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9.0

LEARNING OBJECTIVES

After going through this unit, you will be able to:
● Explain the concept of contract, its nature and scope;
● Examine the kinds of contractual obligations;
● Elucidate the essentials of a valid contract in detail;
● Distinguish between contract and agreement; and
● Describe various modes of discharging a contract.
9.1

INTRODUCTION

In day-to-day life, we can't live without depending upon or dealing with others for
various things. Consequently, we need to transact with others in various contexts or
circumstances to fulfill our needs and interests. The transaction processes may lead to
promise by one person and acceptance by the other. Such promise and acceptance
becomes an agreement, and if such agreement is made to create a legal relationship that
becomes a contract. Therefore, in this Unit, we will discuss the concept of contract,
essentials of a valid contract, kinds of contract, and various ways and means of
discharging the contractual obligations.
9.2

CONTRACT: CONCEPT AND NATURE OF OBLIGATIONS

In our real life situations, we will be entering into different agreements and contracts
with different people without even knowing what an agreement or a contract is, or what
are the differences and similarities between an agreement and a contract. It is essential
for us to have clarity of these concepts, as they have their specific implications and
consequences for us, irrespective of our knowledge of the same. In this section, we,
therefore, attempt to present to you the concept, nature and scope of contract, on the
basis of The Indian Contract Act, 1872.
9.2.1 Concept of Contract
The word 'Contract' is derived from the Latin word "Contracturn” which means 'drawn
together'. Simply, a contract is an agreement enforceable by law. It is an agreement
between two or more parties. The parties are bound by such agreement.
To understand the concept of contract better, it is essential for us to understand the
meaning of 'agreement' and the differences and similarities between the two terms,
'agreement' and 'contract'.
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When two or more persons agree to do the same thing in the same sense, it is called an
agreement. Every agreement is the result of a proposal or offer by one person (party)
and acceptance by the other person (other party). Therefore, an agreement must have
reciprocal promises between the two parties that they agreed to do something(s) in a
specific manner. It may or may not create legal obligation. If it creates a legal obligation
then it becomes a contract. In such a case, each party to such an agreement has a legal
duty to fulfill the promise made by him/her. Thus, there are differences and similarities
between agreement and contract. To cum up, all contracts are agreements, but all
agreements are not contracts.
Thus, every promise or set of promises, forming the consideration for each other is an
agreement. The promises which form consideration or part of the consideration for each
other are called reciprocal promises. An agreement not enforceable by law is said to be
void, i.e. no agreement. An agreement enforceable by law is contract. An agreement
enforceable by law at the option of one or more of the parties thereto, but not at the
option of the other or others is a voidable contract. A contract which ceases to be
enforceable by law becomes void, when it ceases to be enforceable.
The following are the examples of contracts: A agreed to paint a picture for B, and B
promised to pay Rs.5000- to A. This agreement is a contract. A promised to sell his
house for Rs.10, 00,000, and B accepted to buy the house for the said amount. This
agreement is a contract. All agreements are contracts if they are made by the free
consent of parties competent to contract, for a lawful consideration and with a lawful
object and are not expressly declared to be void by law. For example, any agreement
made with an infant, or an insane person or a person of unsound mind cannot be called
a contract.
9.2.2 Nature of Contractual Obligations
Every contract must have two essential elements. They are: i) agreement, and ii) legal
obligation. Legal obligation binds the parties together. But, all agreements are not
enforceable. Only legal contractual obligations are enforceable, and social contractual
obligations are not enforceable.
Difference between social contractual obligations and legal contractual obligations:
These are as follows.
i)

Social contractual obligations: If social contractual obligations are breached by
any party, the aggrieved party cannot question it in a court of law for its
enforcement, due to the lack of essential element, i.e. legal relationship. If the
parties do not have any intention to create a legal relationship at the time of
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making of contract, such agreements cannot be enforced. Marriages are called
"Family contracts", which come under social contracts.
ii)

Legal contractual obligations: While making the legal contractual obligations
the parties involved agree, with full consciousness and with clear intention, to
create legal relationships between or among them. Therefore, if legal contractual
obligations are breached by any one of the parties, the other may approach the
court for remedy.

9.2.2.1 Some Instances/Cases Relating to Contractual Obligations
The following instances will provide us clarity on the social contractual obligations and
legal contractual obligations.
A) Instances of social contractual obligations
i)
ii)

iii)

iv)

A wife cannot file a case when her husband fails to buy a saree on her
birthday.
A father promises to pay Rs.500 every month as pocket money to his son.
Later he refuses to pay. The son cannot file a case to recover such money,
because it is a domestic agreement and does not intend to create a legal
relationship.
In the case of Balfour v Balfour (1919, p.571), the defendant was an
employee of Ceylon government. He went to England with his wife on leave.
On health grounds the wife could not return along with the husband to
Ceylon. The husband promised to pay £30 per month to his wife as
maintenance for the period she had to live separately in England. The
husband failed to pay the promised amount. The wife filed a suit against her
husband for recovery of the maintenance amount. The Court held that since
the agreement had no intention to create a legal relationship the husband was
not liable.
In Jones v Padavatton (1969, p.616) case, Mrs. Jones herself lived in
Trinidad. Her daughter, who had been divorced and had a young son lived
in Washington and was serving in the Indian Embassy there. Mrs Jones
persuaded her daughter to leave her job in Washington and study t for the
bar in England. The daughter reluctantly agreed to the suggestion, left the
job and went to England in 1962. In 1964, Mrs Jones bought a house in
England. The daughter was allowed to stay in a part of the house whereas
the other part was let out. The rent received from the part of the house was
given to the daughter to cover her expenses. In 1967, some differences had
arisen between Mrs. Jones and her daughter and Mrs. Jones brought an
action to evict her daughter. Till that time the daughter had not completed
4

her studies for the bar. The daughter contended that in view of the promise
made by her mother, she was legally bound to maintain her until she
completed her studies. It was held that there was nothing to indicate that
there was an intention to create a legal relationship between the parties
(Bangia, 2009, pp.11-12).
B) Instances of legal contractual obligations
i)

ii)

iii)

9.3

A agrees to sell his house to B for Rs.1, 00,000/-. Here, B's promise to pay
the sum of Rs. 1,00,000/- is the consideration for A S promise to sell the
house, and AS promise to sell the house is the consideration for B S promise
to pay Rs. 1,00,000/-. These are lawful considerations.
A, B and C enter into an agreement for the division among them of gains
acquired or to be acquired by fraud, the agreement is void (i.e. there is no
agreement) as its object is unlawful.
A promises to maintain BS child, and B promises to pay Rs.1000 monthly
for that purpose. Here, the promise of each party is the consideration for the
promise of the other party. They are lawful considerations. So it creates legal
contractual obligation on the parties.
ESSENTIALS OF A VALID CONTRACT

In the above section, we have dealt with the concept of contract (what is contract and
what is not contract) and the nature of obligations that a contract creates on the parties
to the contract. Now, let us study the essentials of a valid contract, so that you would be
in a better position to say whether any particular act is a contract or not.
The essential conditions of a valid contract are laid down in the Indian Contract Act,
1872. These include the following.
1) Minimum Two Parties: There must be at least two parties to a contract. They are:
promisor and promisee. They are also called the offeror and offeree.
2) Agreement: There must be an agreement to do the same Wng in the same sense.
Offer by one party and acceptance by the other party makes an agreement.
Therefore, to put it simply, Agreement = Offer + Acceptance.
3) Offer Acceptance: There must be a lawful offer and a lawful acceptance, A person
making an offer is called offeror or proposer and the person who accepts the offer
is called offeree or acceptor.
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4) Consensus-ad-idem: It means 'identity of minds'. Both parties must have a clear
understanding about the subject matter of their contract at the same time and in the
same sense. Therefore, Consensus ad-idem = Offer + Acceptance.
5) Capacity to Contract (Sections 11 and 12): Every person has capacity to enter
into a contract if he is a major and with a sound mind. Minors and persons with
mental disorders (insane persons or persons of unsound mind) have no capacity to
enter into contract.
6) Free consent: (Section 13): There must be free consent. It means both parties must
enter into an agreement without any force, fraud, coercion, misrepresentation,
mistake or undue influence.
7) Lawful consideration {Section 2 (d)): There must be a consideration iq every
contract. It must be lawful. Consideration means 'something in return'. Price is
called consideration. A contract without consideration is void (i.e. no contract).
8) Legal relationship: Parties must have intention to create a legal relationship
between them, e.g. A agrees to sell his car to B for Rs.95, 000/-. Such agreement
creates legal relationships.
9) Lawful object (Section 23): The object of the contract must be lawful. It must not
be immoral or illegal or opposed to public policy. An agreement with a lawful
object is valid but an agreement with unlawful object is not valid, e.g. An agreement
to supply rice to a student hostel is lawful, but an agreement to supply rice to a
terrorist's organization is unlawful, because the object of terrorists is illegal.
10) Certainty of Terms: The terms of contract must be clear. They must not be vague
or uncertain. e.g. A agrees to sell B a 'hundred tons of oil '. The terms are not clear
because which kind of oil is not mentioned.
11) Possibility of Performance: An agreement must be possible to perform. Law never
compels anybody to do an impossible act. e. g. Agreement to transfer the Sun or
the Moon is an impossible act.
12) Lawful Agreement: The agreement must not have been expressly declared void or
illegal by any law in force in India, e.g. Agreement in restraint of trade, or
agreement in restraint of marriage, or agreement in restraint of legal proceedings or
wager agreements (Betting agreements).
13) Legal Formalities: Agreement may be oral or written. Where the agreement is to
be in writing, it must fulfill the necessary legal formalities such as writing,
6

registration and attestation, e.g. Sale, lease, gift and mortgage are required to be in
writing. Since offer and acceptance are the two essential acts involved in making a
contract, we will, now, discuss these below.
9.3.1 Offer
Offer is a starting point in the formation of a contract. It is a willingness to do or not to
do something. Offer is made with a view to obtain the acceptance of the other party.
The person making the proposal is called the proposer or offeror or promisor. The
person to whom the proposal is made is called the offer. E.g. A offers to sell his house
to B for Rs. 10 Lakhs. This is an offer. A is the offeror and B is the offeree. When a
statement is made without any intention to obtain the assent of the other party that
cannot be called as a proposal. The offer may or may not be accepted. An offer can also
be withdrawn before it is accepted.
9.3.1.1 Essentials of an Offer The following are the essentials of an offer.
● Offer may be express or implied: An offer could be express or implied, and may
be made either orally or in writing. An offer made by words - oral or written - is
called an express offer: Offer made by conduct is called an implied offer.
● There must be an intention to create legal relations: Offer should be made with
an intention to create legal relationship. The social engagements are generally
agreed without an intention to create legal obligations. Thus, any agreements,
which are not intended to create legal relationships, are not enforceable.
● The terms must be clear and certain: The terms of offer must be very clear and
definite. They must not be vague, e.g. A says to B, 'I will supply 100 tons of oil
'. This is a vague offer because, which oil he is referring to is not mentioned.
● It must be communicated to the offeree: The offer can be accepted only when it
is communicated to the offeree. According to Section 4, the communication of
a proposal is complete when it comes to the knowledge of the person to whom
it is made. Mere ignorance of offer does not amount to acceptance of the same.
It may be specific or general: Specific offers are made to a particular person, e.g. A
offers to sell his house to B. General offer is made to the public in general, e.g. A offers
to sell his house to anybody.
9.3.1.2 Revocation of a Proposal (Offer): Revocation of a proposal or an offer means
cancellation or taking back or withdrawal of the said proposal or the offer. An offer may
be revoked at any time before the offeree accepts it. According to Section 5: 'A proposal
7

