenience is taken into consideration. 

In ABC Laminalt Pvt. Ltd. vs. AP Agencies Salem AIR (1989) SC 1239 the Supreme Court, as regards restraints in legal proceedings, observed that the citizen has the right to have his legal position determined by the ordinary tribunals except subject to the contract (a) when there is an arbitration clause which is valid and binding under the law; and (b) when the parties to a contract agree as to jurisdiction to which dispute in respect of the contract shall be discharged.

Where one out of two competent jurisdictions are excluded by agreement, it does not amount to absolute ouster of jurisdiction and such a clause does not violate Section 28. 

As regards agreements prescribing jurisdiction, the Supreme Court in ABC Laminator’s judgment held that parties cannot by private agreement confer jurisdiction upon a court which does not possess nor can they divest a court of jurisdiction it possesses under the ordinary law. So long as the contract does not oust the jurisdiction of all courts which would otherwise have jurisdiction to decide the cause of action under the law, it cannot be said that the parties have by their contract ousted the jurisdiction of the court and where the parties to the contract agree to submit the disputes arising from it to a particular jurisdiction which would otherwise be a proper jurisdiction under the law, their agreement to the extent they agree not to submit to other jurisdiction cannot be said to be void against public policy.

What are Contingent Contracts?

A Contingent Contract is a contract to do or not to do something, if some event collateral to such contract does or does not happen. E.g. A contracts to pay B some amount if B’s house is burnt. This is a contingent contract, a contract of fire insurance. 

The rules regarding contingent contracts are contained in Sections 32 to 36 of the Act:

(i) 
Section 32: -  
Contract contingent upon happening of a future uncertain event cannot be enforced by law unless and until that event has happened. If the event becomes impossible, the contract becomes void. E.g. A  makes  a contract to buy B’s house if A survives C. This contract cannot be enforced by law unless and until C dies in A’s lifetime.

(ii) 
Section 33: -
Contracts contingent upon non-happening of an uncertain future event can be enforced when the happening of that event becomes impossible and not before. E.g. There is a contract to pay B a certain sum of money if a certain ship does not return. The ship sinks . The contract can be enforced when the ship  sinks.

(iii) 
Section 34: -
If a contract is contingent upon how a person will act at an unspecified time, the event shall be considered to have 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. E.g.  A agrees to pay B Rs. 100/- if B marries C. C marries D. The marriage of B to C must now be considered as impossible although it is possible that D may die and C may afterwards marry B.      

(iv) 
Section 35: -
Contracts contingent on the happening of an event within a fixed time become void, if at the expiration of the time, such event has not happened, or if, before the time fixed, such event becomes impossible. E.g. A promises to pay B a sum of money is 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 or does not return within a year.

Contracts contingent upon non-happening of an event 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. E.g. A promises to pay B a sum of money if a certain ship does not return within the year. The contract may be enforced if the ship does not return within the year or is burnt within the year.   

(v)
Section 36: -
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 known to the parties to the agreement at the time when it is made. E.g. A agrees to pay B Rs. 100/- if two straight lines should enclose a  space. The agreement is void.  

What are Quasi-Contracts?

A valid contract must contain essential elements such as offer and acceptance, capacity to contract, consideration and free consent. But sometimes the law implies a promise imposing obligations on one party and conferring right in favour of the other even when there is no offer, no acceptance, no consensus ad idem, and in fact there is neither an agreement nor a promise. Such cases are not contracts in the strict sense, but the court recognises them as relations resembling those of contracts and enforces them as if they were contracts. Such cases are known as Quasi-contracts. 

A Quasi- contract rests on the equitable principle that a person shall not be allowed to enrich himself unjustly at the expense of another.  In reality it is not a contract at all. It is not an agreement when a person is in the possession of another’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 that another. 

Quasi contracts or implied contracts under the Indian Contract Act are of following nature: -

(a) Necessaries supplied to person incapable of contracting or anyone whom he is legally bound to support: - Contracts by minors and persons of unsound mind are void, however Section 68 of the Indian Contract Act provides that their estates are liable to reimburse the traders who supplies them with necessaries.

(b) Suit for money had and received:- The right to file a suit for recovery of money may arise (i) where the plaintiff paid the defendant under mistake or in pursuance of  a contract the consideration for which has failed or was paid 

under coercion, oppression, extortion or other means; (ii) payment to third party of money which another is bound to pay; and (iii) money obtained by defendant from third-parties.

(c) Quantum Meruit: - The expression ‘Quantum Meruit’ means ‘as much as earned’ or reasonable remuneration. It is used where a person claims reasonable remuneration for the services rendered by him when there was no express promise to pay the definite remuneration. Thus, the law implies reasonable compensation for the services rendered by a party if there are circumstances showing that these are to be paid for. The general rule is that where a party to contract has not fully performed what the contract demands as a condition of payment, he cannot sue for payment for that which he has done. The contract has to be indivisible and the payment can be demanded only on the completion of the contract. But where one party who has performed part of his contract is prevented by the other from completing it he may sue on a quantum meruit for the value of which he has done.  The claim on quantum meruit also arises when one party abandons the contract or accepts the work done by another under a void contract. The party in default may also claim on a quantum meruit for what he has done if the contract is divisible and the other party has had benefit of the part, which has been performed. But if the contract is not divisible, the party at fault cannot claim the value of what he has done. 

(d) Obligations of finder of goods: - The liability of a finder of goods belonging to someone else is that of a bailee. This means that he must take as much care of the goods as a man of ordinary prudence would take of his own goods of same kind. So far as the real owner of the goods is concerned, the finder is only a bailee and must not appropriate the goods to his own use. If the owner is traced he must 

return the goods to him. The finder is entitled to get a reward that may have been offered by the owner and also any expenses he may have incurred in protecting and preserving the property.

(e) 
Obligations of person enjoying benefit of non gratuitous act: - Where a person lawfully does something for another or delivers anything to him without any intention of doing so gratuitously and the other person accepts and enjoys the benefit thereof, the latter must compensate the former or restore to him the thing so delivered. E.g. when one of the two joint tenants pays the whole rent to the landlord, he is entitled to be compensated by  the co-tenant.          
Agreement to do an impossible act- Legal Effects: -

Section 56 of the Act provides that an agreement to do an impossible act is void. In the event that performance of the contract becomes impossible or unlawful, for any unpreventable reason, the contract becomes void as and when the act becomes impossible or unlawful as the case may be. In the event that a person promises to do an act, which was known, or with reasonable diligence could have been ascertained to be either impossible or unlawful, such promisor must compensate the promisee for any loss sustained by the promisee through the non-performance of the contract. To be compensated, the promisee must however, not have known that the promise was impossible or unlawful.

In cases of commercial hardship the alteration of circumstances must be such that , altogether, the purpose of the contract is upset. Frustration does not apply to contracts if they have become either too difficult or costly to perform. A contract can be frustrated on account of destruction of subject matter, change of circumstances, non-occurrence of contemplated event, death or incapacity of party, government or legislative intervention or by the declaration of war.

In Industrial Finance Corporation of India Ltd. v. Cannanore Spinning and Weaving Mills Ltd. and Others (2002) 5 SCC 54 it was held that in order for Section 56 of the Act to be applicable the following three conditions must be fulfilled:

i. 
there must be a valid and subsisting contract;

ii. 
some part of the contract must yet have to be performed; and,

iii. 
the contract, after it is entered into has become impossible to perform.

In Union of India vs. C. Damani & Co., AIR (1980) SC 1149 the Supreme Court observed that there was an implied condition in ordinary contracts that parties shall be exonerated in case, before breach the performance becomes impossible on account of physical causes or legal prohibitions. 

In Raja Dhruv Dev Chand vs. Rara Harmohinder Singh AIR (1968) SC 1024 and Satyabrata Ghose vs. Mugneeram Bangur & Co. AIR (1954) SC 44 the Supreme Court held that Section 56 is exhaustive and it is not permissible for the courts to travel outside the provisions. 

When an event of change of circumstances occurs, which is so fundamental as to be regarded by law as striking at the root of the contract, it is the court which can pronounce the contract to be frustrated and at an end. The Court has to examine the contract, the circumstances under which it was made, the belief, knowledge and intention of the parties being evidence of whether changed circumstances destroyed altogether the basis of the adventure and its underlying object. According to Section 9 of the Indian Contract Act, the terms of the contract may be express or implied. Therefore, where as a matter of construction, the contract itself contains impliedly or expressly, a term according to which it would stand discharged on happening of certain event, the dissolution of a contract would take place under the terms of the contract itself and that would be outside the scope of Section 56. 

In Satyabrata Ghose vs. Mugneeram Bangur & Co. AIR (1954) SC 44 the Supreme Court while interpreting Section 56 observed that the first paragraph of the section lays down the law in some way as in England. It speaks of something, which is impossible inherently or by its very nature and no one can obviously be directed to perform such act. The Second para enunciate the law relating to discharge of contract by reason of supervening impossibility or illegality of the act agreed to be done. The word ‘impossible’ has not been used in the section in the sense of physical or literal impossibility. The performance of act may not be literally impossible but it may be impracticable and unless from the point of view of the object and purpose which the parties had in view and if an untoward event or change of circumstances totally upsets the vary foundation upon which the parties rested their bargain, it can very well be said that the promisor found it impossible to do the act which he promised to do. 

In Satyabrata Ghose vs. Mugneeram Bangur & Co. AIR (1954) SC 44, Raja Dhruv Dev Chand vs. Rara Harmohinder Singh AIR (1968) SC 1024 and Afshar MM Tecki vs. Dharmasey Tricamdas AIR (1947) Bom. 98 it was held that under the following circumstances the contract would not be discharged by impossibility :

(i) 
the contract is absolute in terms and can be held to cover the frustrating events;

(ii) the contract makes full and complete provision for a given contingency;

(iii) where the event can be reasonably supposed to be within the contemplation of the parties to the contract at the time they made the contract;

(iv) where the event is such that any of the parties could foresee or could have foreseen with reasonable diligence;

(v) if only a portion of the contract becomes impossible or difficult of performance; and

(vi) if despite the supervening events, the object and purpose of the contract are  not rendered useless and the contract can be performed substantially in accordance with the original intention of the parties though not literally in accordance with the language of the agreement.     

In Mungeeram Bangur & Co. Pvt. Ltd. vs. Gurubacharan Singh AIR (1965) SC 1523, the Supreme Court held that if time was of the essence of the contract or if time for performance was set out in the contract, the contract might stand discharged, even though its performance may have been rendered unlawful for an indeterminate period, provided, the unlawfulness attached to the performance at the time it ought to have been performed. Thus, if the performance of a contract is rendered unlawful by reason of some subsequent event, the contract would stand discharged; but the discharge will not necessarily take place from the date of which the further performance was rendered unlawful unless it is for all time.           
         