may be revoked at any time, before the communication of its acceptance is complete as
against the proposer, but not afterwards.
9.3.2 Acceptance: Acceptance means agreeing to the offer made by the offeree. A
contract is created only after an offer is accepted. According to Section 2(b), "when the
person to whom the proposal is made assents thereto, it signifies that the proposal is
said to be accepted". A proposal becomes a promise, when it is accepted. According to
Anson (2002), "acceptance to an offer is what a lighted match is to a train of gunpowder.
It produces something which cannot be recalled or undone". It means when the offeree
signifies his assent to the offeror, the offer is said to be accepted. Then the parties
become bound by a contract. e.g. A offers to sell his house to B for Rs.5 lakhs. B accepts
the offer to purchase the house. A's offer is said to be accepted and it becomes an
enforceable agreement between A and B.
9.3.2.1 Express or Implied Acceptance: Acceptance may be expressed or implied.
When the acceptance is made by words spoken or written it is called 'express acceptance
'. When the acceptance is made otherwise than express modes it is called 'implied
acceptance '. Implied acceptance may be gathered from the surrounding circumstances
or from the conduct of the parties (Section 9, Indian Contract Act), e.g. when a person
boards a train or bus, he implicitly accepts to pay the usual fare. The offeree is not bound
to accept the offer. He may or may not accept. Acceptance cannot be implied from the
silence of the offeree or his failure to answer, unless the offeree has by his previous
conduct indicated that his silence means that he accepts.
Just as when the lighted match comes in contact with gunpowder, there would be an
explosion and then it will not be possible to bring the things back to the original position.
Similarly, after the offer is accepted, it creates a contract whereby both the parties
become bound and none of them can go back. According to Section 6, the offer lapses
if it is not accepted within the prescribed time or if no time is prescribed, by removing
unaccepted until the expiry of the reasonable time or else the offer could be revoked by
notice of revocation by the offeree.
9.3.2.2 Essentials of a Valid Acceptance
Following are the essentials of a valid acceptance.
● Acceptance must be communicated: When an offer is made to a particular
person, it can be accepted by him alone (Boulton v. Jones, 1857, p.564). But, in
case of general offer, any person to whom the offer is made can accept it (Carlill
v Carbolic Smoke Ball Co., 1893, p.256). The offeree must signify his assent or
communicate the acceptance to the offeror. The offeror cannot impose upon the
offeree a duty to give reply. The offeror cannot say that (I failure to give reply
8

will be deemed to be the acceptance of the ofleer. Therefore, mere silence cannot
be regarded as acceptance.
● Acceptance must be made in prescribed or usual manner: If the manner of
acceptance is prescribed by the offeror, the acceptance has to be made in such
manner. If manners are not prescribed, the same may be made in some usual or
reasonable manner. Such as post, telegram, telephone, or through messenger,
etc.
● Acceptance must be made while the offer is still subsisting: The offeror is
free to withdraw or revoke the offer. When, once the offer is withdrawn or
revoked it cannot be accepted. Therefore, it is necessary that the acceptance must
be made while the offer is still alive and subsisting. a
● The acceptance must always be made only after the offer is made: It cannot
precede an offer. If the acceptance precedes an offer, it is not a valid acceptance
and does not result in a contract.
9.3.2.3 Revocation of Acceptance:
Like the offer is revocable, generally acceptance is also revocable. Section 5 provides
for revocation of acceptance as well. An offeree may cancel his acceptance by a speedier
mode of communication. An acceptance is complete as against the acceptor, but not
afterwards.
9.3.3 Consideration
Consideration means a price or a payment. It may be described as something accepted
or agreed upon as a return or equivalent for the promise made. According to Section 25
of the Indian Contract Act 1872an agreement without consideration is void, "unless it
is in writing and registered, or is a promise to compensate for something done, or is a
promise to pay a debt barred by limitation law". So, generally, an agreement without a
consideration cannot be enforced. Hence, consideration is one of the essential or most
important elements of a contract. Consideration, technically called 'quid pro quo ' means
'something in return'. It means, when a party to an agreement promises to do 'something',
he must get 'something in return' for it.
This is known as consideration. It need not necessarily be in cash or kind. It may be an
act or abstinence or promise to do or not to do something.
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Illustration: A agrees to sell his house to B for Rs.5, 00,000/-. Here, Rs.5, 00,000/- is
the consideration for A's promise to sell the house, and A's promise to sell the house is
the consideration for B's promise to pay Rs.5, 00,000/-.
9.3.3.1 Rules of Valid Consideration: Following are the rules of valid consideration.
1) Consideration to be given at the desire of the promisor: 'The act done or loss
suffered by the promise must have been done or suffered at the desire or request of
the promisor.
2) Consideration to be given by the promisee or any other person or privity of
consideration (Section 2(d)): Consideration may be given by the promisee or any
other person. It may move not only from the promisee but also a third person, who
is not a party to the contract. This is known as Doctrine of Constructive
Consideration.
3) The consideration may be past, present or future.
Past consideration: When an act is done before the date of promise it is called
'past consideration'. E.g. A lost his purse. B, a finder of the purse delivers it to A.
A, in recognition of this service, promises to pay a sum of money to B. This is a
past consideration.
Present consideration: It is also known as 'executed consideration'. When the
consideration is paid along with the promise, it is called 'presenter executed
consideration'. E.g. A agrees to sell his car to B for one Rs. 1 lakh. B pays money
to A at the time of making the contract. This is a present consideration.
Future consideration: It is also known as 'executory consideration'. Contract Law
When the consideration from one party to the other is to pass after the making of
the contract, it is called 'future or executory contract'. E.g. A agrees to supply certain
goods to B, and B agrees and promises to pay the price on a future date. This is a
future consideration.
4) There must be some act, abstinence or promise: If nothing is done in exchange
of promise there is no consideration. It means where there is no act, abstinence or
promise there is no consideration.
Consideration need not be adequate (Section 25): The parties have freedom to make
any contract of their choice with free consent. The consideration need not be adequate.
The Court will not go into the question of adequacy or inadequacy of consideration
(Vijaya Minerals Pvt. Ltd. v Bikas Deb, 1996,p.67).
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Consideration must be real: Although the consideration need not be adequate,it should
be real but not illusory or illegal. Hence, a promise to bring the moon or to create
treasure by magic cannot be considered as valid consideration.
Consideration must be lawful: Consideration in an agreement must be lawful. It must
not be illegal, immoral or opposed to public policy. Hence, a promise to supply bombs
for murder, girls for prostitution, and so on like that cannot be enforced.
Consideration must not be something, which the promisor is already bound to do:
Where a person is already bound to do something, new consideration to perform the
pre-existing contract is not valid. Hence, a promise to pay money to a police officer to
investigate a crime is not valid because a police officer is already under a duty to do so.
9.3.4 Capacity of Parties
Persons who enter into a contract must have 'capacity'. It means, the parties must have
competence to enter into a valid contract. The Parties must be competent to contract as
per the Indian Contract Act, 1872.
Section 11: Every person is competent to contract who is of the age of majority
according to the law to which he is subject, and is of sound mind, and is not disqualified
from contracting by any law to which he is subject. Hence, minors, persons of unsound
mind and persons disqualified by law, are not competent to contract.
9.3.4.1 Capacity of a Minor
Following instances/cases make the capacity of a minor very clear.
Minor and rule of estoppel: According to Section 115 of Indian Evidence Act, if a
person makes a statement today, which misleads another person, he is not allowed to
deny the statement tomorrow when the question of his liability arises. However, such a
rule of estoppel does not apply against a minor. Minor and beneficial contract: Although
a contract by a minor is void and no liability can be incurred by a minor under a contract,
a minor is not debarred form accepting a benefit.
i)

In Mohori Bibee v Dharmodas Ghose (1903, p.114), a minor plaintiff,
Dharmodas Ghose mortgaged his property to defendant, Brahmo Dutt, who was
a money lender to secure a loan of Rs.20,0001-, and minor received Rs.80001immediately as a part of loan. Subsequently, the minor filed a suit for
cancellation of mortgage, stating that he was a minor when he executed the
mortgage. The Court held that mortgage by a minor was void and inoperative.
11

Then fore, the mi no was entitled to cancel the mortgage and he could not be
askec.to repay the advance loan of Rs.8000/ii)

Minor can sue on a promissory note executed in his favour.


Minor and partnership: Minor being incompetent to contract, he cannot
become a partner too. However, a minor may, with the consent of all the partners
for the time being, be admitted to the benefits of partnership. He has a right to
share property and profits. He cannot be made personally liable, but only his
share is liable for the acts of the partnership firm. On attaining majority, he can
have the choice either to become a partner or to leave the firm.



Minor and negotiable instruments: Minor is authorized to draw, endorse
deliver or negotiate a negotiable instrument as per Section 26 of Negotiable
Instruments Act, 1881. It binds the other parties, but the minor is not liable for
any loss on the negotiable instrument.



Minor and agency: Minor can become an agent but he cannot become a
principal and cannot appoint an agent. Minor being an agent, he cannot be made
liable towards his principal because of the minority. Minor-tort and breach of
agreement: Minor is not liable for breach of contract, but he is liable for his torts,
e.g. Minor cannot be asked to repay the loan, as a minor's agreement is void.