Effect of novation, rescission and alteration of contract: -

Section 62 of the Act provides that if the parties to a contract agree to substitute the original contract with a new contract then there is no need to perform the original contract.

Substitution of an old contract with a new contract is called novation. Novation can be of two types:- 

i. 
involving change of parties of the original agreement; and

ii.
when a new agreement is substituted in place of the old one. For novation to occur by substitution it is necessary that the original contract was subsisting and unbroken.

The first type of novation can be illustrated by the following example where A is a debtor, and the creditor agrees to accept B in A’s place as the debtor, the original contract between the creditor and A comes to an end. This may occur when a new partner is admitted into an existing firm, or when a partner retires from a firm and the new firm as constituted after admission or retirement accepts the liabilities of the old firm and the persons dealing with the firm approves of the transfer of liabilities from one to another.

In Lata Construction v Dr. R R Shah (2000) 1 SCC 586 illustrates the second type of novation. The appellants had entered into an agreement with the respondent to provide them with a flat in an apartment complex that the appellant was constructing. Subsequently, due to a delay in construction the appellants entered into a new agreement with the respondents. Under this new agreement the rights under the old contract were supposed to continue till the stipulated payment was made. Since the stipulated payment was not made, the rights of the respondents continued to remain in force without there being any novation as contemplated under Section 62 of the Act. The Supreme Court held that novation required a complete substitution of the old contract by the new one and that it was only in such a situation that the original contract did not need to be performed. The Court held that substitution of a new contract in place of the old contract which would have the effect of rescinding or completely altering the terms of the original contract had to be by agreement between the parties. The Court held that a substituted contract should rescind or alter or extinguish the previous contract and that if the terms of the two contracts were inconsistent they could not stand together with the subsequent contract not being said to have substituted the earlier contract. 

In Union of India vs. Kishorilal Gupta & Bros. AIR (1959) SC 1362 the Supreme Court held that the substituted agreement/novation gives a new cause of action and obliterates the earlier one. The limitation will be counted on the basis of new promises.  

In Gujarat Bottling Co. Ltd. vs. Coca Cola Co. AIR (1995) SC 2372 a franchise agreement between the parties was executed in 1993 authorising Gujarat Bottling to bottle and sell beverage under the trade mark of Coca Cola, the agreement contained a term that either party was entitled to terminate the contract with one years’ notice. Another agreement entered into between the parties in 1994 referred to 1993 agreement and granted Gujarat Bottling exclusive licence to use the trademarks of Coca Cola which was registered under the Trademark Act and entitled either party to terminate the agreement by giving notice of 90 days. Unlike the 1993 agreement, this agreement did not contain any clause superseding all prior agreements. Coca Cola purported to terminate the agreement by giving less than 1 year notice contending that 1994 agreement replaced 1993 agreement and filed a suit against Gujarat Bottling restraining them from manufacturing and bottling the beverage. The Supreme Court held that the nature and scope of both the agreements was different and the 1994 agreement did not reduce the notice period from 1 year to 90 days. 

In Savita Dey vs. Nageshwar Majumdar (1995) 6 SCC 274 the Supreme Court held that a question of novation will not arise where the contract itself contains a provision for payment by one party of enhanced rates dependent upon a contingency. In short an acknowledgement  of a debt whether existing or otherwise does not change the nature of the debt or operate to create a new contract.              

In MS Anirudhan vs. Thomco’s Bank Ltd. AIR (1963) SC 746 the issue as regards alteration of guarantee was before the Supreme Court. In the instant case the principal debtor altered the guarantee entrusted to him by the surety, the effect of which was to alter the liability from Rs. 25,000 to Rs. 20,000. The principal debtor was held to have acted as an agent of surety and consequently this alteration was held not to discharge the surety. The Supreme Court held that it was an unsubstantial alteration, which did not change the nature of the document and hence could not discharge the surety.

Consequences of rescission of voidable contract: - 

Section 64 of the Act presents the effect of rescission of a voidable contract. It provides that:

(i) 
a person rescinding the contract is liable to restore the benefit to the person from whom it was received; and, 

(ii) 
the other party need not perform his part of the contract.

It further provides that if the party, who rescinded the voidable contract, obtained any benefits under it, then as far as possible the benefit obtained has to be restored to the party from whom such a benefit was received.

This section applies to all cases of voidable contracts whether voidable ab initio or subsequently. The aim of this section is to restore the benefit, i.e., place the parties in the situation they would have been had the transaction not taken place at all, i.e. status quo ante and not to compensate the aggrieved party. 

In Mithoolal Nayak vs. Life Insurance of India AIR (1962) SC 814 the Supreme Court held that where there is a breach of warranty by one of the parties to the contract and there is a stipulation that as a consequence the other party will be discharged from performance, neither Section 64 nor 65 would apply.    

What is the obligation of a person who has received advantage under void agreement, or contract that becomes void?
Section 65 of the Act contains the principle of restitution. It provides that when the parties have entered into an apparently valid contract where some benefits have been passed under it, and subsequently the contract is either discovered to be void or becomes void, the party who has received the benefits must restore them to the other. This section does not apply to a contract in which one of the parties knew at the time of drawing the contract that such a contract was void. The objective of this section is to prevent unjust enrichment. 

The Supreme Court analysed the scope of this provision in Kuju Collieries Ltd. vs Jharkhand Mines Ltd. AIR (1974) SC 1892 to the effect that the section distinguishes between an agreement and a contract. An agreement, which is enforceable by law, is a contract and an agreement, which not enforceable by law is said to be void. Therefore the phrase in the section “discovered to be void” means that the agreement is not enforceable and is therefore not a contract. It may be that the parties or one of them had no knowledge when they entered into the agreement that the agreement was in law not enforceable. They might have come to know later that the agreement was not unenforceable. The second part of the section refers to a contract becoming void. That refers to an agreement, which was enforceable, and was therefore a contract becoming void due to subsequent happening. In both these cases, any person who has received any advantage under the agreement is bound to restore the same or make compensation for it to the person from whom he received it. But when at the time when the agreement was entered into both the parties knew that it was not lawful, and therefore void, there was no contract but only an agreement and it is not a case where it was  discovered to be void subsequently. Nor is it a case of the contract becoming void due to a subsequent happening. In such cases Section 65 has no application.        

In Surenderlal Ramdiyal vs. S S Laxmanprasad ILR (1949) Nag 52 it was held that where sale and transfer of property is discovered to be void, the liability to refund consideration arises irrespective of whether the contract provides for refund or not. 

The Supreme Court in National Insurance Co. Ltd. vs. Seema Malhotra AIR 2001 SC 1197 while discussing the law laid down by Section 65 held that: 

“When a contract becomes void, any person who has received any advantage under such contract is bound to restore it to the person from whom he received it”. 

In Puran Lal Sah vs. State of Uttar Pradesh AIR (1971) SC 712 the Supreme Court held that quantum meruit is only available if the original contract has been discharged. If the contract is still open the remedy of quantum meruit cannot be used but only damages can be claimed and such claim can be brought by a party not in default. 

Compensation for loss or damage caused by breach of contract:-

Section 73 of the Act is declaratory of the common law as to damages. It provides that the party, who breaches a contract, is liable to compensate the injured party for any loss or damage caused, due to the breach of contract. For compensation to be payable, (i) the loss or damage should have arisen as a natural consequence of the breach, or (ii) should have been something the parties could have reasonably expected from a breach of the contract. In the former case, an objective test would be applied where as in the latter case a subjective test would be applied. Under this section, the burden of proof lies on the injured party. This section, however, provides that compensation shall not be awarded for any remote or indirect loss sustained by the parties.

Section 73 also provides that the same principles will apply for breach of a quasi-contractual obligation, i.e. in the event that an obligation resembling that created by contract has not been discharged, the injured party is entitled to receive compensation as if a contractual obligation has been breached. 

Damages under Section 73 of the Act are compensatory and not penal in nature. The explanation to this section further provides that in estimating the loss or damage arising from a breach of contract, the existing cost of remedying the inconvenience caused may be taken into account.

There are two principles regarding compensation that flow from this section. Firstly where money can substitute the loss incurred, the aggrieved party is to be put in the same situation, as it would have been in had the contract been performed. This is qualified by the second principle, which imposes a duty upon the defaulting party to take reasonable steps to mitigate the consequences stemming from the breach.

In the event that loss is suffered, the court has the discretion to award the aggrieved party nominal damages in recognition of his right. Further damages may also be awarded for loss of the party’s positive or exceptional interests in the case of contracts to be performed in the future. 

Improper recession of a contract may also result in compensation for loss of profit being awarded under Section 73 as was held by the Supreme Court in the case of Dwarka Das v State of Madhya Pradesh (1999) 3 SCC 500.

In Sitaram Bindraban vs. Chiranjanlal Brijlal AIR 1958 Bom. 291 it was held that the parties to a contract can create, for themselves, special rights and obligations such as providing for themselves the measure of damages for breach. The Parties can also provide in a contract that in the event of breach, no compensation will be payable except for refund of amounts paid and such a term was held to be enforceable in Syed Israr Masood vs. State of Madhya Pradesh AIR (1981) SC 2010. 

With regard to measure of damages for breach of warranty, in Mangilal Karwa vs. Shantibai AIR 1956 Nag. 221 it was held that the amount, which put the plaintiff in the position in which he would have been if the contract had been fulfilled. 

In Esso Petroleum Co. Ltd. vs. Mardon (1976) 2 ALL ER 5 it was held that where during the pre-negotiation stage of a contract, the party who has special knowledge and expertise concerning the subject matter of negotiation, makes a forecast based on knowledge and expertise with an intention to induce the other party to enter into a contract, it is open to the court to treat the forecast being not only an expression of opinion but a continuing warranty. In such a case, if the estimate turns out to be made negligently and wholly unsound, the party making the forecast can be made liable for breach of warranty. 

In Murlidhar Chiranjilal vs. Harishchandra Dwarkadas AIR (1962) SC 366  the Supreme Court held that there are two principles on which damages are calculated in case of breach of contract of sale of goods. Firstly, he who proved a breach of a bargain to supply what he has contracted to get is to be placed so far as money can do it in as good situation as if the contract has been performed. Secondly, a duty is imposed on the plaintiff to  take  all reasonable steps to mitigate the loss consequent to breach, and he is debarred  him from claiming any part of the damage which is due to neglect to take such steps. 