● Minor and specific performance: Generally, a minor's agreement cannot be
enforced but it can be enforced only when it is entered into on his behalf by his
parent or guardian or the manager of his estate.
● Minor and parent or guardian's agent: Generally, the parents or guardian are
not liable for the contract entered into by the minor, but when the minor is acting
as an agent for the parents or guardian, they shall be liable for the actions of the
minor.
● Minor and restitution: Restitution means returning it to a rightful owner.
Restitution is applied only in valid contracts. Therefore, no order can be made
for compensation against a minor for a benefit under void agreement.
● Minor and ratification: A minor's agreement is void ab initio. It cannot be
validated by subsequent ratification after the minor has attained the age of
majority. Therefore, a transaction entered into by minor cannot be ratified after
attaining the age of majority (Bhola Ranz & Bhagat Rarn, 1927,p.24,26).
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9.3.4.2 Capacity of a Person of Unsound Mind
Capacity of persons of unsound mind to contract is clear from the following.
● Capacity of persons of unsound mind: Section 10 provides that 'all agreements
are contracts if they are made by competent persons'. Unsound mind is the result
of mental disorder. According to Section 11, only persons of 'sound mind' have
the capacity to enter into a contract. Therefore, a person of Contract Law
unsound mind has no capacity to contract. E.g. transfer of property by a deed of
gift, sale and lease by a person of unsound mind is void ab initio.
● Who is a person of unsound mind? Person who is suffering from temporary
or permanent mental disorder is called a person of unsound mind. Section 12
provides that 'a person is said to be of sound mind for the purpose of making a
contract if, at the time when he makes it, he is capable of understanding it and
of forming a rational judgment as to its effect upon his interests'. Unsoundness
Of mind may arise from idiocy, lunacy, drunkenness, mental illness, etc.
● Rules of unsoundness of mind: Following are the rules for unsoundness of mind.
1) A person who is usually unsound, but, occasionally of sound mind may make
a contract when he is of sound mind. It means, a person suffering from lunacy
can enter into contract during lucid intervals {Section 12, III (a)).
2) A person who is usually of sound mind, but occasionally of unsound mind,
cannot make a contract when he is of unsound mind (Section 12, Para 3).
Thus, soundness of mind is required only at the time of making a contract. In Inder
Singh v Parmeshwardhari Singh (1957,p.491) case, a property worth about Rs.25,000/was agreed to be sold by a person for Rs.7001- only. His mother proved that he was an
idiot by birth, incapable of understanding the transaction.
The Court held that the agreement of sale was void.
Drunkenness: Drunkenness is also treated on par with the unsoundness of mind,
because a person who is so drunk cannot understand the terms of contract. (Section 12
I11 (b)). At (he time of entering into contract a person should be intelligent enough to
form rational judgment about such transaction.
9.3.4.3 Capacity of an Alien
Alien enemy is a citizen of an enemy country. Citizens become alien enemies because
of declaration of war. An agreement with an alien enemy is wid. He cannot make or
enforce a contract.
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Capacity of Foreign Sovereigns and Ambassadors: Foreign sovereigns and ambassadors
generally enjoy certain privileges and immunities. Such persons promote international
relations such as commerce, business, peace, etc. based on agreements. International
Problems are also solved by mutual agreement. Contracts arise between the countries
though ambassadors, e.g. foreign sovereign can enter into contracts though their agents
residing in India.
9.3.5 Consent
Consent means willingness. According to Section 10 the parties must enter into a
contract with free consent. Where there is no free consent there is no contract. Section
14 explains it; the 'consent' is said to be free when it is not caused by:
i)
Coercion (Section 15).
ii)
Undue influence (Section 16).
iii)
Fraud (Section 17).
iv)
Misrepresentation (Section 18).
v)
Mistake (Section 20-22).
Thus, consent must be forced from coercion, undue influence, fraud, misrepresentation
or mistake. A contract without free consent is not valid. When the consent is obtained
by coercion, undue influence, fraud or misrepresentation such an agreement is voidable
at the option of the party whose consent was so caused. When the consent is caused by
mistake such agreement is void (Sections 20, 21 and 22) and it cannot be enforced
{Section2 (g)).
9.3.5.1 Free Consent
Free consent is an essential requisite of a valid contract. Free consent is the consent,
which has been obtained by the free will of the parties out of their own accord. Section
13provides that 'two or More persons are said to consent when they agree upon the same
thing in the same sense. This is called consensus ad idem in English law. It means, both
the parties must have the same thing in mind while entering into contract.
9.3.5.2 Coercion
Section 15 defines coercion, "Coercion is the committing or threatening to commit, any
act forbidden by the Indian Penal code, or the unlawful detaining, or threatening to
detain, any property, to the prejudice of any person whatever, with the intention of
causing any person to enter into an agreement." In English law coercion is called Duress
or Menace. The Law Commission of India, in its 13th report on Indian Contract Act,
has recommended to include the other penal laws also in the definition of Section 15.
Illustration: A threatens to kill B's son if he does not sell his house to him. B Agrees
to sell; such threat amounts to coercion and such consent is not free consent. The acts
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of coercion should have been done with the intention of causing the other person to
enter into an agreement. The party to the contract need not cause coercion, even it may
be caused by a third party, e.g. threat to kill, rape, hurt, attempt to commit suicide.
9.3.5.3 Undue Influence
Undue influence means an influence by which a person is induced to act otherwise than
by his or her own free will. It is an improper use of any power by superior authority
over the mind of the other inferior party to secure consent for the contract. It is also
known as 'equitable fraud'. The dominating party uses his/her power and position to
obtain the consent of the weak party.
Effect of undue influence: As per Section 19A, the agreement entered out of undue
influence is a contract voidable at the option of the party whose consent was so obtained.
Any such contract may be set aside either absolutely or as decided by the Court of law.
E.g. A, a money lender, gives Rs.1000 to B, an agriculturist, and induces B to execute
a promissory note for Rs.2000 with an interest @ 6% per month. The Court may set
aside the promissory note and order t3 to repay Rs.1000 only with normal rate of
interest. The law of undue influence is founded on the principle of correcting abuses of
trust and confidence. It is also called 'equitable fraud'.
Person in mental or bodily distress: A person is deemed to be in a position to dominate
the will of another also in a situation, where he makes a contract with a person whose
mental capacity is temporarily or permanently affected by reason of age, illness or
mental or bodily distress. Law gives protection to such persons.
Illustration: A, a man enfeebled by disease or age, is induced by B’s influence over
him as his medical attendant, to agree to pay B an unreasonable sum for his professional
services. B employs undue influence.
9.3.5.4 Fraud
Fraud is a false representation or statement to gain an unjust advantage. Fraud is an
intentional misrepresentation of a fact made with an intention to deceive the other party
to the contract or to induce him to enter into a contract. When the consent of a party to
the contract has been obtained by fraud the consent is not free. Fraudulent representation
may be made by making false statements or by conduct.
Section 17: Fraud means and includes any of the following acts done with 'intent to
deceive' or to induce a person to enter into a contract.
● The suggestion that a fact is true when it is not true and the person making the
suggestion does not believe it to be true.
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● Active concealment of a fact t by a person who has knowledge or belief of the
fact.
● Promise made without any intention of performing it.
● Any other act done to deceive.
● Any such act or omission as the law specially declares to be fraudulent.
Illustration: A sells by auction to B, a horse, which A knows to be unsound. A says
nothing about the horse's unsoundness. This is not fraud in A.
In Shri Krishna v Kurukshetra University (1976,p.396),Shri Mshan, candidate for LLB
first year examination, who was short of attendance filled Ms application for
examination. He did not fill the attendance column. Neither the Head of the Department
of Law nor the authorities of the University made proper scrutiny to discover the truth.
The Supreme Court held that mere silence is not fraud. Therefore the candidate had not
committed fraud.
9.3.5.5 Misrepresentation
Misrepresentation means a 'false statement of a fact'. When the consent of a party to a
contract has been obtained by misrepresentation, it is not free consent and the contract
is voidable at the option of the party. According to Section 18, misrepresentation means
and includes the following.
● When a false statement is explicitly made (positive assertion) innocently without
any intention to deceive, although he believes it to be true amounts to
misrepresentation.
● When a false statement made by a breach of duty to gain some advantage or benefit
at the cost of the other party, although it was made without any intention to deceive,
it amounts to misrepresentation.
● When misrepresentation substance a party acting innocently causes another of the
thing, which is the subject part of the agreement, it amounts to misinterpretation.
Essentials of misrepresentation: These include the following.
● There must be false representation of a fact.
● Such representation must be the cause of consent.
● Such representation must be made with an intention to induce other party to enter
into contract.
● Such representation must be made before the conclusion of the contract.
● Such Representation must be made either directly or indirectly. Such representation
must be made with an intention to deceive the other party.
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In the case of Rich view Construction Co v Raspa (1975, p.377), it was held that when
a contract is made by misrepresentation, the disadvantaged party may not only avoid
the contract but also sue for damages. In Bindu Shama v Ram Prakash Sharma
(1997,p.429) case, a highly qualified bride was told that the bridegroom was in an
attractive job with high salary whereas he was only an apprentice in a factory. The Court
held that it was a misrepresentation, and therefore, the annulment of the marriage would
have to be decreed.
Effect of Misrepresentation (Section 19): When the consent to an agreement is caused
by misrepresentation, the aggrieved party to a contract may: Insist that the contract shall
be performed, or Avoid or rescind the contract (Section 19).
9.3.5.6 Mistake
Mistake means wrong understanding of something. Mistake may be defined as a wrong
belief about something. The consent obtained by mistake is not free consent. Either one
or both parties may be working under some misunderstanding of some fact relating to
the agreement. Agreement entered by mistake is not an agreement at all, because there
may not be consensus ad idem, i.e. identity of minds. According to Section 13, two or
more persons do not agree to the same thing in the same sense, there is deemed to be no
consent on their part. Generally, mistake has no effect on a contract, but certain mistakes
of a fundamental nature may render a contract void. They are called 'operative mistakes'
a) Mistake of fact: According to Section 20, "Where both the parties to an agreement
are under a mistake as to a matter of fact which is essential to the agreement, such
agreement is void.
Illustration: A agrees to buy from B a certain horse. It turns out the horse was dead at
the time of the bargain, though neither party was aware of the fact. The agreement is
void. This illustration, thus, explains a mistake of fact or mistake as to the subject matter
of contract.
The case of Couturier v Hastie (1856, p.673) was an appeal from (1853 (9) Ex 102).In
this case, A agreed to sell B, a cargo of corn supposed to be in transit from Salonica to
the United Kingdom. Unknown to the parties, it had become fermented and was
disposed of on the way, before the contract was being made. The parties were not aware
of this fact. The contract was held to be void because of mutual mistake as to the
existence of the subject matter. Therefore, the buyer was not bound to pay its price.
● Mistake as to quality or identity of subject matter: If the parties to the
contract are mistaken regarding its quality or identity of the subject matter, the
agreement would be valid. It usually arises where one party intends to deal in
one thing and the other intends to deal in another. In Srriven v Hindley (1913,
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p.564) there was an auction of several lots. Some containing hemp and some
containing tow. The auctioneer was selling tow, but the buyer who had come to
purchase hemp only, bid for a lot not knowing that it was tow and purchased the
same. The evidence showed that the auctioneer knew from the amount of the bid
offered and of the large difference in prices between hemp and tow that the buyer
was under mistake. The Court held that there was no contract.
● Mistake as to possibility of performance: The agreement is void when the
performance of the contract is not legally possible. It usually arises where both
the parties believe that a contract is capable of performance but due to
impossibility it cannot be performed. In such a case the contract is void.
● Mistake as to promise: An agreement based on mistake of promise is void. It
arises when a promise does not reflect the real intention of the promisor. In
Hartog t1Slzield (1939,p.566) case, there was an agreement between the seller
and the buyer for the sale of 30,000 pieces of Argentine hare skins. The sellers
by mistake stipulated in their offer to supply at a certain rate 'per pound' instead
of 'perpiece'.They did not deliver the skins. The buyer sued the seller for nondelivery of skins. It was held that agreement was void on the ground of mistake
as to promise.
● Mistake as to the identity of the parties or person: Mistake as to the identity
of the contracting party makes the contract void. In other words, an agreement
is void when there is a mistake as to the identity of the person. When A intends
to contract with B, but enters into contract with C believing him to be B, the
contract is void. In Boulton v Jones (1857, pp.564,695), the Court held that
where a contract is vitiated by mistake, the contract is void, because there is no
real consensus between the parties. It is called 'error in consensus by Sir John
Salmon. In Phillips v Brooks (1919, p.243), a jeweler sold a gold ring and
delivered it on credit to a customer who had come into his shop and had falsely
claimed to be Sir George Bullock, a well-known wealthy man. It was held that
the contract was valid, because the jeweler had intended to do business with the
person in his shop.
● Mistake as to nature of Contract: An agreement is void when there is a
mistake as to the nature of the contract.
● Mistake as to the quantity of the subject matter: If both the parties are
working under a mistake as to the quantity of the subject matter, the agreement
is void. In Henkel v Pape (1870, p.7), the defendant wrote to the plaintiff
enquiring about the price of rifles and suggesting that they might purchase as
many as fifty rifles. Plaintiff sent the list of prices. On receipt of reply, he gave
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a telegraphic order 'send three rifles', but due to the mistake of the telegraphic
office, it was transmitted to the plaintiff as 'send the rifles'. The plaintiff in
accordance with telegram sent fifty rifles. The defendant accepted only three
rifles and rejected the rest. In a suit for the price of fifty rifles, the Court held
that there was no contract between parties because of mistake as to quantity.
b) Mistake of law or mistake as to ordinary law: A contract is not voidable because
it was caused by a mistake as to any law in force in India (Section 21). Ignorance
of the law of the country is not excusable ignorance.
Illustration: A and B make a contraction erroneous belief that a particular debt is barred
by Indian law of limitation. Such a contract is not voidable as it cannot be avoided.
● Mistake of foreign law: A person is bound to know the law of his country, but
a person is not expected to know all foreign laws. Therefore, ignorance of
foreign law is excusable. It is equal to ignorance of fact (Section 21 of Indian
Contract Act).
● Mistake as to private right: Ignorance of a private right is treated as ignorance
of fact and, therefore, would be excusable (Cooper v Phibbs, 1867,p. 149).
● Mistake as to title: Sometimes the buyer may already be the owner of what the
seller proposes to sell. In such cases transfer is impossible, because the buyer is
already the owner of the same property. Such agreement of mistake as to title is
void due to mutual mistake. In Cooper v Phibbs (1867, p.1491, Cooper, not
realizing that a fishery already belonged to him, agreed to lease it from Phibbs.
It was held that the contract was void.
9.3.6 Lawful Object:
According to Section 10, the contract is valid only when the object and consideration is
lawful. Every agreement entered with an unlawful object and consideration is void.
Illustrations:
1) A agrees to sell his house to B for Rs.1,00,0001-.Here, B's promise to pay the sum
of Rs.1,00,0001- is the consideration for A's promise to sell the house, and A's
promise to sell the house in the consideration for B 5. Promise to pay Rs.1, 00,000.
These are lawful considerations.
2) A, B and C enter into an agreement for the division among them of gains acquired
or to be acquired by fraud. The agreement is void as its object is unlawful.
3) A promises to maintain B's child, and B promises to pay Rs.10001-monthly for the
purpose. Here, the promise of each party is the consideration for the promise of the
other party. They are lawful considerations.
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Unlawful object or consideration: According to Section 23, the consideration or
object has been considered as unlawful in the following cases.
● If it is forbidden by law.
● If it would defeat the provision of law.
● If it is fraudulent.
● If it involves or implies injury to the person or property of another.
● The Court regards it as immoral.
● The Court regards it as opposed to public policy.
9.3.7 Legal Relations
Parties must have the intention to create a legal relationship between them. E.g. A agrees
to sell his plot to B for Rs.1,50,000/-.Such an agreement creates a legal relationship.
But, some social contracts such as the following cannot create legal relationships.
i)

A wife cannot file a case when her husband fails to buy a necklace on her birthday.

ii) A father promises to pay Rs.10, 000/- to his son if he clears his exam with
distinction. The son spends sleepless nights and passes the exam with distinction
marks. Son cannot file a case against the father to make him fulfill his promise.
Offer should be made with an intention to create a legal relationship. The social
engagements are generally agreed without an intention to create legal obligations.
Thus, an agreement to go for a walk, or to go to a cinema, or to go for a dinner
cannot be enforced in a Court of law. Thus, those agreements which are not
intended to create legal relationships are not enforceable.
9.4

DISCHARGE OF CONTRACT

Discharge means release from duty. Discharge of contract means termination
(stopping/closing) of the contractual relationship between parties. Contract Creates
rights and liabilities. The contract is said to be discharged or terminated when the rights
and liabilities of the parties come to an end. Parties become free after discharge of
contract. There are various modes through which the parties can discharge their
contractual obligations.
9.4.1 Modes of Discharge of Contract
Following are the different modes of discharging contracts.
1) Discharge by Performance: When both the parties to the contract fulfill their
respective duties as per the terms of the contract, the contract comes to an end. This
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is known as "actual performance". Sometimes, parties offer to perform their
obligation under contract. This is known as "attempted performance ", e.g. tender.
2) Discharge by mutual agreement or consent: Both the parties to the contract, by
mutual agreement or consent, may put an end to the contract. The contractual
obligation may be discharged by an agreement, which may be expressed or implied.
The various modes of discharge of a contract by mutual agreement are given below.
● Novation (Section 62): Novation means new contract replacing old contract
with the consent of the parties. The consideration for the new contract is the
discharge of the old contract. e.g. A owes money to B. It is agreed between A,
B and C that H shall accept C as his debtor instead of A. The old debt of A to B
is discharged and new debt of C to B is contracted
● Rescission (Section 62): Rescission means cancellation of contract. It takes
place when all or some of the terms of the contract are cancelled. If the parties
mutually agree - to cancel a contract, such contract need not be performed. e.g.
X promises to supply certain goods to Y on a certain date. Before the date of
performance X and Y mutually agree that the contract will not be performed.
The contract is said to be rescinded.
● Alteration (Section 62): Alteration of a contract may take place when one or
more of the terms of the contract are altered by mutual consent of the parties to
the contract. In such cases, old contracts are discharged and parties become
bound by a new contract, e.g. A enters into a contract with B for the supply of
100bags of rice by the 1" week of March. A and B, by mutual consent, may alter
the quantity, quality or the price.
● Remission (Section 63): Remission means acceptance lesser than what was
contracted for. e.g. A owes B Rs.50001-, but B accepts Rs.30001- instead of Rs.
5000 as the repay of the whole debt. The whole debt is discharged.
● Waiver: Waiver means abandonment losing a right. It takes place when the
parties to a contract agree that they shall no longer be bound by the contract.
Neither an agreement nor consideration is required for waiver.
● Merger: Merger takes place when an inferior right accruing to a party under a
contract merges into a superior right accruing to the same party under the same
or some other contract, e.g. P holds a property under a lease. He later buys the
property. His right, as a lessee, merges into his rights as an owner.
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● Insolvency: Sometimes a person is declared insolvent by the Court of law. After
being adjudicated insolvent, he is released from all his liabilities prior to his
adjudication.
3) Discharge by lapse of time: Every contract must be performed within a fixed or
reasonable period, called period of limitation. If the contract is not performed and
if no legal action is taken by the promisee within the period of limitation, he loses
the remedy under contract. In such case, the contract is discharged.
4) Discharge by impossibility of performance: According to Section 56 "an
agreement to do an impossible act is void". Impossibility May appear on the face
of the contractor may exist unknown to the parties at the time of making the contract
or may arise subsequently after the contract is made.
5) Discharge by operation of law: Sometimes, a contract may be discharged by
operation of law, i.e. by death, insolvency, merger, unauthorized alteration, etc.
6) Discharge by breach of contract: Failure to fulfill the promise or obligation is
called breach of contract. Breach of contract may be by actual breach or
anticipatory breach.
● Actual breach of contract: If a party fails to perform his obligation at the time
when the performance is due is called 'actual breach of contract'. e.g. A agrees
to deliver to B 100bags of rice on I" March. He does not deliver the rice on that
day. There is a breach of contract.
● Anticipatory Breach of Contract: If a party declares his/her intention of
nonperformance of the contract before the performance is due is called
anticipatory breach of contract’. Eg: A agrees to supply B 100 bags of rice on 1
march. Before this date, A informs B that he is not going to supply the rice. This
is an anticipatory breach of contract.
9.5

LET US SUM UP

We have presented you the essential aspects of the Indian Contract Act 1872 such as
offer, acceptance, consideration and discharge of Contract. We hope you have a clear
understanding of the contract in general and specific obligations that arise in respect of
the parties involved and ways or modes of discharging them. We believe that you will
now be able not only to deal effectively with different matters involving contracts with
various persons in your day to day life but also to play your roles as a citizen and as an
adult educator in a more effective manner.
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9.7

MODEL QUESTIONS

Q1)
Q2)
Q3)

Define contract. What are the essentials of a valid contract?
What is an offer? Explain the essential elements of a valid offer.
What is meant by 'discharge of contract'? What are the various modes of
discharge of contract?
What do you understand by 'capacity to contract'? Explain the position of 'Minor'
in this regard?
What do you understand by consideration? Explain the rules of valid
consideration.

Q4)
Q5)
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UNIT-10 SALE OF GOODS ACT 1930
Structure:
10.0
10.1
10.2
10.3
10.4
10.5
10.6
10.7
10.8
10.9
10.10
10.11
01.12
10.13
10.14

Learning objectives
Introduction
Essentials of Contract of Sale
Difference between Sale and Agreement to Sell
Condition and Warranty
Passing of property in Goods
Transfer of Title by non- owners
Performance of Contract of Sale
Rights of Unpaid seller
Breach of Contract of sale
Auction sale
Let us sum up
Further Readings
Answer to check your progress
Model Questions

10.0

LEARNING OBJECTIVES

After going through this unit you will be able to:
● explain the essentials of a contract of sale
● explain the meaning of conditions and warranties
● explain the passing of property in goods and transfer of title by non-owners
● describe about the performance of contract of sale and rights of unpaid seller
and
● explain the breach of contract of sale and auction sale
10.1

INTRODUCTION

In the previous unit the Indian Contract Act 1872, we have discussed the essential
aspects of the Contract Act. In the present unit, we will discuss various important
matters of Sale of Goods Act, 1930. Contract for the sale of goods are subject to the
general legal principles of the Contract Act, which are offer, acceptance, capacity of the
parties, free consent, consideration etc. Of course, the application of the principle of
contract Act in the sale of goods is not inconsistent with the express provisions of the
Sale of Goods Act (Section 4). The contract of sale includes both a sale and an
agreement to sell.
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10.2

ESSENTIALS OF CONTRACT OF SALE

In this section we will discuss the essentials of a contract of sale. The following are the
essentials of contract of sale
1) Movable Goods –The sale of Goods act only relates to movable goods. Under
section 2 (7) of the Act, “goods” is defined as every kind of movable property
except actionable claims and money. Things attached to the earth are not
movable. But growing crops and grass which can easily be separated from the
earth before sale are included in the definition of Goods.
2) Two Parties: - A sale of goods is a bilateral contract. To execute a sale, there
must be a buyer and seller. A person never can buy his own goods. Of course, a
part owner may sell to another part owner. Likewise, a partner may sell goods
to his firm or a firm may sell to a party.
3) Consideration: In order to make a valid contract of sale of goods, the
consideration must be in terms of money. An exchange of goods for goods
cannot be defined as sale. But if the exchange is made partly for goods and partly
for money then it can be regarded as a sale. Mere nonexistence of consideration
will be treated as a gift.
4) Valid Contract: To be a contract of sale, it must satisfy all the essentials of a
valid contract such as valid offer, a valid acceptance, free consent of the parties,
a valid and lawful consideration etc.
5) Agreement to transfer the ownership: By the contract of sale, the seller must
agree to transfer his goods to the buyer with or without physical possession of
the goods.
6) Method of formation of contract: To make a contract of sale under section 5
(2) it must be in writing or by word of mouth or implied from the acts of the
parties.
7) Terms of Contract: On the basis of time, place and mode of delivery of goods,
the parties will agree upon any term. The terms include both essential and nonessential terms. The essential term implies the conditions and a non-essential
term implies warranties. So in case of all contracts of sale, certain conditions
and warranties are to be implied.
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CHECK YOUR PROGRESS
Q.1: Mention two essentials of contract of sale.
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………....…………………….………………………………………………
10.3

DIFFERENCE BETWEEN SALE AND AGREEMENT TO SELL

Now let us discuss the distinction between sale and an agreement to sale as under:
1. Nature: A sale is an executed contract. But, an agreement to sell is an executory
contract. A sale is called an executed contract because of the fact that in sale,
considerations and delivery of goods takes place simultaneously. On the other hand,
an agreement to sale is called an executory contract because the consideration is
given at a future date and goods are delivered to the buyer at a future date.
2. Transfer of ownership: In case of sale, the ownership of the goods is transferred
to the buyer immediately. So, the buyer in case of sale becomes the owner of the
goods. But, an agreement to sell becomes a sale only when the ownership of the
goods is transferred to the buyer. The ownership of the goods is transferred to the
buyer at some future date.
3. Transfer of risk: In case of sale, the buyer will have to bear the loss, even though
the goods are in possession of the seller. Because, in case of sale the risk is
associated with ownerships. But in case of an agreement to sell, the seller is to bear
the risk of loss, even though the goods are in the possession of the buyer.
4. Consequence of the breach: In case of breach of an agreement to sell by the seller,
the buyer can recover the damages from the seller. If the buyer fails to pay the
consideration the seller can sue and recover for damages from the buyer. But in
case of breach of the contract by the seller, the buyer can sue for the delivery of
goods and sue for damages.
5. Insolvency of the buyer: In case of sale, if the buyer becomes an insolvent before
paying the price, the seller shall have to deliver the goods to the Official Assignee
or Receiver except where he has a lien over the goods. But in case of agreement to
sell, the seller can refuse to deliver the goods to the Official Assignee or Receiver
until he is paid the full price of the goods.
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6. Insolvency of the seller: In case of sale, if the seller becomes insolvent, the buyer
can recover the goods from the official receiver or assignee as the property of goods
is with the buyer. But in case of agreement to sell, if the buyer can claim only a
ratable dividend and not the goods, if the seller becomes insolvent and goods are
taken from him by the receiver or Official Assignee, the buyers cannot recovers the
goods from the Receiver or Official Assignee as he is not the owner of the goods.
7. General and particular property: By the contract of sale, a right is created against
the whole world. This means that the buyer has the right to use the parties to use
the goods against others. But, by the agreement to sell, the buyer gets the rights
over the goods only against the seller.
8. Right of Re-Sale: The seller cannot re-sell the goods in case of sale though the
possession of goods sold remains with the seller. But, the hire purchaser cannot
resell till the time he pays all the installment of hire.
10.4