In Union of India vs. Raman Iron Foundry AIR (1974) SC 1265 it was held that damages are the compensation which an injured party may be entitled to get on adjudication by court of law but he does not get them by reason of any existing obligation on the part of the party, in breach of contract, who has no pecuniary liability till the court has determined the question of breach and the amount of compensation therefor. The court will not determine pre-existing liability.  Further, since the breach of contract does not result in any existing obligation by the party committing breach, the right to recover damages is not an actionable claim and cannot be assigned. 

What is the rule relating to remoteness of damages?

The rule relating to remoteness of damage was found in Hadley vs. Baxendale (1854) 9 Exch. 341 wherein it was held that where two parties have made a contract which one of them has broken, the damages the other party ought to receive in respect of such breach of contract should be either such as may fairly and reasonably be considered as arising naturally i.e. in accordance with usual course of things from such breach of contract itself or such as may reasonably be supposed to have been in the contemplation of both parties at the time they made the contract as the probable result of breach of it. Where the special circumstances under which the contract was actually made were communicated by one party to the other and was thus known to both parties, the damages resulting from such breach which they would reasonably contemplate would be amount of injury which would ordinarily follow from breach of contract under the special circumstances so known to the parties or communicated. Where the special circumstances are wholly unknown to the party breaking the contract, he at the most can  only be supposed to have had in his contemplation the amount of injury which would arise generally and in great multitude of cases not affected by any special circumstances from such breach of contract. 

In M Licha Setty & Sons Ltd. vs. Coffee Board Bangalore AIR (1981) SC 182 the Supreme Court held that the principle of mitigation does not give any right to a party in breach of contract but is a concept that has to be borne in assessing damages. In this case it was held that the plaintiff must take all reasonable steps to mitigate the loss and if he fails to do so he cannot claim such loss which could have been avoided. The plaintiff is only required to act reasonably and whether he has done so or not is not a question of law but a question of fact in each case. He must act reasonably not only in his own interest but also in the interest of the defendant and lower the damages by acting reasonably in the matter. In case of breach of contract, the plaintiff is required to do more than act in ordinary course of business and where he is placed in embarrassment, the measures he takes to extricate himself ought not to be weighed in nice scales at the instance of party in breach. The plaintiff is under no obligation to destroy his property or to injure himself or his commercial reputation to reduce the damages payable by defendant.    

Compensation for breach of contract where penalty stipulated for:- 

Section 74 of the Act deals with the situation where the parties to a contract agree that the contract itself will stipulate the penalty for the breach of the contract i.e. liquidated damages. The main principle behind this section is to promote certainty in commercial contracts. Section 74 provides that damages, not exceeding the amount stipulated in the contract, must be given to the injured party on breach of the contract. It further provides that such damages must be given to the injured party irrespective of any actual loss or damage proved by them. 

The explanation to Section 74 distinguishes between a genuine pre-estimate of the damages and a penalty. A penalty would be a sum of money, which is stipulated in order to dissuade a person from breaching a contract. When a contractual obligation is one of debt, the rule against a penalty would not apply to the sum payable. However, if a higher rate of interest is payable from the date of default, this would be construed as a penalty. 

This distinction between estimated damages and a penalty is significant when enforcing one’s rights in court. In the former, the courts do not have the discretion to question the amount agreed upon as damages by the parties. However, in the case of a penalty that is stipulated, even though the courts may not reject the claim in its entirety, they have the discretion to reduce an unconscionable amount to what they may perceive as reasonable. 

However, it is pertinent to note that no claim of liquidated damages is maintainable unless the promisee is proved to have sustained loss due to the default of the promisor. One cannot compensate a person who has not suffered any loss or damage. Therefore, in the absence or proof of damage for 

any breach of obligations, no sum of money named in a contract can be claimed. 

There may be cases where the actual loss or damage is incapable of proof. Section 74 exempts a party from such responsibility and enables him to claim compensation in spite of his failure to prove the actual extent of the loss or damage, but the party must establish that he has suffered some loss or damage. The proof of this basic requirement of “loss/damage” is not dispensed with by Section 74. It merely dispenses with the proof of the “actual loss/damage”. The courts, in such cases where it is difficult to ascertain the precise amount of damages, have the discretion to award reasonable compensation to the aggrieved party. 

The Supreme Court has, in Maula Bux v. Union of India (1969) 2 SCC 554 (the “Maula Bux Case”) held that:-

(i). 
A claimant may have to lead evidence to prove the actual loss or damage resulting from the breach, if the adjudicating authority were of the view that in the given facts and circumstances, compensation can be calculated in accordance with the settled rules. 

(ii) 
However, if the adjudicating authority were of the view that in the facts and circumstances in question, it will be impossible for the Court to assess the compensation, then the Courts may take into consideration the sum named by the parties “if it be regarded as a genuine pre-estimate … but not if the sum named is in the nature of a penalty”.

This latter principle (stated above) has been recently reiterated by the Supreme Court in ONGC Ltd. v. Saw Pipes Supreme Court, Civil Appeal No. 7419 

of 2001, decided on - 17.04.2003, where the Supreme Court held that “In some contracts, it would be impossible for the Court to assess the compensation arising from breach and if compensation contemplated is not by way of penalty or unreasonable, Court can award the same if it is genuine pre-estimate by the parties as the measure of reasonable compensation.”   The Supreme Court held that if the parties have pre-estimated such loss after clear understanding, it would be totally unjustifiable  to arrive at the conclusion that the defaulting party is not liable to pay compensation.

Section 74 of the Act does not apply to negotiable instruments. It also does not apply in cases of persons entering into bail bonds and other similar instruments for the performance of public duties.  Breach of any condition in such an instrument would require the person concerned to pay the entire sum mentioned therein. However, the explanation to the exception provides that a party who contracts with the Government does not necessarily undertake any public duties.

It is important to note that by providing for compensation in express terms the right to claim damages under the general law is necessarily excluded. 

Party rightfully rescinding contract entitled to compensation: -
A person who rightfully rescinds a contract is entitled to compensation for any damage, which he has sustained through the non-fulfillment of the contract.

Section 75 of the Act provides that a person who rightfully rescinds a contract is entitled to damages, which are in the nature of compensation for the non-fulfillment of the contract.

What are the rights of indemnity holder when sued?
Under Section 125 of the Indian Contract Act, the promisee in a contract of indemnity, acting within the scope of his authority, is entitled to recover from the promisor: –

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

b. all costs which he may be compelled to pay in 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 authorised him to bring or defend the suit;

c. 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 promisor  to make in the absence of any contract of indemnity, or if the promisor authorised him to compromise the suit.

Section 125 of the Act lays down the rights of a promisee under a contract of indemnity. It entitles the promisee, acting within the scope his authority in a contract of indemnity to recover costs from the promisor with respect to the suit, which falls within the scope of the indemnity. The provision details the damages, costs and sums that the promisee in entitled to recover from the promisor. However, in order for the promisee to be compensated, it is required that the (i) the promisee was authorised by the promisor to act in the, manner and (ii) the promisee was prudent when taking decisions. 

 “Contract of guarantee”, “surety”, “principal debtor” and “creditor”

Section 126 of the Act defines a contract of guarantee as one in which a person (the promisor) takes on the responsibility of either performing a promise of a third person, or discharging the liability of a third person, in the case of the latter’s default. The person providing the guarantee is called the surety, the person in respect of whose default the guarantee is given is called the principal debtor, and the person to whom the guarantee is furnished is called the creditor. The provision specifically provides that a contract of guarantee can either be written or oral in nature.

Since the purpose of a guarantee is to secure payment of debt, the existence of a recoverable debt is necessary. Thus in the absence of a recoverable debt there cannot be a valid guarantee.  A contract of guarantee should also be supported by some consideration (as required under Section 127). In the absence of consideration, the contract of guarantee will be void. It is not necessary that there has to be a direct consideration between the surety and the creditor. If the principal debtor gets any benefit from the contract of guarantee it will be a sufficient consideration. The principal debtor cannot argue that such a guarantee was obtained without his knowledge or consent. A guarantee for a past as well as a future debt is enforceable provided some further debt is incurred after the guarantee. In the case of a past debt however there should be a clear undertaking by the guarantor to be liable for the past debt. 
The nature of liability under the contract of indemnity and guarantee was stated in Guild & Co., vs Conrad (1894) 2 QB 885 as follows:
“There is a plain distinction between a promise to pay the creditor if the principal debtor makes default in payment and a promise to keep a person who has entered into 

a contract for liability indemnified against the liability independently of the question whether a third person makes default or not.”

In Punjab National Bank vs. Sri Bikram Cotton Mills Ltd. AIR (1970) SC 1973 it was held that in a contract of guarantee, the obligation of the surety depends substantially on the principal debtor’s default, whereas under the contract of indemnity, liability arises from loss caused to the promisee by the conduct of the promisor himself or by the conduct of another person.

In Lima Leitao & Co. Ltd. vs. Union of India AIR 1968 Goa 29 it was held that there can be no contract of guarantee if liability does not exist. The liability of guarantor presupposes the existence of a separate liability of the principal-debtor and the surety’s liability is thus secondary which comes into existence only in default of the principal-debtor. 

The existence and scope of liability under the contract of guarantee was enunciated in Re Steyn (1974) 90 LQR 246, 247 as under

“A contract of guarantee postulates either an existing or future principal obligation. If the principal obligation, which was sought to exist, in fact does not exist, the guarantee is nullity. Similarly if the guarantee contemplates the subsequent creation of the principal obligation, and that obligation never comes into existence, the guarantee remains inchoate.”

In State of Maharashtra vs. M. N. Kaul AIR (1967) SC 1634 it was held that the surety bonds are to be construed strictly. A surety who is a ‘favoured debtor’, can only be held bound if the condition of liability has been fulfilled. The surety cannot be made liable beyond the terms of his engagement since the surety usually receives no benefit in the transaction and creditor usually drafts a contract, and applying the contra proderentem rule, the guarantee must be construed in favour of surety in case of ambiguity.

Position of fidelity guarantee:-

The position of surety in case of fidelity guarantee came up in Radha Kanta Paul vs. United Bank of India AIR (1955) Cal 217 where it was held that the surety’s liability for faithful discharge by another, of his duties depends on the exact terms of the guarantee. The surety is not discharged from liability for   default of the person whose fidelity has been guaranteed on the ground that the default would not have happened if the creditor had used all powers of superintending the performance of the debtor’s duty, which he could have exercised  because employer of that servant does not contract with the surety, that he will use utmost diligence in checking servant’s work. But if an employer of a servant whose fidelity has been guaranteed continues to employ him even after proved act of dishonesty, without notice to surety, and not on mere suspicion reports of dishonesty, then the surety is discharged. 
     