CONDITION AND WARRANTY

At the time of selling goods, the seller makes certain statements or representations with
a view to induce the buyer to purchase the goods. These statements may form a part of
a contract of sale and the buyers rely upon them. These representations are called
‘stipulation’. When these stipulations have become most important for the formation of
a contract of sale is known as ‘condition’. Again if these are lesser important for the
formation of a contract of sale is known as ‘warranty’.
According to section 12 (2) of the Sale of Goods Act, a condition is a stipulation
essential to the main purpose of the contract, the breach of which gives rise to a right to
treat the contract as repudiated. There are mainly three essentials of a condition, such
as
i) Condition is essential to the main purpose of the contract.
ii) The cause of non-fulfillment of condition is irreparable damage to the aggrieved
party.
iii) As a result of breach of a condition the aggrieved party will get the right to
rescind the contract and recover the damages for breach of condition
According to section 12 (3) , a warranty has a stipulation collateral to the main purpose
of the contract, the breach of which gives rise to a claim for damages but not to a right
to reject the goods and treat the contract repudiated. Like condition, the warranty is to
fulfill three essentials, such as
i) Warranty is collateral to the main purpose of the contract.
ii) The breach of warranty does not breach the main purpose of the contract and it
causes damages to the aggrieved party.
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iii) The aggrieved party can only claim damages for breach of warranty
Example: P went to Q and asked him to show a horse which could run at a speed of 35
m. p. h. Q pointed out at a particular horse and said that it will suit his purpose. P bought
and discovered that the horse ran at a speed of 20 m. p. h. Now, P may reject the horse
as the representation made by Q which is the condition of sale is not fulfilled.
Distinguish between a condition and a warranty:i)

Essential of Contract: - Under section 12 (2) of the Sale of Goods Act 1930,
a condition is defined as a stipulation which is essential to the main purpose of
the contract. On the other hand, warranty is defined under section 12 (3) as a
stipulation that is collateral to the main purpose of the contract.

ii)

Effect on breach: The breach of condition gives rise to a right to treat the
contract as repudiated. But the breach of warranty gives rise to the claim for
damages but not to a right to reject the goods and treat the contract as
repudiated.

iii)

Option of treatment: In case of condition, a breach of condition can be treated
as a breach of warranty as an option on the part of the aggrieved party. But, in
case of breach of warranty no such option is essential to the aggrieved party.
So the breach of warranty cannot be treated as breach of condition.

The distinctions between condition and warranty can be easily more understood from
the example given below.
Example: P went to Q and asks to show a healthy horse which could run at a speed of
35 m. p. h. Q pointed out at a particular horse and said that it will suit his purpose. P
bought and discovered that the horse run at a speed of 20 m. p. h. and weak. Now, P
may reject the horse as the representation made by Q, which is the condition of sale is
not fulfilled.
LET US KNOW
The Sale of Goods Act, 1930 deals with the law relating to sale of goods in India only.
The Sale of Goods Act 1930 is mainly based on the English Sale of Goods Act 1893.
Before the Sale of Goods Act 1930, the law relating to sale of goods was covered under
the chapter VII of Indian Contract Act, 1872, the provision of which was found to be
inadequate. Therefore, a strong need was felt to have an independent Sale of Goods Act
and consequently a new Act called Sale of Goods Act, 1930 was passed. The present
Act containing 66 sections came into force from 1 st July 1930 which extends to the
whole of India except the State of Jammu and Kashmir.
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CHECK YOUR PROGRESS
Q. 2: Mention two differences between sale and agreement to sell.
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
10.5

PASSING OF PROPERTY IN GOODS

A contract of sale can be performed in two ways.
1. Property in goods or ownership of goods and
2. Possession of the goods.
A person may have possession of goods but he may not be the owner e.g. a servant,
agent etc. On the other hand, a person may be the owner but may not have the possession
of goods. In the contract of sale, when the ownership of goods is transferred to the buyer
from the sellers, he becomes the owner of the goods. As per general rule, the transfer of
ownership depends on the intention of the parties to the contract. But sometimes the
intention of the parties cannot be ascertained from the contract. In that case, the intention
of the parties is ascertained on the basis of provisions laid down in sections 18 to 24 of
the Sale of Goods Act.
These provisions are discussed as under
1) In case of the unascertained goods (section 18 and 23);
2) In case of specific goods (section 20 to 22) and
3) In case of sale on approval (section 24)
TRANSFER OF OWNERSHIP IN CASE OF UNASCERTAINED GOODS:
a) Unascertained Goods: Under section 18 of the Sale of Goods Act, the
unascertained goods are not transferred unless the goods are ascertained. These
goods are not specifically identified at the time of contract of sale. It is identified
and is set apart for the purpose of delivering to the buyer.
b) The Intention of the parties: Under section 19 the transfer of ownership depends
upon the intention of both the parties and ownership transfer from the seller to the
buyer at the time fixed by the parties.
c) Unascertained or future goods: Under section 23, in sale of unascertained or
future goods, goods are passed to the buyer by description. When goods of that
description in a deliverable state are unconditionally appropriated to the contract,
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then the property in goods passes to the buyer. It is to be done by the seller with the
assent of the buyer or by the buyer with the assent of the seller.
Example: “A” agrees to sell “B” 200 kg of Rice out of a large quantity of A’s Godown,
whatever the price that is to be paid on the specific day under the contract. Otherwise
the 100 kg of Rice that was separated from the godown of ‘A’ will not pass from A to
B.
TRANSFER OF OWNERSHIP IN CASE OF SPECIFIC GOODS:
a) Specific goods: - Under section 20, the goods that are at a deliverable state and the
ownership of which is transferred from the seller to the buyer at the time of making
a contract of sale.
b) When a seller has something to do :- Under section 21 in case of sale of specific
goods if the goods are not in a deliverable state and the seller has to do something
to put the goods in a deliverable state, the ownership does not passes until such
thing is done and the buyer has noticed thereof.
c) When goods are to be measured, tested: Under section 22, in case of a contract
of sale of specific goods and the goods are in a deliverable state but, the seller has
to weight, measure, test or perform some other act or thing with reference to the
goods for ascertaining the price, the ownership does not pass until such act or thing
is done and the buyer has noticed thereof.
TRANSFER OF OWNERSHIP IN CASE OF SALE ON APPROVAL:
a) Goods sent on approval: - In case of sale on approval or sale on return, the buyer
has an option to return the goods to the seller within a reasonable period of time.
Thus, the ownership transferred to the buyer when he accepts the goods. If the buyer
does not return the goods within the reasonable time, the seller can recover the price
of the goods from the buyer. In case of sale on approval, the ownership to the buyer
is transferred in three ways:




When the goods are accepted by the buyer, or acceptance of the buyer, or
When the buyer performs some acts which indicates implied acceptance of the
buyer, or
The buyer fails to return the goods within a reasonable time under section 24,
when goods are sold under a contract of sale or return or on approval, the sale
is a conditional sale. As a result of the significance of the buyer’s approval, the
goods will pass to the buyer.
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b) Reservation of Right of Disposal: Under section 25, reservation of the right of
disposal is defined as any action made by the seller, where it is expressed that an
intention on his part not to part with control over the goods until certain conditions
are fulfilled. Then, the property will be passed subject to fulfillment of these
conditions.
Example: ‘A’ supplies 100 bags of Rice to ‘B’ by a trunk, where no reservation of the
right of disposal was there. In this case, the rice will pass to B immediately after goods
are handed over to the carrier.
10.6

TRANSFER OF TITLE BY NON-OWNERS

According to the general rule, “the seller cannot transfer to the buyer of goods a better
title than he himself has.” If the title of the seller is defective, then the buyer’s title will
also become defective. Under section 27, it is laid down. “Where goods are sold by a
person who is not the owner thereof and who does not sell them under the authority or
with the consent of the owner the buyer acquires no better title to the goods than the
seller had…” The rule is expressed by the maxim “Nemo Det Quod Non Habet”, which
implies that no one can give what he has not got.
Of course, there are some exceptions to the above rule. So, though a person is not the
owner of the goods, he may sell the goods and pass a better title than he himself has.
Following are the exceptions to this rule.
1.

Sale by a mercantile agent: If a mercantile agent is authorized by the owner of the
goods to sell on his behalf, then such sale shall be valid. In such cases, the buyer
can acquire a good title of the goods. This exception will be implemented subject
to fulfillment of the following conditions:
i)
ii)
iii)

2.

The person must be in possession of goods or documents of title to the goods
in his capacity as a mercantile agent and with the consent of his owner.
The person must sell the goods while acting in the ordinary course of
business.
The buyer must act in good faith without having any notice, at the time of
contract that the mercantile agent has no authority to sell the goods.

Transfer of title by Estoppels: This exception is based on the principle of personal
estoppels. Sometime, the real owner may lead the buyers by virtue of his conduct
or words or by act to believe that the seller is the owner of the goods or has the
authority to sell them. In such cases, he may not thereafter deny the seller’s
authority to sell.
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3.

Sale by a joint owner: If there are several joint owners of goods, one of them has
sole possession of the goods by permission of the co-owners, then the property in
goods may be transferred to any person who buys them from such joint owner. In
order to apply this exception the following conditions must be fulfilled.
i)
ii)
iii)
iv)

One of the several owners must be in sole possession of the goods.
The joint owner must have permission from the co-owners.
The buyer must purchase goods in good faith.
The buyer should not have notice regarding the matter that the seller has no
authority to sell.

4.

Sale by person in possession under voidable contract: - According to the Section
29, a person in possession of goods under a voidable contract which is not
rescinded, can transfer a good title to the buyer. The buyer should purchase the
goods in good faith and without notice of the seller’s defective title.

5.

Sale by seller in possession after sale: - Under section 30 (1), it is laid down that
where a person has sold goods but he continues in possession of goods or of the
documents of title to the goods, he may sell them to a third person and if such
person obtains delivery thereof in good faith and without notice of the previous
sale, the person can get a good title to them. In order to apply this exception, the
seller must be in possession after sale of goods and there must be delivery or
transfer of the goods or documents of title by the seller.

6.

Sale by buyer in possession after sale:- Under section 30 (2), it is laid down that
where a buyer having bought or having agreed to buy goods, obtain with the
consent of the seller the possession of the goods or documents of title to the goods
can and resells the goods to a bonafide transfer. If at the time of this sale, the buyer
was not in possession, then this exception will not apply.

7.

Sale by an unpaid seller: - If the unpaid seller has exercised the right of lien or
stoppage in transit, resells the goods, then the buyer acquires a good title as against
the original buyer, even though the resale is not justified in the circumstances.

8.

Exception under other Acts: - According to some Acts, a person although he is
not the owner of the goods may sell the goods and pass a better title than he himself
has. As for example
i)
ii)

Under section 169 of the Contract Act, a finder of the goods has the right to
sell.
Under section 176 of the Contract Act, a pawnee of goods has the right to
sell the goods pawned subject to satisfying some conditions.
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iii)

iv)

9.

10.7

In certain cases, a special right of sale is given to officers of court,
liquidators of the companies, receivers of insolvent estate; custom officers
for duties remaining unpaid etc.
A person who takes a negotiable instrument in good faith and for value
becomes the true owner even if he takes it from a thief or finder.

Sale in market overt: According to the English law, there is an exception to the
rule that a person cannot make a valid sale of goods, which does not belong to him.
It is to be found in the case of sales made in the market overt of course; this rule
does not apply in India.
PERFORMANCE OF CONTRACT OF SALE

Under section 2 (2) of the Sale of Goods Act, the term ‘delivery’ is defined as a
voluntary transfer of possession from one person to another. According to Sir Frederick
Pollock, delivery is voluntary dispossession in favour of another. There are three modes
of delivery, such as actual, symbolic and constructive delivery. Actual delivery occurs
in case goods are delivered themselves physically to the buyer. Symbolic delivery
occurs where the goods are not physically delivered but delivered by indicating or
giving a symbol, e.g. delivery of documents of title to the goods etc. Constructive
delivery occurs where the third person acknowledges holding the goods on behalf of the
buyer, e.g. A sold B 50 bags of tea where P holds begs which is a warehouse and it is
ordered by A to P to do so.
Rules regarding delivery: Various rules regarding and other matters relating to the
performance of the contract of sale are provided under different sections, which are as
below
1.