Irrevocable obligations of a bank:-

The position of a bank assuming irrevocable obligations was considered in RD Harbottle (Mercantile) Ltd. vs. National Westminister Bank Ltd. (1977) 2 All ER 682. In this case it was held that only in exceptional cases the courts will interfere with the machinery of irrevocable obligation assumed by banks. The obligations assumed by banks are regarded as collateral to the underlying rights and obligations between the merchants at the either end of the banking chain. Except in clear cases of fraud of which banks have notice, the courts will leave the merchants to settle their disputes under the contract by litigation or arbitration as available to them or as stipulated in the contract. The Courts are not concerned with the difficulties of the parties to enforce the claims; these are risks, which the parties take.    

When the bank may refuse to honour bank guarantee?

As evident from the aforesaid position, the banks can refuse to honour bank guarantees or injunction to restrain payment under bank guarantee could be granted by the courts only under the two circumstances i.e.:-

(i) in the event of fraud 

or 

(ii) irreversible injustice 

and under no other circumstances. This position has been settled in various decisions of the Supreme Court in:- 

(i) U. P. State Sugar Corporation vs. Sumac International Ltd. AIR (1997) SC 568

(ii) Larsen & Tubro Ltd. vs. MSEB AIR (1996) SC 334 
(iii) Dwarikesh Sugar Industries Ltd. vs. Prem Heavy Engineering Works (P) Ltd. AIR (1997) SC 2477 
(iv) Federal Bank Ltd. vs. V. M. Jog Engineering Ltd. AIR (2001) SC 663 
(v) ITC Ltd. vs. Debts Recovery Appellate Tribunal AIR (1998) SC 634 

(vi) Hindusthan Construction Co. Ltd. vs. State of Bihar and others AIR (1999) SC 436 
(vii) United Bank of India vs. Bengal Bahar Construction Company Ltd. AIR (1998) SC 653 
(viii) Daewoo Motors India Ltd. vs. Union of India AIR (2003)   

Surety's liability:- 
Under Section 128 of the Act the liability of the surety is made co-extensive with the liability of the principal debtor unless there is a contract that provides otherwise. The illustration to the section further provides that the extent of the surety’s liability extends to the interest to be paid on the loan and not only the principal amount. Thus, if the debtor satisfies a part of the loan then the liability of the surety is reduced accordingly.

There are certain other principles, which need to be considered for determining the surety’s liability. In case there is a condition precedent to the surety’s liability, the surety will not be liable till the condition is met. In case the liability of the surety is unconditional the Courts cannot on their own introduce conditions. The liability of the surety is co-extensive if only he undertakes to take the whole liability. The surety has the option of limiting his liability and attaching conditions for the same in order to reduce liability. 

The principles regarding surety’s liability have been clearly laid down in the case of State Bank of India v G. J. Herman AIR 1998 Ker. 161 where the Kerala High Court while reaffirming the principle of suretyship as laid down in State Bank of India v Indexport Registered AIR 1992 SC 1740 held that the liability of the sureties is co-extensive with that of the principal debtor. Consequently, 

the creditor can proceed against the principal debtor or the sureties unless it is otherwise provided in the contract. The same principle applies between the liabilities of the co-sureties as well. A co-surety cannot plead that the creditor should proceed against one particular surety before approaching another since the liability of the surety is joint and several. To the extent to which they stand as guarantors they are liable to be proceeded against by the creditor. The creditor alone has the choice of whether to move against either the principal debtor or any of the sureties.

As regards commencement of liability of surety, the observations made in Re Colonial Finance, Mortgage Investment & Guarantee Corp. Ltd. (1905) 6 SR (NSW) 6 are relevant in this context. It was held that in the contract of guarantee, there must be clear intimation that payment is required to constitute a demand and nothing more is necessary, and the word ‘demand’ need not be used. The language of the contract is immaterial provided it has this effect. 

In the context of condition precedent to the liability of surety, the Supreme Court in State of Maharashtra vs. MN Kaul AIR 1967 SC 1634  held that if the terms of the contract of guarantee fixed a last date for enforcement of guarantee and if the claim is not made by that fixed date, the guarantee would lapse. 

As regards continuation of liability of surety, in Ellis vs. Emmanuel (1876) 1 Ex. Div. 157 it was held that where the surety has given a continuing guarantee, limited in amount, to secure the floating balance which may from time to time be due from the principal to the creditor, the guarantee is as   between the surety and the creditor to be construed, both at law and in equity, as applicable to a part only of the debt co-extensive with the amount of his guarantee and this upon the ground, at first confined to equity, but afterwards extended to law, that it is inequitable in the creditor, who is at liberty to increase the balance or not, to increase it at the expense of the surety. 

In Seth Gokuldas Nathani vs. Lal Artatran AIR (1926) Nag. 466 it was held that where the original contract was unenforceable for want of registration, and the parties were entitled for equities under the doctrine of part performance, the liability of surety could not be enforced. 

In Maharashtra State Electricity Board vs. Official Liquidator AIR (1982) SC 1497 it was held that the liability of the surety to pay under the guarantee is not automatically suspended when the liability of the principal debtor is suspended under some statutory provision. Thus a contract of guarantee being an independent contract, is not affected by any liquidation proceedings against the principal debtor.     

As regards the effect of payment towards the debt by the principal debtor and consequent liability of the surety, in Ganga Nath vs. Ranjit Ray (1942) 1 CAL 11 it was held that where the letter of guarantee for repayment of money advanced on a promissory note payable on demand with interest provided that the guarantee would remain in force until the debt due was fully and finally adjusted and would not be affected by any forbearance or arrangement for giving time, or other facilities to the principal debtor and the debtor made small payments of interest from time to time, it was held that in view of the terms of the guarantee, the payments extended also the liability of surety and that the surety remained liable until principal debtor remained liable.      

Rights of surety: -

A surety has certain rights against the creditor (as provided under Section 141), the principal debtor (Section 140 & 145) and the co-surety (under Sections 146 & 147). These are:

(a) Surety’s rights against creditor: - Under Section 141 a surety is entitled to the benefit of every security which the creditor has against the principal debtor at the time when the contract of suretyship is entered into whether the surety knows the existence of such security or not; and if the creditor loses or without the consent of surety parts with such security the surety is discharged to the extent of the value of the security.

(b) Rights against the Principal Debtor: - Under Section 140 of the Indian Contract Act after discharging the debt the surety steps into the shoes of the creditors or is subrogated to all the rights of the creditors against the principal debtors. He can then sue the principal debtor for the amount paid by him to the creditor on the debtor’s default; he becomes the creditor of the principal debtor for what he has paid. In some circumstances, the surety may get certain rights even before payment. The surety has remedies against the principal debtor before payment and after payment. In Mamta Ghosh vs. United Industrial Bank AIR (1987) Cal. 180 where the principal debtor after finding that the debt became due, started disposing off his properties to prevent seizure by surety, the court granted an injunction to the surety restraining the principal debtor from doing so. The surety can compel the debtor, after the debt has become due to exonerate him from his liability by paying the debt. 

Surety’s rights against co-surety: - When a surety has paid more than his share of the debt to the creditor, he has a right of contribution from the co-sureties who are equally bound to pay with him. A, B, C are sureties to D for the sum of Rs. 300/- lent to E who makes default in payment. A, B and C are liable as among themselves to pay Rs. 100/- each. If any one of them pays more than Rs. 100/- he can claim the excess contribution from the other two to reduce his payment to only Rs. 100/- If one of them becomes insolvent, the other two shall have to contribute the unpaid amount equally.

Continuing Guarantee:-

Section 129 of the Act provides that a continuing guarantee is one, which extends to a series of transactions and is not confined to a single credit or transaction. 

A continuing guarantee is ordinarily intended to cover a number of transactions that may be unknown at the time of giving the guarantee, over a limited period of time. The surety undertakes to be answerable to the creditor for his dealings with the debtor over a specific period of time. The liability for a continuing guarantee endures until the credits or transaction contemplated by the parties and covered by the guarantee have been exhausted, or until the guarantee is revoked.

The distinction between a guarantee and a continuing guarantee is of importance when determining the discharge of liability of a surety. If it is for a single or a definite number of transactions, the payment by the principal debtor discharges the liability of a surety. However, if it is continuous, the surety continues to be liable for further supply of goods by the creditor to the principal debtor.

Whether a particular guarantee is a continuing guarantee or not is a question of intention of the parties. In Coles vs. Pack (1869) LR 5 CP 65 the issue as to whether a particular guarantee is continuing or not was examined. It was held that whether a particular guarantee is continuing or not is a question of intention of the parties as expressed by the language they have employed, understudying it fairly in the sense in which it is used and this intention is best ascertained by looking at the relative position of the parties at the time the instrument was written. Further, in Nottingham Hide Skin and Fat Market Co vs. Bottrill (1873) LR 8 CP 694, on the aforesaid issue, it was held that in construing the language of the contract of guarantee, the whole of the expression must be looked into and not merely the operative words. 

When the Continuing Guarantee stands revoked: -

A continuing guarantee stands revoked in the following circumstances: -

(a) By notice of revocation by surety under Section 130 of the Indian Contract Act:- the notice operates to revoke the surety’s liability as regards future transactions. He continues to be liable for transactions entered into prior to the notice [Offord vs. Davies (1862) 6 L.T.S. 79]

(b) 
By death of the surety:- the death of the surety operates, in the absence of contract, as a revocation of a continuing guarantee as regards the future transactions as per Section 131 of the Indian Contract Act. But for all transactions made before his death, surety’s estate will be liable [Lloydss vs. Harper (188) 16 Ch. D. 290].      

Discharge of surety by variance in terms of contract:- 
Section 133 of the Act provides that any modifications or changes made in the provisions of the contract between the principal debtor and the creditor, without the approval of the surety, discharges the surety with respect to the transactions conducted after the variation. 

To invoke the section it is important that there should have been a material variation in the provisions of the contract. The surety, however, will not be discharged from his liability if the provisions of the contract, which have been modified, are not substantial or material in nature. A secondary effect of this section is that the alteration not only discharges the surety from his personal liability, but also releases the property, if any, which the surety had included in the contract. Similarly an attempted variation, which does not become effective, will not discharge the surety.

In Seth Pratapsingh Moholabhai vs. Keshavlal Harilal Setalwad AIR (1935) PC 21 and S Perumal Reddiar vs Bank of Baroda AIR (1981) Mad. 180:- it was held that even under Section 128 of the Indian Contract Act, the liability only extends to the contract guaranteed, and not to something for which he has not contracted. The true rule being that if there is any agreement between principals with reference to the contract guaranteed, the surety ought to be consulted unless such alteration is not self-evidently unsubstantial or to the surety’s disadvantage. 

In Bonar vs. Mcdonald 3 HCL 226, it was held that any variation  of the agreement to which the surety has subscribed which is made without surety’s knowledge or consent, which may prejudice him, or which may amount to a substitution of a new agreement for a former agreement, even though the original agreement may notwithstanding such variance, be substantially performed, will discharge the surety. 

In Bonser vs Cox (1844) 10 LJ Ch 395, it was held that a party who is surety for another for the performance of an engagement can only be called upon to guarantee the performance of that engagement when the engagement is carried into complete, literal and strict effect. The surety enters into a particular and specific contract, and that contract alone he is bound to perform. 

In MS Anirudhan vs. Thomco’s Bank Ltd. AIR (1963) SC 746 it was held that the alteration even if made by a stranger without the knowledge of the promisee or his agent, while the contract document is in possession of the promisee or his agent also discharges the promisor; but if it is altered by a stranger while the document was not in custody of the promisee or his agent, the promisor is not discharged. If a guarantor entrusts a letter of guarantee to the principal debtor and the latter makes an alteration, without the assent of the guarantor, then the guarantor is liable because it is due to the act of the principal debtor and what the principal debtor does will estop the guarantor from pleading want of authority. However, if there is unsubstantial alteration, which does not change the nature of the document, then it will not discharge the surety. 

Discharge of surety by release or discharge of principal debtor:- 

Section 134 of the Act provides two ways in which the surety can be discharged:  


(i) 
If the creditor makes any contract with the principal  
debtor, by which the principal debtor is released, the  
surety is discharged. 

(ii) 
If by any act or omission of the creditor the principal  


debtor gets legally discharged, the surety will also be  


discharged.

However, if the principal debtor gets discharged due to becoming insolvent or the principal debtor is wound up, the surety will not be discharged of his liability.

As regards discharge of Surety, the important principle was laid down in Cragoe vs. Jones (1873) LR 8 EX 81 as under:-

“If the creditor, without the consent of the surety, by his own act destroys the debt, or derogates from the power which the law confers upon surety to recover it against the debtor in case he shall have paid it to the creditor, the surety is discharged.”

In Ushadevi Malhotra V/s. Bhagwandas Tiwari AIR (1967) MP 250 it was held that every granting of time or accepting of additional securities will not discharge the surety, unless the same comes under Section 134 involving a new contract between the creditor and the principal-debtor to which the surety is not a party.

In Isher Singh vs. Ram Saran Das AIR (1958) Punjab 337 it was held that the surety is discharged from the contract of guarantee if the creditor accepts a second security in discharge of original one or substitutes a security for the personal liability of the principal debtor.

In Eshelby vs. Federated European Bank Ltd. 1932 ICB & 423 and National West Minister Bank plc. vs. Riley (1986) BCLC 268 the issue of liability of a surety in cases where there is a breach of contract was dealt with.  It was held where a surety has guaranteed payment of a sum due from the debtor under an entire or a lumpsum contract, the creditor is unable to sue the debtor, there being no completed performance, the surety is not liable under the guarantee.  A breach by the creditor of the terms of the principal contract will not discharge the guarantee unless it is a repudiatory breach.
In P Murugappa Mudaliar v/s. Munnuswami Mudaliar AIR  (1920) Mad 216 the Madras HC reiterated the principle of the English Law (which also applies under Indian Law) as regards discharge of principal debtor and the rights of creditors against the surety under such circumstances.  Under English Law discharge of principal debtor will not affect the rights of suit against surety where there is a reservation to proceed against it.

It was further held that where the guarantee contains a provision preserving the liability of surety, giving the creditor the right to allow discharge or release the principal debtor, the surety may not be discharged. The surety is also not discharged where he agrees with the creditor for continuation of liability, before the release of the debtor by the creditor.

As regards discharge of liability partially by the creditor and consequent release of the principal debtor wholly or in part without affecting the liability, it was held in Perry v/s. National Provincial_(Bank of England) (1910) 1 ch. 464 that where the whole debt has not been discharged, but the debt as to part remains undischarged, but the principal debtor cannot be pursued by the creditor for the balance, the surety may by apt words be left liable although the principal debtor has as regards such balance been released as between himself and creditor.

Discharge of surety when creditor compounds with, gives time to, or agrees not to sue principal debtor:- 

Section 135 of the Act provides that a surety is discharged if:

(i) 
A creditor makes a composition with the principal debtor, without consulting the surety. 

(ii) 
A creditor gives additional time to the principal debtor to  

pay off the sum, without consulting the surety. 

A composition inevitably involves variation of the original contract and therefore it discharges the surety. One of the duties the creditor has towards the surety is not to allow the principal debtor any more time, than that specified in the contract, to pay off the debt. This is because such indulgence will extend the period of liability of the surety. Therefore a promise to give additional time would discharge the surety. Similarly a promise not to sue by the creditor would have the same effect on the liability of the surety.

As regards composition with debtor in Raja Bahadur Dhiraj_Girji vs. Raja P.Parthasarathy Rayanimvaru_(1963) 3 SCR 921 it was held whether a surety is discharged of his bond on decree passed on compromise and not by the decision of the court on merits in invitum depends on the terms of the bond and if the bond shows that it is not applicable to a decree on a amicable settlement, the surety will be discharged.  If the parties contemplated that there might be an amicable settlement and a decree thereon and the surety executed a bond with their knowledge, the surety will be liable.

As regards contract to give time to the principal debtor, the general principle as laid down in Bharat Nidhi vs. Bhagwandas Mehra AIR (1967) SC 939 it was observed:- 

“it is the clearest and most evident equity not to carry on any transaction without the privity of him who must necessarily have a concern in any transaction with the principal debtor.  You cannot keep him bound and transact his affairs (for they are as much his as your own) without consulting him.”

Co-sureties liable to contribute equally:-

Section 146 of the Act provides that where several persons are co-sureties for the same debt then they are liable, amongst themselves, to contribute equally to the whole debt or to the part of the debt which remains unpaid. The section further provides that this principle will apply whether their liability is joint or several, under the same or different contracts, and whether with or without the knowledge of each other.

In the case of Stimpson v Smith [1999] 2 All ER 833 the Court of Appeal addressed the question of whether one co-guarantor of a debt can recover a contribution from another co-guarantor. In this case the first co-guarantor had paid the creditor a part of that debt without any formal demand being made on either co-guarantor by the creditor, though a service of a written demand was provided for under the guarantee. The Court held that in the event that there was more than one guarantor, to a creditor, for the payment of the same debt, it was equitable that; if one of them paid more than his share then he is entitled to a contribution from the other guarantors. Further elaborating on this principle the Court held that it was immaterial whether the co-guarantors were bound jointly and severally, or by same or different instruments, or in the same or different sums, or at the same time or different times, or whether the co-guarantor making the payment knew of the existence of the other co-guarantor, as the right of contribution was not dependent upon any kind of express or implied agreement.

As regards position amongst co-sureties, in Wolmershansen vs. Gullicjk (1893) 2 Ch. 523, the principle under English Law was enunciated. It was held that co-sureties need not be bound under the same contract, the right to contributions being independent of any agreement for the purpose.

Thus the position on the subject under English Law is that, the right to contribution is not founded on contract but is the result of a general equity arising at the inception of the contract of guarantee on the ground of equating of burden and benefit.

In Lbn Hassan vs. Brijbhaskar Sarem (1904) 26 AII 407 it was held that if the creditor calls upon one of the co-sureties to pay the principal debt or any part of it then that surety has a right on principles of equity to call upon his co-sureties for contribution.

Liability of co-sureties bound in different sums:-
Section 147 of the Act provides that regardless of the amounts to which co-sureties are bound by having given guarantees, they are liable to pay equal sums contingent upon the limit permitted by their liability towards the debt.

The section further can be interpreted to imply that if any of the sureties has paid an amount more than his share then he can recover the amount from the co-sureties so as to equalize the loss as between all of them. The principle of equal contribution is subject to maximum limit, if any, fixed by a surety to his liability.

To sum-up a surety may be discharged from liability under the following circumstances: -

(a) By notice of revocation in case of continuing guarantee as regards future transactions under Section 130 of the Indian Contract Act. 

(b) By the death of the surety as regards future transactions, in a continuing guarantee in the absence of a contract to the contrary in terms of Section 131 of the Indian Contract Act;

(c) Any variation in the terms of the contract between the creditor and the principal debtor, without the consent of the surety discharges the surety as regards all transactions taking place after the variation as per Section 133 of the Indian Contract Act;

(d) A surety will be discharged if the creditor releases the principal debtor, or acts or makes an omission which results in discharge  

of the principal debtor as per the provisions of Section 134 of the Indian Contract Act. But where the creditor fails to sue the principal debtor within the limitation period, the surety is not discharged. 

(e) Where the creditor without the consent of the surety makes an arrangement with the principal debtor for composition, or promises to give him time or not to sue him, the surety will be discharged in terms of Section 135 of the Indian Contract Act;

(f) If the creditor does any act which is against the rights of the surety, or omits to do an act which his duty to the surety requires him to do and the eventual remedy of himself against the principal debtor is thereby impaired the surety is discharged a per the provisions of Section 139 of the Indian Contract Act; and 

(g) 
If the creditor loses or parts with any security  which at the time of the contract the debtor had given in favour of the creditor, the surety is discharged to the extent of the value of the security, unless the surety consented to the release of such security by the creditor in favour of the debtor. It is immaterial whether the surety was or is aware of such security or not pursuant to Section 141 of the Indian Contract Act.
General lien of bankers, factors, wharfingers, attorneys and policy brokers:- 

Section 171 of the Act enumerates the persons who are entitled to general lien as a security for a general balance of account, unless excluded by contract. It provides that bankers, wharfingers, attorneys of a High Court and policy brokers have the authority to retain the goods which have been bailed to them, if the balance amount due to them is unpaid provided that there is no contract to the contrary. No other person enjoys a general lien, unless conferred by an express contract. 

In case of bankers the general lien attaches to all goods and securities deposited with them as bankers by a customer or by a third person on the customer’s account provided that there is no contract either express or implied which is inconsistent with such lien. For the applicability of this section it is important that the goods should have been given to the banker as a bailee because the lien extends only to those goods which have been bailed to the banker.  

The word “factor” means an agent entrusted with possession of goods for the purpose of selling them for his principal. He has a general lien on the goods of his principal. The factor like the banker will not have a right to lien on such goods as have come to his possession for a specific purpose, which impliedly excludes his right to lien.

A wharfinger has a general lien over the goods bailed to him until his wharfage, or charges due for the use of his wharf, are paid. The Supreme Court in Om Shankar Biyani vs. Board of Trustees, Port of Calcutta (2002) 3 SCC 168 held that the port authorities were entitled to claim payment of all demurrage charges for the period before the goods were cleared on account of the statutory lien available in terms of Section 59 of the Major Port Trusts Act, which was held to be wider than the lien available under Section 171 of the Contract Act.  The Supreme Court negated the proposition in terms of Section 171 of the Contract Act that a bailee, who exercises a lien for non payment of rent or storage charges, is not entitled to charge rent for storage of goods. 