Mode of Delivery: Under Section 33, ‘deliveries of goods’ may be done by
performance of anything which, the party’s agreement shall be treated as delivery
or the effect of the putting of goods in the possession of the buyer or of any person
authorized to hold them on his behalf. Thus the delivery of goods may be either
actual or symbolic or constructive.

2.

Delivery and payment are concurrent conditions:- Under Section 32, payment
of price and the delivery of the goods is a concurrent condition unless otherwise
agreed. If the buyer is not willing to pay the price, no delivery will be given or no
need to pay the price by the buyer unless the seller is ready and willing to give
delivery. Example: P agrees to supply goods to Q, where Q will have to pay on
delivery. So, P, unless Q is ready, need not deliver the goods.
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3.

Effect of party delivery: Under Section 34, a part of delivery of goods sold may
be equal to the delivery of the whole, if it is so intended and agreed. But, in case of
the fact where the part is intended to serve the whole, then the delivery of that part
does not equal to delivery of the whole.
Example: X has sold 100 kg of wheat to Y. The wheat are remaining in the godown
of X. After selling, Y again sold 20 kg of wheat to Z and as per desire of X; Y sent
this 20 kg of wheat to Z. This is a legal effect of delivery of the whole.

4.

Buyer to apply for delivery: - Under Section 35, the seller is not bound to deliver
goods, unless agreed otherwise till the buyer applies for delivery.

5.

Place of Delivery: Under Section 36 (i), at which place the delivery is to be made
will be mentioned in the agreement between the parties. Apart from any such
contract the goods will be delivered at the place at which they are sold.

6.

Time of Delivery: Under section 36 (2) and (4), of the Contract of Sale of Goods
Act, where the seller is bound to send the goods to the buyer , but no time for
sending them in fixed, the seller is bound to send them within a reasonable time
and at a reasonable hour.

7.

Manner of Delivery: Under Section 36(3), at the time of sale, if the goods are in
the possession of a third person then there is no delivery by the seller to the buyer
till such third person acknowledges to the buyer that he holds the goods on himself.
The transfer of document of title of goods operates as delivery in spite of possession
of goods by third party and this will not apply in such case.

8.

Expenses of delivery: Under Section 36 (5) the buyer is to bear the expenses of or
incidental to receive the delivery. But, any expense of putting the goods into a
deliverable state is to be borne by the seller. If there is any agreement between the
parties with respect to the cost of putting the goods in a deliverable state or of
expenses incidental to putting into the deliverable state, then this agreement will
determine the right of the parties.

9.

Delivery of wrong quantity: Under Section 37, it is a duty of the seller to comply
with the order of the buyer regarding kind, quality and quantity of goods. Delivery
should be according to the specification of order. In case of defective delivery the
buyer can reject the goods.

10. Installments of deliveries: - Under Section 38, the buyer is not bound to receive
the goods of delivery by installments unless otherwise mentioned in the agreement.
The performance of the contract can be split up with mutual consent. Where
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payment is made in installments in a contract, then failure of such payment of
installment, breach the contract.
11. Delivery of carrier: Under Section 39, it is provided that if the seller is authorized
to send the goods to the buyer, then the seller must take all safety measures to
protect the goods. It is the duty of the seller to contract with the carrier. In case of
sending goods by sea route, the seller must inform the buyer to insure them against
sea perils.
12. Goods delivered at a distance place: Under Section 40, in case of agreement,
where the seller agrees to deliver the goods at his own risk the buyer shall bear the
loss of deterioration of the goods in transit.
13. Examining the goods on delivery: Under Section 41, if the buyer had not
examined the goods, the seller will not deliver the goods until the buyer has availed
the opportunity of examining the goods. The buyer must give a reasonable
opportunity of examining the goods in order to determine whether they are as per
contract, otherwise the buyer may reject the goods.
14. Acceptance complete on delivery: Under Section 42, the buyer is deemed to have
accepted the goods in case the buyer intimates to the seller that he accepted that
goods or goods were delivered to the buyer and he performs anything pertaining to
them. Moreover, the buyer retains the goods beyond a reasonable time without
intimation of rejection to the seller.
15. Buyer not bound to return rejected goods: Under Section 43, it is laid down that
in case of goods delivered to the buyer and if the buyer refuses to accept the goods,
then he may not return the goods to the seller. This intimation to the seller is
sufficient that he refuses to accept the goods. This rule will be applicable subject to
the condition of contract between the parties.
16. Liability of buyer for neglecting or refusing delivery of goods: Under Section
44, for any loss occurred due to neglect of buyer or a reasonable charge for the care
and custody of the goods, the buyer will be liable, where the seller is willing to
deliver the goods and request the buyer to accept his delivery. It is further-provided
by section 44, that the seller can exercise the right mentioned above in spite of the
neglect to refusal made by the buyer to receive the delivery and it will amount to a
repudiation of the contract.
LET US KNOW
A contract sale involves reciprocal promises, because the seller promises to deliver the
goods and the buyer to undertake to pay for the goods. The delivery of goods and
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payment of price are concurrent conditions, on the contrary, there are implied promises
on the part of the seller to deliver goods without delay and an undertaking on the part
of the buyer to accept the goods and pay the price. So, it is the duty of the seller to
deliver the goods to the buyer. Of course, he cannot do so until the buyer applies for
delivery
ACTIVITY
1) M is an owner of a car. M has handed over his car to N, a mercantile agent, for sale
at not less than Rs. 10,000/-. N sells it to O for Rs. 8,000/- and runs away with the
money. M asks N to give him his car. Can M recover the car from O.?
2) A is the Godown-keeper of a gas company. The manager B of the gas agency issues
the delivery orders to A for 100 cylinders in favour of “C”. C goes to A with the
delivery order. A agrees to deliver 100 gas cylinders the next day. Can the gas
agency stop A from delivering the gas cylinders to C?
CHECK YOUR PROGRESS
Q.3: State true or false:
i) The risk of loss also passes with the ownership of the goods from the seller to
the buyer. (True / False)
ii) The individuality of the thing to be delivered must be established before
property in it can pass from seller to the buyer. (True / False)
iii) Delivery is a bilateral act. (True / False)
iv) Symbolic delivery is made where goods are small and light. (True / False)
CHECK YOUR PROGRESS
Q.4: Fill up the blanks:
i) A contract of sale can be performed by the ___________ ways (two/three).
ii) Under section _____________ reservation of the right of disposal is defined as
any action made by the seller (24/25)
iii) There are ______________ types of modes of delivery (three/four).
iv) In case of defective delivery the buyer ____________ reject the goods
(can/cannot)
10.8

RIGHTS OF UNPAID SELLER

The seller of goods is called unpaid seller, when the whole of the price has not been
paid or tendered or where a bill of exchange or other negotiable instrument is received
as a conditional payment. After all, the seller remains unpaid till the price or any portion
of the price remains unpaid.
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The rights of an unpaid seller can be classified mainly into two categories. Such as
i) Right of unpaid seller against the goods.
ii) Right of unpaid seller against the buyer personally.
I. The right of an unpaid seller against the goods: In Spite of passing the property in
the goods to the buyer, the unpaid seller has the following rights against the goods.
a.

Right of Lien: Lien implies such type of right, which can retain possession of
goods and refuse to deliver them to the buyer till the price is paid. The unpaid
seller can exercise his right of lien in three cases as mentioned belowi)
ii)
iii)

Where the goods are sold without any stipulation as to credit.
Where the goods are sold on credit, but the term of credit has expired.
Where the buyer becomes insolvent, but the time of credit is not expired.

If the buyers become insolvent, the lien exists in spite of goods being sold on credit and
the period of credit is not yet expired. In case of goods sold on credit, it is presumed
that the buyer shall keep his credit good. So, before payment if the buyer becomes
insolvent, the seller will be entitled to play this right and hold the goods as security for
the price.
b. Right of stoppage of goods in Transit: The right of stoppage implies the right
of stopping the goods while they are with a carrier for the purpose of
transmission to the buyer. So right of stoppage can be defined as an extension
of the right of lien as because it entitles the seller to retain the possession of the
goods even if the seller has parted with the possession. According to section 50,
unpaid sellers can exercise this right only on the following conditions.
i)
ii)
iii)

When the buyer becomes insolvent.
When the property has passed to the buyer.
When the goods are in the course of transit.

Further, under section 51, it is laid down that the right of stoppage in transit can be
exercised only so long as the goods are in the course of transit. But, the right of
stoppage cannot be exercised when the transit comes to an end. As per section 51 the
goods are deemed to be in course of transit from the time when they are delivered to
a carrier or other bailee for the purpose of transmission to the buyer. Until the buyer
or his agent takes delivery of them. On the other hand, the transit is deemed to be at
an end in the following cases.
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i)
ii)
iii)
iv)

v)
c.

When the buyer takes the delivery after the goods have reached their
destination.
When the buyer obtains delivery of goods before arrival of the goods at the
appointed destination
When the goods have arrived at the destination and the carrier acknowledges
to the buyer that he holds the goods on his behalf.
When the goods are arrived at their destination but the buyer requests the
carrier, instead of taking delivery request the carrier to carry the goods to some
further destination and if the carrier agrees to take them to the new destination.
When the carrier wrongly refuses to give delivery of the goods to the buyer.
Right of Resale: Besides the above two rights, the unpaid seller can also
exercise the right of resale. Under section 54, some circumstances are provided
where the right of resale can be exercised. These are
i) Goods must be of a perishable nature.
ii) The unpaid seller must exercise the right of lien and stoppage in transit.
iii) The seller must give a notice to the buyer regarding his intention to resale.

The seller can recover the loss of resale if any, from the defaulting buyer. The seller can
keep a surplus on the resale with him. The unpaid seller has a right of withholding
delivery of goods which are the subject matter of the contract. This right can be
exercised by the unpaid seller even if the sale was on credit or in case of specific and
unascertained goods.
II. Rights of unpaid seller against the buyer personally: The right of unpaid seller
can be discussed as follows
a) Suit for price: Under section 55 in case of property of goods passing to the
buyers and wrongfully the buyer neglects or refuses to pay for the goods, then
the seller may sue with for price of the goods. Under section 55 (2), in case of
the price of goods is payable by the buyers to the seller on a certain day
irrespective of the delivery of goods and the buyer neglects or refuses to pay
such price, then the seller can sue him for the price of goods, even though the
ownership of the goods are not transferred to the buyer.
b) Suit for damages for non-acceptance: In case, where the buyer wrongfully
neglects or refuses to accept and pay for the goods, the seller may sue him for
damages for non-acceptance. Under the provision laid down in the section 73 of
the Indian Contract Act, such damages are measured. These provision are given
below
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i)

ii)

10.9

In case of having an available market for the goods in question, the
difference between the contract price and the market price on the date of
breach will be a measure of damages.
In case of having no such availability of market, the measures will be the
estimated loss suffered directly or indirectly resulting in the ordinary
cause of events from such breach.

BREACH OF CONTRACT OF SALE

In case of contract of sale, where one party repudiates the contract by refusing to
perform his obligation, then he is said to have committed a breach of the contract. As
soon as one party commits a breach of the contract; the other party becomes entitled to
any one of the following remedies.
Remedies to seller: In case of breach of contract of sale, the following remedies are
available to the seller
i)
ii)
iii)
iv)

Suit for price.
Suit for damages for non-acceptance of the goods
Suit for interest.
Suit for damages for repudiation of contract by the buyer before the due date

Moreover, the seller has two more remedies, if a contract of sale is repudiated by the
buyer before the due date of delivery.
i)
ii)

The seller may treat the contract as subsisting and he can wait till the date of
delivery.
The seller may treat the contract as rescinded and he can sue for damages for the
breach.

Remedies to buyer:
In case of breach of the contract of sale by the seller, the buyer has the following
remedies
i)
He can sue for damages for non-delivery of the goods.
ii) He can sue for specific performance.
iii) He can sue for breach of warranty.
iv) He can sue for damages for repudiation of a contract by the seller before the due
date.
In case of breach of condition the buyer can reject the goods. Of course he cannot reject
the goods under the following cases.-
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i)
ii)
iii)

Buyer waives the breach of condition and elects to treat it as a breach of
warranty.
If the contract is not reversible and the buyer has accepted the goods or part of
the goods.
The contract is for specific goods and the property has passed to the buyer.