In the case of R. D. Saxena v Balram Prasad Sharma (2000) 7 SCC 264 the Supreme Court held that files containing copies of the record could not be equated with ‘goods’ referred to in Section 171 of the Act. The files that are given to an advocate cannot amount to goods bailed. According to this provision bailment is the delivery of goods by one person to another for some purpose, upon a contract that they shall be returned or otherwise disposed of according to the directions of the person delivering them, when the purpose is achieved. In the case of litigation papers in the hands of the advocate there is neither a delivery of goods nor any contract that they will be returned or disposed off. That apart, the definition of goods, which applies to this provision, is the one, which is used in the Sale of Goods Act. Goods should have marketability and the person to whom they are bailed should be in a position to dispose them in consideration of money and since this is not possible with case files reliance cannot be placed on Section 171 of the Contract Act to withhold files.  

The lien of a policy broker extends to any balance on any insurance account due to him from the person who employed him to effect the policy.

In Syndicate Bank v/s. Vijay Kumar AIR (1992) SC 1066 a bank gave a guarantee for the payment of  decretal debt and judgment debtor gave his deposit receipt as security to the bank and signed general form giving general lien to the bank.  Behind the deposit receipt was endorsed : Line to BG….. when the bank guarantee was discharged in appeal, the decree holder sought attachment of the fixed deposit.  The bank claimed general lien as a matter of law as well as by the terms of endorsement.  It was held that a banker had, by way of judicially recognized mercantile custom, a general lien over all forms of deposits and securities made by customer in the ordinary course of banking business.  The recital in the general form also created such a lien, which was not discharged by the discharge of the bank guarantee.  This did not however prevent attachment of the amounts.

In Devendra Kumar Lakchandji vs. Gulabsingh Neikh Singh (1946) Nag 210 it was recognized that the provisions of Indian Contract Act relating to Lien are not exhaustive and do not negate the existence of Lien in cases not specified therein.  In the absence of provisions in this Act, English law on the subject can be applied in India on the grounds of justice, equity and good conscience.

In H.M. Kamaluddin Ansari vs. Union of India AIR (1984) SC, it was held that under the provisions of this section, any other person may have a right to retain, as a security for such balance – goods bailed to him if there is an express contract to that effect. A contract may provide that whenever any claim arises for the payment of a sum of money against the party to the contract arising out of, or under a contract, the other party shall be entitled to recover such sum by appropriating in whole, or in part, any sum due to the first party under the contract, or any other contract with second party, is a valid contract.

Agent and principal under Indian Contract Act:-
An ‘agent’ is a person employed to do any act for another or to represent another in dealings with third persons. The person for whom such act is done, or who is so represented, is called the ‘principal’.

Section 182 of the Act defines the relationship between an agent and a principal. An agent has the authority to create legal relations between the principal and third parties. An agent is defined as a person authorised to represent the principal and carry out any functions on behalf of the principal, in dealings with a third party. An agent, though bound to exercise his authority as per the instructions of the principal, is not subject to the direct control of the principal. An agent, therefore, may act at his discretion within the limits of his authority.

It is not necessary that in an agreement the word agent and agency should be used, as these words would not alone, denote the relationship of agency. The test for determination of agency is based on the nature of the relationship between the parties claiming to be principal and agent. The law places emphasis on the functions being performed by the person and not by the titles used.  Agency does not always arise under a contract. Agency may be attributed to a person by law, it may arise out of necessity or it may be inferred from ratification.

For an agency to be recognised as valid, it is essential that the principal is competent to contract. However, it is not required that the agent is competent to contract. Lastly, since an agent is remunerated by way of commission, it is also not necessary for consideration to pass immediately at the time of appointment of an agent.

As regards the nature of contract of agency, it was held in State of Bihar vs. Duk   Das AIR (1962) Pat 140 that the crux of agency is whether the person is   purporting to enter into transaction on behalf of the principal or not i.e. to create, modify or terminate contractual obligations between his principal, whom he represents and some third parties.

In ​Lakshminarayanan Ram Gopal vs. Govt. of Hyderabad AIR (1954) SC 364  it was held that as agreed through a bond to exercise his authority with all lawful instructions given to him, he is not subject to the direct control or supervision  of the principal.  This foundation is to enter into contractual relations on behalf of his principal with third persons.  He acts at his discretion and judgment, but within the limits of his authority.

In Loon_Karan Sohanlalvs. Firm John & Co. AIR (1967) AII 308 it was held that where the agency is not created formally or by specific word, the substance of the relationship is more important than the form to determine the nature of the relationship.  Merely that the parties have called their relationship as agency is not conclusive, if the incidence of this relationship, as disclosed by evidence does justify a finding of agency and that the court must examine the true nature of the relationship and functions and responsibilities of the alleged agent.

In ​Kuchwar Lime  & Stone Co. vs. Delhi Rothar Light Railway & Co. Ltd. AIR (1969) SC 193 the facts of the case were that the sale and delivery of coal at that time was governed by a colliery control order and no coal could be sold by a Colliery except under the order of Coal Commissioner who sanctioned supply of coal by a Colliery to the Defendant Company for which priority wagons were also sanctioned.  Pursuant to this, Colliery supplied coal at a railway station and dispatched it by rail to the Defendant Company.  The Defendant Company refused to take delivery at the destination and claimed that it was not liable for loss arising out of detention of wagons.  The Railway Co. sold the coal by an auction and also claimed demurrage from the defendant.  The defendant pleaded lack of privity between it and the railway. It was held that Colliery was acting as agent of defendant for transport of coal in which the property had passed to defendant for…….

In Lakshminarayanan Ram Gopal vs. Govt. of Hyderabad AIR (1954) SC 364, the Supreme Court laid down distinction between an agents and a servant as under :

“A principal has the right to direct what work the agent has to do, but a master has the further right to direct how the work is to be done…. An agent is to be distinguished on the one hand from a servant, and on the other from an independent contractor. A servant acts under the direct control and supervision of his master, and is bound to conform to all reasonable orders given to him in the course of his work; an independent on the other hand, is entirely independent of any control or interference and merely undertaking to produce a specified result, employing his own means to produce that result.  An agent, though bound to exercise his authority in accordance with all lawful instructions which may be given to him from time to time by his principal, is not subject in its exercise to the direct control or supervision of the principal. An agent, as such is not a servant, but a servant is generally for some purposes his master’s implied agent, the extent of the agency depending upon the duties or position of the servant.”

Extent of agent's authority:-
Section 188 of the Act provides the extent of an agent’s authority. The extent of an agent’s authority, whether express or implied, depends upon:

(i) 
the nature of the act or business for which it is appointed;

(ii) 
things which are incidental to the business or are usually done in carrying it out; and,

(iii) 
the usual customs and usages of the trade.

An agent having such authority, may perform any act which is required for the lawful fulfillment of the purpose of his agency. In certain instances the principal may remain undisclosed. Therefore, the implied authority, of an agent when conducting the business of the principal, further extends to performing all such business practices, which are lawful and necessary in the usual course of the business. The distinction between a general agent and a special agent is critical in this regard. The former has the authority to act for his principal in all matters, where as the latter only has the authority to carry out a specific transaction which may not be in the ordinary course of trade.

Every agent has the implied authority to act according to the customs and usages of a particular trade or market. The principal is bound by such usages even though he is not aware of them. 

Apparent authority is the authority of the agent as it appears to others. Under this doctrine, the principal may be bound to third parties because the agent appeared to have the authority, even though it may not have been expressly granted by the principal. Apparent authority may arise from (i) appearance of authority arising from the course of dealings and (ii) representation of authority by conduct of the principal. The basis of this doctrine is that a third party is entitled to assume that the agent has the authority he appears to have, or normally would have had.

However, authority conferred by this section to do things necessary for business may be excluded, expressly or impliedly, by the terms of the agency. For example, if a power of attorney is executed, and it specifies the powers and authority given, the principal cannot be held liable for the acts of the agent (i.e. the person who holds the power of attorney) if he acts outside the scope of his authority.

It is important that corporations understand the principles of agency in their entirety. The ability of a corporation to act as a principal is limited to the objects of the company as set out in its constitutional documents. Therefore, an agent of the corporation cannot have the authority to perform any acts, which fall outside the scope of the objects of the corporation. A person dealing with a public limited company is deemed to have knowledge of the constitutional documents of the company as they are open for public inspection. Thus, where an agent of a company purports to make a contract that is ultra virus the company, the company cannot be bound by it. A company, is however, responsible and liable for all the acts done by its directors, even though unauthorised, if such acts fall within the apparent authority of the directors, and is not ultra virus the company.

The authority of agent and the extent to which it can operate was enunciated in Bryoun Powis and Bryant Ltd. vs. La Banque People Canningham  Co. Ltd. (1893) 170.

The authority of an agent may be confined to a particular act or be general in character.  It will extend not only to acts expressly authorized but also to subordinate acts, which are necessary, or ordinarily incidental to the exercise of the express authority and to acts within the agent’s ostensible authority.  

An agent cannot bind his principal by doing acts, which are not specifically included in powers of agency, and are also not necessary for the declared purposes of the power.

In Watteau vs. Fenwick (1893) 1 QB 346 the ordinary doctrine of principal and agent is that the principal is liable for all acts of the agent which are within the authority usually confided to an agent of that character notwithstanding limitations as between the principal and the agent put upon that authority.

In Kasinath Das vs. Nisakar Raut AIR (1962) Ori 164 it was held that both general and special agents who are authorized to act for the principal have implied authority to do what is incidental to the ordinary conduct of such a trade or business or within the scope of that class of acts and also whatever is necessary for the proper and effective performance of duties.  The general agent has no authority to do anything outside the ordinary scope of his employment and duties.  It was also held that the burden lies upon the principal to prove the limited authority of the agent or that the act was done by the agent in the individual capacity.

As regards limit and extent of agent’s authority, in Ruby Constructions vs. State of Bihar AIR (1993) Pat 14  it was held that the restriction on the power would apply at the time of forming of contract viz. accepting the tender but not to the execution of a formal document in respect of a contract accepted by a person having authority.

In Harshad J. Shah vs. LIC of India, AIR (1997) SC 2459 an agent of LIC collected premium from insured by bearer cheque before the due date, but deposited the cash amount only on the day after the insured died; the policy had also lapsed by that time.  The rules framed by the LIC prohibited agents from collecting premium from insured.  The legal heirs of the insured claimed that it was a prevailing practice of such agents to receive/collect the premium because they received commission on the premium collected, and that the rules of the LIC were not binding on third parties i.e. policyholders. The LIC contended that the conditions of appointment in the letter of appointment of agents and regulations, which were framed under the Life Insurance Corporation Act, did not confer any authority on the agents to collect any moneys.  Accepting the contention of the LIC, the Supreme Court held that since there was no evidence to show that the LIC, by its conduct induced policyholders to believe that the agents were authorized to receive payments on behalf of the LIC, the agents had no authority to collect the premium in view of the prohibition in the letter of appointment and the regulations.

When agents cannot delegate? 

Section 190 of the Act provides that an agent cannot delegate those functions, which he has explicitly or impliedly undertaken to perform personally. An agent may delegate his authority when:

(i) 
the nature of the agency demands it or permits it; and

(ii) 
the ordinary custom or trade in a particular business  


demands it.

A principal is not bound by the act of a sub-agent in the absence of an express or implied assent empowering the agent to delegate his authority. 

Delegation by an agent of the exercise of a power or duty entrusted to him by his principal, is in general prohibited under the maxim ‘non protest delegore’ meaning that a delegated authority cannot be delegated further.  One who has a bare power or authority from another to do an act must execute himself and cannot delegate his authority to another as held in B.Mohidner Das vs. P.Mohan Lal AIR (1939) AII 188.

The validity of delegation of authority was dealt with in De Bus Sche vs. alt. (1878) & Chd. AII ER Rep.1247 where it was held that an authority to the effect referred to may and should be implied where, from the conduct of the parties to the original contract of agency, the usage of trade, or the nature of particular business which is subject matter of agency, it may be reasonably presumed that the parties to the contract originally intended that such authority should exist, or where, in the course of employment, unforeseen emergencies arise which impose upon the agent the necessity of employing a substitute.

Further in B. Mohinder Das vs P.Mohan Lal AIR (1939) AII 188  - it was held that an agency may be of such a nature that it cannot be carried out effectively without the help of sub-agents in which case delegation is justified.  Further the authority to delegate may be implied whenever the act to be done by the sub agent purely does not involve the exercise of any skill or discretion.

Termination of agency

Section 201 of the Act provides for six grounds under which an agency may be terminated. These are:-

(i) 
revocation of the agent’s authority by the principal;

(ii) 

the agent renounces the agency;

(iii) 

the completion of business of agency;

(iv) 

the death of the principal or the agent;

(v) 
the principal or agent becoming of unsound mind; and,

(vi) 

the principal being adjudicated an insolvent.

Revocation of the principal’s authority is dealt with under Section 203 of the Act. The renunciation of an agency by the agent can be done in the same way as the principal.  If the agency is for a fixed period, then a premature termination without sufficient cause will entitle the agent to compensation. Similarly, if the agent terminates the contract prematurely without sufficient cause then the agent will have to compensate the principal. Additionally a reasonable notice of renunciation is necessary. 

If the business of the agency is completed then the agency will cease to exist. In the event of either the principal or agent dying or becoming of unsound mind the agency will terminate. The acts committed by the agent before death 

will be binding on the principal. Winding up of a company or the dissolution of a partnership have the same effect, i.e., the acts before the winding up or dissolution will be binding on the company and partnership respectively.

This right of revocation is subject to liability to third parties under the principle of apparent authority and without prejudice to the right of the agent to claim damages. Venkatachalam Chetty  vs. ANRM Narayan Chetty (1914) 39 Mad 376 AIR 1916 Mad 281, (1915) 39 Mad LJ 375.

An agency may be terminated after the agent has completed the business of the agency, or also where the business has been completed in any other manner, viz. by the principal himself, or through another agent.

Where an agent for the sale of goods receives the price, the agency does not terminate on the sale of the goods, but continues until payment of the price to the principal; the agent being ‘bound to pay to his principal all sums received on his account’ under S. 218.  The other view is that the business of agency of a sale of goods is completed on completion of the sale and receipt of price by the agent. Venkatachalam Chetty v ANRM Narayan Chetty (1914) 39 Mad 376, 378-79, AIR 1916 Mad 281, 26 IC 740.

Death of the principal or agent terminates the agency at once, whether the other has notice to that effect or not.  Where a karta of a family appoints an agent to manage family property and he dies, the agency continues, because it relates to the joint family and not the karta personally [Shankar Lal vs. Toshan Pal Singh AIR 1934 All 553].  Where there are two agents, death of one of them would terminate the agency, only in respect of the deceased and not the of the surviving agent, [Agarwal Jorawarmal v Kasam AIR 1937 Nag 314; Raghumull v Luchmondas AIR 1917] unless a contrary intention appears from the terms of the agency.  

The authority of an agent is terminated if the principal becomes incapable of managing his affairs by reason of mental illness.  The principal’s insanity terminates the agency even though the agent has no notice of it.  [Young v. Toynbee [1910] 1 KB 215, [1908-10] All ER Rep 204 (CA)].

Where the principal becomes mentally infirm and is not in a position to think independently, the power of attorney executed by such principal would become worthless.  Such an agent would be committing fraud, cheating and criminal breach of trust by acting on a power of attorney of a principal whom he knows to be mentally infirm with no legal capacity to authorize [Mahendra Prasad Singh v. Padam Kumari Devi AIR 1993 All 143] (power of attorney was declared null and void)

Where an agent has been appointed for a fixed term, the expiration of the term puts an end to the agency, whether the purpose of the agency has been accomplished or not; consequently where an agency for sale has expired by express limitation, a subsequent execution thereof is invalid, unless the term has been executed [Lalljee Mahommad v. Dadabhai Jivanji Guzdar AIR 1916 Cal 964 (1916) 23 Cal LJ 190] 

The agent would still be entitled to indemnity for acts done and to receive remuneration earned for the period before the termination; and may also claim account from the principal [Sellers v. London Counties newspapers [1951] 1 KB 784, [1951] 1 All ER 544 (CA)].

An agency which specifies a term or period of time, may nevertheless be effectively terminated before that period, but if such termination is without sufficient cause, it would be in breach of contract, and the principal or agent revoking or renouncing it in such a manner will be liable to compensate the other [Venkatachalam Chetty vs. ANRM Narayan Chetty (1914) 39 Mad 376, AIR 1916 Mad 281].  

Where the agency is not for a particular period or to do a particular thing, it is essential to give notice for revoking the authority of the agent [Khub Chand vs. Chittar  Mal AIR 11931 All 372.]  The presumption of ‘perpetual duration’ in contracts, which specify no time limit, does not apply to contracts of agency  [Llanelly Rly and Dock Co. v. London and North Western Rly.Co. [1873] 8 Ch App 942, 949.]

Where an agent’s authority is terminated in this manner, he can claim damages for wrongful termination, and may also seek a declaration that the termination is wrongful. He may also seek injunction for enforcing any negative stipulation in the agency contract.  But he cannot seek a declaration that the termination is void, or an injunction for restraining the termination [Decro-Wall Intl SA v Practitioners in Marketing Ltd. (1971) 1 WLR 532 & Denmark Productions Ltd. v. Boscobel Productions Ltd. [1969] 1 QB 699.]

Termination of Agency where Agent has an Interest in the Subject Matter:-
This section is an exception to the rule that any agency may be revoked. Section 202 of the Act provides that where an agent has been appointed in respect of a subject matter, and he has an interest in that subject matter, such agency cannot be terminated in any manner so as to prejudice such an interest, unless there is an express contract to that effect.

The irrevocability of the principal authority stems from the fact that the contract was entered into with sufficient consideration and with the purpose of securing some benefit to the donee of the authority. The interest of the agent must exist at the time of creation of the agency. The doctrine applies only to cases where the authority is given for the purpose of being a security, or as a part of the security, and does not apply to cases where the authority is given independently and the interest of the donee of the authority arises subsequently and is incidental. 

In the case of P. Sukhadev v Commissioner of Endowments, HyderabadAIR (1997) AP 271 the petitioner had been granted an agency to run a retail petrol bunk for a fixed term and there were fresh appointments from time to time after expiry of the initial term of agency. The final term of the contract expired in 1995 and the respondent refused to renew the contract. The petitioner pleaded relief under Section 202 of the Act. The Court refusing the petitioner’s plea held that Section 202 of the Act had no application as this was not a case of termination or revocation of agency and because the agency had come to an end on the expiry of the period specified in the agreement.

Holding this to be a power coupled with interest and hence irrevocable, it was stated:

Section 202 of the Contract Act 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.  It is settled law that where the agency is created for valuable consideration and authority is given to effectuate a security or to secure interest of the agent, the authority cannot be revoked  [Iseth Loon Karan Sethiya v Ivan E. John (1969) 1 SCR 122, AIR 1969 SC 73, 76]

The principle is that where an agreement is entered into on a sufficient consideration, whereby an authority is given for the purpose of securing some benefit to the donee of the authority, such an authority is irrevocable [Smart v Sandars (1848) 5 CB 895 per Wilde CJ at 917, [1843-60] All ER Rep 758.]

This section does not require that the document authorizing the agent should contain reference to the interest of the agent secured by that document, or give the power to appropriate the amounts collected towards any debt due to the agent.  Whether the power of attorney is given for securing the interest of the agent or not, can be ascertained from the facts de hors the express terms of the contract. [Corpn Bank v. Lalitha Holla  Kar. AIR 1994  133.]

An agency of the type provided in the section is irrevocable, whether it is so mentioned or not in the document creating the agency.  But mere use of the word ‘irrevocable’ in a power of attorney does not make it so, unless the terms disclose that it created an agency coupled with interest in favour of an agent [Corporation Bank v. Lalitha H. Holla AIR 1994 Kant 133.]

The interest of the agent in the subject matter of the agency may be inferred from the language of the document creating the agency and from the course of dealings between the parties; it need not be expressly given.  It is the existence of the interest and not the mode in which it is given, that is of importance [Kondayya Chetti v. Narasimhulu Chetti (1896) 20 Mad 97 105.]

Where an agent is authorized to recover a sum of money due from a third party to the principal and to pay himself out of the amount so recovered the debts due to him from the principal, the agent has an interest in the subject matter of the agency, and the authority cannot be revoked [Jagabhai Lallubhai v. Rustamji Nasarwanji (1885) 9 Bom 311.]

The authority must be given with the object of protecting or securing an interest of the agent and it is not sufficient if it does so incidentally [Garapati Venkanna vs. Mullapudi Atchutaramanna AIR 1938 Mad 542, 545.]

The test to be applied for finding out whether a power of attorney given to an agent is irrevocable or not is to see whether the primary object in giving the power was for the purpose of protecting or securing any interest of the agent. If the primary object was to recover on behalf of the principal the fruits of his decree, and, in doing so, the agent’s rights were also incidentally protected, then the power is revocable [Palani Vannan vs. Krishnawami Konar (1946) Mad 121 per Mocket J at 122 AIR 1946 Mad 9.]