On the other hand, in case of breach of warranty, the buyer can do any one of the
following
i)
Set up against the seller the breach of warranty in diminution or extinction of
the price or
ii) Sue the seller for damages for breach of warranty (Section59) In case of breach
of warranty damages are measured by estimating loss arising directly and
naturally from the breach.
10.10 AUCTION SALE
Auction sale is a manner of sales, where property is auctioned usually to the highest
bidder by public competition. The auctioneer is an agent of the seller. The auctioneers
can auction his own property. In fact there is no need to express that he is selling, so a
contract is formed between auctioneer and the buyer in case of sale by auction. Some
liabilities are incurred by this contract. Of course, all of these liabilities are not for the
seller. Under Section 64 certain rules are provided regarding auction sale. These are
mentioned below:
i)
ii)
iii)
iv)
v)

vi)

vii)

Auction sale is – in lots and every lot is prima facie deemed to be the subject
of a separate contract of sale.
When the auctioneer announces its completion by the fall of the hammer or
by other customary manner, then the sale by auction will be complete.
It may be reserved as a right to bid expressly by or on behalf of the seller.
The seller or other may bid at the auction on behalf of him if the right to bid
is so reserved.
It will be not lawful, if sale is not notified to be subject to a right to bid on
behalf of the seller for two cases. Firstly, for the seller to bid himself or to
employ any person. To bid at such sale or secondly, for the auctioneer
knowingly to take the bid from the seller or any other such person.
It should be notified as a sale by auction subject to a reserved or upset price.
A reserved price can be fixed by the seller to protect him against “knockout’
agreement.
In case of making use of pretended bidding to raise the price by the seller,
the sale will be avoidable.
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If the auctioneer sells goods then he must take impliedly the following obligations.
i) Auctioneer warrants his authority to sell.
ii) Auctioneer warrants that he does not know of any defect in his principal’s title.
iii) Auctioneer gives the possession of the goods against the price paid into his hands.
LETS US KNOW
1) Where goods are sold on credit, the seller is not unpaid until the price becomes due.
2) According to the usual practice a proposed auction is duly advertised and a printed
catalogue of goods with conditions of sale is circulated.
CHECK YOUR PROGRESS
Q. 5: Choose the correct option from the following:
1. Which of the following is not a characteristic of an unpaid seller
a) He must sell goods on cash terms.
b) He must be unpaid either wholly or partly.
c) He must refuse to accept payment when tendered.
d) He must not refuse to accept payment when tendered.
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
2. Which of the following is the right of an unpaid seller against the buyer personally?
a) Suit for price.
b) Right of lien.
c) Right of stoppage.
d) Right of Re-sale.
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
3. Which of the following are the rights of an unpaid seller against the goods?
a) Suit for damages for non-acceptance.
b) Suit for special damages and interest.
c) Right of stoppage in transit.
d) Repudiation of contract.
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
………………
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10.11 LET US SUM UP
According to the section 4 (3) of the Sale of Goods Act, 1930, in a contract of sale, the
property in goods is transferred from the seller to the buyer. The essentials of a contract
of sale are –
i)
Movable Goods,
ii)
Two parties
iii)
Consideration etc.
The contract of sale includes both a sale and an agreement to sell. A sale is an executed
contract, but an agreement to sell is an executory contract. In sale, ownership of goods
is transferred immediately to the buyer but in an agreement to sell, the goods will remain
with the seller till it becomes sale. Under section 12 (1), it is laid down that on the basis
of essentiality, some stipulations are called conditions which are essential for main
purpose and some are called warranties; which are collateral to the main purpose of the
contract.
A contract of sale can be performed in two ways. One is transfer of possession where
the goods are not transferred and another is transfer of ownership of goods, where
ownership is transferred from seller to buyer. Under section 27, it is laid down that
where goods are sold by a person who is not the owner thereof and who does not sell
them under the authority or with the consent of the owner, the buyer acquires no better
title to the goods than the seller had. This rule is known as nemo dat quod non habet.
Of course, there are exceptions to this rule.
According to section 2 (2) delivery is a voluntary transfer of possession from one person
to another. There are three modes of delivery, such as actual, symbolic and constructive
delivery. Where the whole of the price has not been paid, the seller is called an unpaid
seller.” There are two types of rights of unpaid seller, such as – i) Right of unpaid seller
against the goods. ii) Right of unpaid seller against the buyer personally.
In case of contract of sale, where one party repudiated the contract by refusing to
perform his obligation, he is said to have committed a breach of the contract. As a result
of breach of contract, both the seller and buyer are entitled to enjoy some remedies.
Auction sale is a manner of sale, where property is sold by bids usually to the highest
bidder by public competition.
10.12 FURTHER READING
● Mercantile Law, By M.C. Shukla.
● Commercial Law, By R.C. Chawta and K.C. Garg.
42

●
●
●
●
●

Merchant Law, By V.K. Batra 2 N.K. Kalra
Mercantile Law, By D. Chandra Bose.
Elements of Mercantile Law By N.D. Kapoor.
Mercantile Law, By S.K. Dasgupta.
Business Regulatory Framework, By K.C. Garg, V.K. Sareen and Mukesh Sharma.

10.13 ANSWER TO CHECK YOUR PROGRESS
Ans. to Q. No. 1:
i)
There must be buyer and seller in a contract of sale.
ii)
The contract of sale covers only movable goods. Ans. to
Ans. to Q. No. 2:
i)
In case of sale, ownership of goods is transferred from the seller to the buyer
immediately and in case of agreement to sell, the ownership of goods is
transferred from the seller to the buyer at a future date.
ii)
A contract of sale is an executed sale. But an agreement to sale is an executor
sale. Ans. to
Ans. to Q. No. 3: (i) True (ii) True (iii) True (iv) False
Ans. to Q. No. 4: (i) Two (ii) 25 (iii) Three (iv) Can
Ans. to Q. No. 5: (i) c (ii) a (iii) c
10.14 MODEL QUESTIONS
Q1.
Q2.
Q3.
Q4.
Q5.
Q6.
Q7.
Q8.
Q9.

What is a contract to sell? What are its essential elements?
Distinguish between sale and agreement to sell?
Define a condition and a warranty. Distinguish between the condition and
warranty?
Explain the various rules regarding passing of property in sale of goods?
Nemo Dat Quod Non Habet (No one can give who possesses not). Explain this
rule. Also mention the exception to this rule?
Define the term Delivery. Discuss the rules relating to delivery in the Sale of
Goods Act.
Who is an unpaid seller? What are the rights of an unpaid seller?
Discuss the different remedies available to seller and buyer in case of breach of
a contract of sale.
What is an Auction sale? Discuss the rules regarding the Auction sale.
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LEARNING OBJECTIVES

11.6

11.7

11.8
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11.10
11.11

After going through this unit, you will able to:
● understand the meaning of partnership,
● discuss the essential characteristics of a partnership,
● know how a partnership is formed,
● distinguished between partnership and other forms of organisations,
● know about various rights and duties of a partner and
● Know how a partnership is dissolved.
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11.1

INTRODUCTION

You are aware of the fact that one of the forms in which business can be carried out is
partnership. In India partnership forms of business are widespread. Partnership business
in India is governed by the Indian Partnership Act, 1932, which came into effect from
1st October, 1932, Except Section 69 relating to registration of firms which came into
force on 1st October, 1933. This Act repeals Sec. 239 to Sec. 266 of the existing
Contract Act. The Act extends to the whole of India except the state of Jammu &
Kashmir. In this chapter we will discuss various provisions of partnership Act. Which
deals with formation of partnership, rights and liabilities of partner, dissolution of
partnership etc.
11.2

DEFINITION UNDER THE ACT

In the Act, unless there is anything repugnant in the subject or context,
a) An “act of a firm” means any act or omission by all the partners, or by any
partner or agent of the firm which gives rise to a right enforceable by or against
the firm;
b) “Business” includes every trade, occupation and profession;
c) “prescribed” means prescribed by rules made under this Act; (c-1) “Registrar”
means the Registrar of Firms appointed under subsection (1) of section 57 and
includes the Deputy Registrar of Firms and Assistant Registrar of Firms
appointed under sub-section (2) of that section;
d) “third party” used in relation to a firm or to a partner therein means any person
who is not a partner in the firm.
11.3

DEFINITION OF “PARTNERSHIP”, “PARTNER”, “FIRM” AND
“FIRM-NAME”

“Partnership” is the relation between persons who have agreed to share the profits of a
business carried on by all or any of them acting for all. Persons who have entered into
partnership with one another are called individually, “partners” and collectively “a
firm”, and the name under which their business is carried on is called the “firm-name”.
A partnership firm has no separate legal entity distinct from its members. Hence, unlike
a company which has a separate legal entity distinct from its member, a partnership firm
cannot possess property. While selecting the name of the firm the partners need to keep
in mind the following points:
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1) The name must not be too identical to the name of another existing firm doing
similar business.
2) The name must not contain words like King, Queen, Crown, Emperor, Empress,
Empire, Imperial, Royal or words expressing or implying, the sanction, approval
or patronage of government except when the state government signifies its
consent to the use of such words as part of the firm name by order in writing.
11.4

ESSENTIAL CHARACTERISTICS OF PARTNERSHIP

After having understood the meaning of the term partnership as defined in section 4 of
the Act, let us discuss the essential characteristic of a partnership, which are discussed
as under:
A) Agreement: Partnership is the outcome of an agreement or contract between
persons. The relation of partnership arises from the formation of a contract and not
from status or birth. The agreement may be oral or in writing but it must satisfy all
the essentials of a valid contract. If a proprietor gives a share in profits to his
employee it will not be called a partnership unless there is an agreement of
partnership between the two.
B) Association of two or more Persons: To form a partnership there must be at least
two persons. According to Sec 11 of the Indian Partnership Act, 1932, the
maximum number of persons in a partnership should not exceed 10 in case of
banking business and 20 in other types of business. If the number of partners
exceeds the prescribed limit, it would become an illegal association of persons. A
firm cannot become a partner of another firm though its partners can join any other
firm as partners.
C) Carrying on of Business: A partnership can be formed only for the purpose of
carrying on a business. An association of persons who jointly own a house without
carrying on a business is not partnership. Moreover, the business carried on by the
partners must be lawful. Illegal acts such as theft, dacoity, smuggling, etc., cannot
be called partnership. Associations created for charitable, religious or social
purposes are not regarded as partnership because such organisations are not
associated with business. It may also be noted that an agreement to carry on
business at a future time does not result in partnership unless that time arrives and
the business is started. [ R R Same, vs. Heuberr] Another point which is worth
noting is whether business should be temporary or permanent. So long there is a
valid agreement to carry on legal business there exists a partnership. An agreement
for Partnership can be for a specified period, specified project or for an undefined
period or purpose.
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Example: Two brothers were living together with their father. The father who was
a proprietor of a business dies. The sons inherit the business but do not become
partners automatically after the death of their father unless there is an agreement
between them expressed or implied to carry on the business as partners.
D) Sharing of Profits: The agreement between the partners must be to share the
profits of business. There can be no partnership without the intention of mutual
gain. The profits must be distributed among the partners in an agreed ratio. The
section does not insist upon loss sharing. Thus, a provision for loss sharing is not
essential [Walker West Development vs. FJ Emmett (1978) 252EG1171] However,
sharing of profits is not a conclusive proof of partnership. For example, a manager
may be given a share in profits of the firm, it does not mean that the manager is a
partner of the firm.
E) Mutual Agency: Partnership business can be carried on by all the partners or by
any of them acting on behalf of the others. In other words, every partner is an
implied agent of the other partners and of the firm. Each partner is liable for acts
performed by other partners on behalf of the firm. The use of the words ‘carried on
by all or any of them acting for all’ in Sec 4 clearly emphasizes the agency
relationship. The partners are agents for each other and principals for themselves.
Their relationship is governed by the law of agency. The partners are largely
regulated by the law of Principal and agent. The above mentioned features are the
real tests of partnership.
F) Utmost Good Faith: The relations between partners are based upon mutual trust
and confidence. Every partner is expected to act in the best interests of other
partners and of the firm as a whole. He must observe utmost good faith in all the
dealings with his copartners. He must render true accounts and make no secret
profits from the business. The concept of utmost good faith is stressed in section 9
of the Partnership Act which lays down general duties of a partner. Section 9 lays
down that partners are bound to carry on the business of the firm to the greatest
common advantage to be just and faithful to each other and to render true accounts
and full information of all things affecting the firm to any partner or his legal
representatives. This we will be discussing in subsequent sections dealing with the
rights and duties of partners.
G) Unlimited Liability: Every partner is jointly and severally liable to an unlimited
extent for the debts of the partnership firm. In case the assets of the firm are
insufficient to pay the debts in full, the personal property of each partner can be
used to pay the creditors of the firm.
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H) Restriction on Transfer of Interest: No partner can transfer his share in the
partnership without the prior consent of all other partners. As per Section 29 a
partner cannot assign his rights and interest in the firm to an outsider so as to make
him the partners of the firm. He can however, assign his share in the profits and
share in the assets of the firm. But the transferee will not be entitled to take part in
the business of the firm, but in the share of profit only.
CHECK YOUR PROGRESS
Q.1: Mention four Characteristics of Partnership.
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………...…….
11.5