An agency of the type described in this section cannot be revoked by the principal, nor is it terminated by the death, unsoundness of mind or insolvency of the principal. (Seth Loon karan Sethiya vs. Ivan E. John [1969])

When principal may revoke agent’s authority?
Section 203 of the Act deals with revocation of an agent’s authority. It provides that apart from the restriction laid down by Section 202, the principal can terminate a contract of agency, before the agent performs an act, which binds the principal to a third party.  This is due to the fact that an agency is irrevocable as regards such acts and obligations as arise from acts already done in agency.

The law regarding the revocation of the agent’s authority stipulates that unless there is a special clause in the contract of agency forcing the principal to carry on the business, he is under no obligation, to carry on the business for the benefit of the agent.  However, if the contract of agency is time bound then a premature revocation would enable the agent to claim compensation. Revocation can be either express or implied through the conduct of the principal. 

If the authority has been partly exercised, it would not be revocable, unless it is severable in parts, in which case, it can be revoked as to the unexecuted parts [Day v  Wells (1861) 30 Beay 220; Rhodes vs.  Fielder, Jones and Harrison (1919) 89 LJKB.]

An agent, authorized to purchase goods on behalf of his principal, cannot be said to have exercised the authority so given to him ‘so as to bind the principal if he merely appropriates to the principal, a contract previously entered into by himself with a third party.  Such an appropriation does not create a contractual relation and the principal, therefore, may revoke the authority[Lakshmichand Ramchand v. Chotooram Motiram (1990) 24 Bom 403.]

Compensation for revocation by principal or renunciation by agent:-
Section 205 of the Act provides that when the contract of agency is either revoked by the principal or terminated by the agent, without sufficient cause then either the agent or the principal, should pay compensation to the other. 

Section 205 has to be read with Section 206. Section 206 states that a reasonable notice has to be given for such a revocation. Therefore, there are two situations in which revocation/termination of contract would not entail compensation. These are:-

(i) 
when the agency was not created for a fixed period, and 

(ii) 
when reasonable notice has been given or there existed a sufficient cause.

The principal is bound to make compensation to the agent whenever there is an express or implied contract that the agency shall be continued for any period of time.  This would probably always be the case when a valuable consideration had been given by the agent [Vishnucharya v.Ramachandra (1881) 5 Bom. 253, 256].  The contract that the agency shall be continued for any period of time may be express or implied. 

The right to claim damages would depend upon whether there was any obligation on the part of the principal to continue his business until the end of the specified period.  A principal is not obliged to continue the business during the period simply because the agency is for a definite time, and the principal has to pay remuneration to the agent [Rhodes v Forwood [1876] 1 App Cas.256 [1874-80]  All  ER Rep 476 (HL)].

In Boulton Bros & Co.Ltd. v. New Victoria Mills Co.Ltd. AIR 1929 All 87. P Company appointed A company as its agent under the mistaken impression that A had influence in commercial circles, and discovered later that A had no such influence.  This was found to be a sufficient cause of revocation, and A was not entitled to damages.  It was stated:-

“The Indian statute law on the subject is very elastic and damages for termination of agency before expiry of the agreed term cannot be recovered as a matter of course.  It is only where such termination is ‘without sufficient cause’ that damages can be recovered.  The circumstances of each case will determine the question whether there was sufficient cause.  It will largely depend upon the nature of the business to which the agency relates, the personal qualifications which existed when the contract was entered into, the altered conditions which since came into existence and their probable effect on the interests of the employer.  No hard and fast rule can be laid down for any class of cases.”

If the agency agreement involves a continuing relationship between the parties, the agent undertaking to serve the principal, and the principal agreeing to pay for the services rendered, the agency cannot be terminated summarily, and a provision for termination by reasonableness will be implied [Llanelly Rly and Dock Co v. London and North Western Rly Co. (1873) 8 Ch App 942.]

Non-liability of employer of agent to do a criminal act:-
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 an implied promise, to indemnify him against the consequences of that act.

Section 224 of the Act provides that if a contract of agency is entered into to do a criminal act then the principal, despite having made any explicit or implicit promise, shall not be liable to indemnify the agent. 

The true construction of this provision is that it only applies where the act is criminal on the part of the agent, which, in most cases, would amount to the same thing as saying that it must be criminal to knowledge.  Thus, where an agent was employed to enter into forward transactions, which were an offence under a statute controlling such contracts, and the agent incurred losses, he could not claim indemnity from the principal.  The rule could hardly be held to apply to a crime committed by means of an innocent agent [Firm of Pratapchand Nopaji v. Firm of Kotrike Venkat Setty & Sons AIR 1975 SC 1223.]

If an agent acting on his principal’s behalf in some transactions in which his knowledge would otherwise be imputed to his principal, takes part in any fraud or misfeasance against the principal, the principal is not bound by agent’s knowledge of the fraud [Raja Bahadur Shivlal Motilal v. Tricumdas Mills Co.Ltd. (1912) 36 Bom 564.]

Where an insurance proposal form filled by an insurance agent for the insured contained a false statement, the agent having no authority for doing so, his knowledge as to the false nature of the statement could not be imputed 

to the insurer[Manikuxmi Patel v. Hindusthan Co-op. Insurance Society Ltd. AIR 1962 Cal 625.]

Agent cannot personally enforce, nor be bound by, contracts on behalf of principal:-

Section 230 of the Act provides that an agent is not personally liable for contracts; he enters into, on behalf of his principal; except when there is a contract to that effect. The section however provides for three situations under which it shall be presumed that the agent has the authority to enforce the contracts and be bound by them personally. These are: 

i. 
when the principal resides abroad and contracts of sale or purchase have to be entered into; 

ii. 
where the agent keeps the name of the principal confidential; and,

iii. 
where the principal though disclosed is immune from being sued.

This section enunciates the principle of the agent’s immunity from personal liability. The rule applies also when the agent contracts beyond his authority and the principal is not liable to perform the contract entered into by the agent.

The general rule is that an agent is not entitled to personally enforce, nor is he bound by a contract entered into by him on behalf of his principal, in the absence of a contract to that effect, or by the ordinary course of business or usage; and if he has no authority in fact, he will be liable for breach of warranty.

The basis lies in that there is no personal right of suit for the agent when he has not taken upon himself liabilities under the contract; the privity of contract and passing of consideration is also as between the principal and third party  [Evans v Hopper (1875) 1 QBD 45.]

It is not the law that, if a principal is liable, his agent cannot be.  The true principle of law is that a person is liable for his engagements (as for his torts) even though he is acting for another, unless he can show that by the law of agency he is to be held to have expressly or impliedly negatived his personal liability[Yeung vs. Hongkong and Shanghai Banking Corpn. (1981) AC 787 per Lord Scarman, 795m [1980] 2 All ER 599.]

A promise, not enforceable against the principal, cannot be enforced against the agent [Chitturi Sriramulu vs. Somisetti Lakshminarayana AIR 1972 Mad 1102 (1).]

The mere fact that the agent fails to specify his capacity as an agent in signing a contract does not raise any presumption of personal liability, when the terms of the contract are clearly to the contrary [GS Bhargava & Co. vs. B Kobayashi  AIR 1920 Lah 484.]  

But when there is nothing in the agreement to raise an inference that the agent purports to render himself personally liable, the use of the word ‘agent’ would negative personal liability. [Ganpat Mahadu Jadhav vs. Forbes Forbes Campbell & Co. AIR 1930 Bom 569, 572]

The right to sue and the liability in respect of a contractor are correlative.  An agent may undertake liability without being entitled to sue, but he cannot be entitled to sue if he is not liable, for there would be no consideration to support the liability of the other party.  Whenever an agent has entered into contract in such terms as to be personally liable, he has a corresponding right to sue thereon [Cooke vs. Wilson I(1856) 1 CBNS 153; Yeung vs. Kongkong and Shanghai Banking Corpn. [1981] AC 787, 795.]

The three special cases mentioned in the section are in the nature of presumptions and are not exhaustive [Durga Prasad Mannalal v Cawnpore Flour Mills AIR 1929 Oudh 417.] These presumptions are rebuttable. An agent, may also exclude his personal liability by contract; and the extent to which liability is excluded would depend upon the terms of that contract.

Unless a contrary agreement appears, the foreign principal is not a party to the contract at all, and can neither sue nor be sued on it.

The English law states that where a contract is made by an agreement on behalf of a foreign principal, there is no presumption that the agent necessarily incurs personal liability and has no authority to establish privity of contract between the principal and the third party and where the intention of the parties is not clear, or the terms of the contract are in dispute, the fact that the principal is a foreigner is a fact to be taken into account in determining whether in the circumstances the contract is enforceable by or against the foreign principal or whether the agent is personally liable.

But the presumption still sands in the Act, and an agent will have to make a contract clearly showing an intention not to incur personal liability, when he intends not to be personally liable.

Where an agent was described as contracting ‘on behalf of’ a foreign principal, who was named, it was held that the agent was not personally liable, though he signed the contract in his own name[Ogden v Hall (1879) 40 LT 751; Midland Overseas v MV ‘CMBT Tana’ AIR 1999 Bom 401.]

Section 230 was held applicable as the defendant was acting for a disclosed foreign principal disclosed ab initio and he was equally  liable for the return of money paid (in this case by letters of credit) through he could plead exemption from liability for damages because of the special contract [C Gnanasundara Nayagar v Berton Export Co AIR 1964 Mad 113]

In a contract between an agent of an undisclosed principal and another person, the liability is of the agent alone under S.230 (2). The question of joint responsibility does not arise in such a case [T Thomas & Co.Pvt. Ltd. v. Bengal Jute Baling Co.Ltd. AIR 1979 Cal 20, 27.]  

The agent who had entered into the contract in his own name without disclosing the name of the principal or that the contract was signed as agent on behalf of some others, cannot be allowed to say that he is not personally bound by the terms of the contract. [Alliance Mills (Lessees) Pvt Ltd. v India Cements Ltd. AIR 1989 Cal 59.]

If an agent has to avoid personal liability, he should demonstrably prove that he is acting only as the representative of his principal whose name he is disclosing.  If he does not disclose the identity of the principal, he becomes personally liable. [Thomson v Davenport (1829) 9 B&C 78.]

The presumption that an agent is personally bound by a contract when the name of the principal is not disclosed, may be rebutted, and where the contract is in writing, the whole of the contract is, for that purpose, to be examined. [PP Deo v Narayan AIR 1929 Nag 170, 116 IC 669 (merely on facts)]
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