REGISTRATION OF A PARTNERSHIP FIRM

According to the Partnership Act, 1932 it is not legally compulsory to register the firm
for its formation. But if the registration is not done then there may arise some
difficulties. So, it is always useful to get the firm registered. The Partnership Act, 1932
provides that if the partners so desire, may register their firm with the “Registrar of
Firms” of the state in which the partnership firm is situated.
In order to get itself registered, a partnership firm must submit an application in a
prescribed form along with the prescribed fee to the “Registrar of Firms”. The
application must contain the following details:
●
●
●
●
●
●
●

Name of the firm
The head office of the business
Names of the other places where the firm has business
Full names and addresses of the partners
Date of entry of the partners in the firm
Period of the firm, if any
Signatures of every partner or his representatives.

When the Registrar of the Firm, after scrutiny, is satisfied with the statements, he shall
make entry of the firm in the register of firms and the firm gets registered and certificate
which is called “Certificate of Registration” which is issued by the Registrar. After
getting the certificate, the firm becomes a registered firm.
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11.5.1 Penalty for Furnishing False Particulars (Section 70)
Any person who signs any statement, amending statement, notice of intimation under
this Chapter containing any particular which he knows to be false or does not believe to
be true or containing particulars which he knows to be incomplete or does not believe
to be complete, shall be punishable with imprisonment which may extend to three
months, or with a fine or with both.
11.5.2 Alterations
● Change in firm name and principal place of business (Section 60) shall require
sending of a new application form to the registrar along with the prescribed fee,
duly signed and verified by all the partners.
● Change relating to opening and closing of branches. (Section 61): When a
registered firm discontinues business at any place or begins to carry on business
at any place, such place not being its principal place of business, any partner or
agent of the firm may send intimation thereof to the Registrar.
● Change in the name and permanent address of any partner (Section 62) : When
any partner in a registered firm alters his name or permanent address, an
intimation of the alteration may be sent by any partner or agent of the firm to
the Registrar
● Under Section 63(2), when a minor who has been admitted to the benefits of
partnership in a firm attains majority and elects to become or not to become a
partner, he or his agent specially authorized in this behalf, may give notice to
the Registrar that he has or has not become a partner.
11.5.3 Effect of Non-Registration (Section 69)
Through registration of partnership firms is not necessary. But a non-registered firm
cannot avail some facility. These are discussed below:
● A partner of an unregistered firm cannot file a suit in any court against the firm
or other partners for the enforcement of any right arising from a contract or right
conferred by the Partnership Act unless the firm is registered and the person
suing is or has been shown in the Register of Firms as a partner in the firm.
● No suits to enforce a right arising from a contract shall be instituted in any Court
by or on behalf of a firm against any third party unless the firm is registered and
the persons suing are or have been shown in the Register of Firms as partners in
the firm.
● An unregistered firm or any of its partners cannot claim a set off (i.e. mutual
adjustment of debts owed by the disputant parties to one another) or other
proceedings in a dispute with a third party. Hence, every firm finds it advisable
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to get itself registered sooner or later. However, non-registration of a Partnership
firm shall not affect.
➢ The rights of third parties to sue the firm and/or its partners. \
➢ The firms or partners in the firms which have no place of business in the
territories to which this Act extends, or whose places of business in the said
territories are situated in areas to which the act does not apply.
➢ The enforcement of any right to sue for the dissolution of a firm or for
accounts of a dissolved firm, or any right or power to realise the property of
a dissolved firm.
➢ The powers of an official assignee, receiver or Court under the Presidencytowns Insolvency Act, 1909 (3 of 1909), or the Provincial Insolvency Act,
1920 (5 of 1920), to realise the property of an insolvent partner.
11.6

PARTNERSHIP AND OTHER ASSOCIATIONS

11.6.1 Partnership and Hindu Undivided Family (HUF): In Hindu Undivided
Family business all members of an Undivided Hindu family are engaged in the business.
The business is managed and controlled by the eldest male member of the family.
PARTNERSHIP
Differences
Regulation

JOINT HINDU FAMILY

Partnership business is governed A Joint Hindu Family business is
by the provisions of the Indian governed by the principles of
Partnership Act, 1932
Hindu law (Succession) Act,
1956.

Mode of creation A partnership arises out of a A Joint Hindu Family business
contract between the partners.
arises by the operation of law and
is not the result of a contract.
Admission
of For admission of a new partner in In the case of a Joint Hindu
a partnership consent of all the Family business a new member is
new members
existing partners is required,
admitted just by birth.
The position of In a partnership women can be While in a Joint Hindu Family
full-fledged partners.
business membership is restricted
females
to male members only
Number
members

of In partnership the maximum There is no such maximum limit
number of partners is 10 for of members in the case of joint
banking business and 20 for other Hindu family business.
business.
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Liability
members

of In partnership, the liability of the
partners is joint and unlimited.
Each partner is personally and
jointly liable to an unlimited
extent and in case the partnership
fails to pay its debts each
partner’s
separate
personal
property is liable for the debts of
the firm.

Share in profits

In a joint Hindu family business
only the ‘Karta’ is personally
liable to an unlimited extent.
Other coparceners’ liability is
limited to the extent of their
interest in the joint family
property and they do not incur
any personal liability.

In a partnership business each A member of a joint Hindu
partner is entitled to claim his family business has no such right.
separate share of profits.

Effect of death of A partnership business is A joint Hindu family firm is not
dissolved on the death of a dissolved on the death of a
a member
partner.
coparcener.
11.6.2 Distinction between Company and Partnership
COMPANY

PARTNERSHIP

A Company is treated as an artificial Partnership is not a legal person
legal person.
Company has perpetual succession.

Partnership firm does not have perpetual
succession.

Registration of a Company under For a partnership firm registration is not
Companies Act is mandatory.
compulsory. It is guided by Indian Contract Act
and Partnership Act.
A Private Limited Company shall have Partnership firm shall have at least 2 members
at least 2 members and maximum 200 and maximum 20 members and for banking
members. Public Ltd Company shall business, maximum 10 members
have minimum 7 members and there is
no maximum limit
Shares of a company can be transferred Partners can transfer his share but the assignee
with ease.
does not become a partner. He is only entitled to
share of Profits.
Liability of a member is limited by Liability of partners is unlimited.
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shares or guarantee.
Ordinary members cannot take part in All Partners can take part in management of a
management of a company. Only firm.
director members can take part in
management
Private limited company shall have a There is no minimum paid up capital for a
minimum paid up capital of Rupees partnership firm.
One Lakh and public limited company
of Rupees Five Lakh.
Members cannot bind the company by Partner is an agent of the firm and other partners.
his act.
Partner can bind the firm by his act.
CHECK YOUR PROGRESS
Q2: Write two differences between partnership and company.
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
11.7

TYPES OF PARTNERSHIP

Various types of partnership can be classified on the basis of duration of partnership
and liability of partners. They are:
11.7.1 On the Basis of Duration:
● Partnership at Will: When a partnership is formed which is not for a specific
period of time or for a particular project but for an indefinite period of time such
partnership is termed as partnership at will. Continuity of such partnership
depends on the will of the partners. It may be dissolved, if any partner gives
notice of withdrawing from the partnership.
● Particular Partnership: When a partnership is formed to complete a particular
venture, trade or project, such partnership is called a particular partnership. As
soon as the objective of forming the partnership is achieved the partnership
comes to an end. For example, if a partnership is formed to construct a bridge,
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it will be the case of a particular partnership and it will come to an end as soon
as the construction of the bridge is completed.
11.7.2 On the Basis of Liability of Partners:
● General Partnership: In a general partnership, partners have unlimited liability
and they enjoy the right to participate in the management of the firm. Partners
are bound together with mutual agency. Withdrawal of any partner from the
partnership due to death, lunacy or any other reason leads to dissolution of the
firm
● Limited Partnership: In a partnership where all the partners except one, have
their liability limited to the capital invested by them such partnership is known
as limited liability partnership. A limited partner has no right to participate in
the management of the firm. Death, lunacy or insolvency of a limited partner
has no effect on the existence of the partnership firm.
11.8

TYPES OF PARTNERS

There are various types of partners in a partnership firm. They are as follows:
a) Active Partner: An active partner is one who not only contributes capital in the
firm but also takes active part in management and day to day functioning of the
firm. He may also be called an ‘actual’ or ‘ostensible’ partner. He is an agent of the
other partners in the ordinary course of business of the firm and considered as a
full-fledged partner in the real sense of the term. His liability is unlimited for all
the debts of the firm.
b) Nominal Partner: A nominal partner neither contributes any capital nor shares in
the profits or takes part in the management of the firm. He only allows the firm to
use his name and the firm takes advantage of the goodwill of that person. Though
he is not given any right in the firm but he is liable to the third parties for all the
liabilities of the partnership.
c)

Sleeping or Dormant Partner: A sleeping or dormant partner does not take any
active part in the management of the business. He contributes capital and shares the
profits which are usually less than that of the active partners. A sleeping partner
has unlimited liability for the debt of the firm but his relationship with the firm is
not disclosed to the general public.
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d) Partner in Profits only: A partner who shares in the profits only without being
liable for the losses is known as a partner in profits. He does not take part in the
management of the firm but his liability for all the debts of the firm is unlimited.
e)

Secret Partner: Partners who contribute capital and actively participate in the
activity of the firm but his association with the firm is not disclosed to the public
such partners are known as secret partners. His liability for all the debts of the firm
is unlimited.

f)

Partner by Estoppel: When a person falsely represents himself as a partner or acts
in such a way that others have the impression that he is a partner of the partnership
firm, such a person is called a partner by estoppel. The third parties who deal with
such a partner and suffer loss, can hold the partner by estoppel liable for the less.
For example: A and B are partners in a partnership firm and if C (an outsider)
represents himself as a partner of the firm and transacts with X (third party) and if
X suffers loss, he can hold C liable for such loss.

g) Partner by Holding out: If the partners of a partnership firm declares another
person as a partner of the firm and the person remains silent, such a partner is called
partner by holding out. Any third party transacting with the firm on the pretext that
the partner by holding out is a real partner of the firm, the third party can hold the
partner by holding out liable for any loss. For example : A and B are partners in a
partnership firm and declare C as a partner and C remains silent, C is called the
partner by holding out.
h) Minor Partner: A partner is called a minor partner if his age is less than 18 years.
Partnership arises from contract and a minor is not competent to enter into contract.
Therefore, strictly speaking, a minor cannot be full-fledged partners. But with the
consent of all the partners he can be admitted into partnership for benefits only. He
is not personally liable for the debts of the firm, his liability is limited only to the
amount he has invested in the firm as capital. He has no right to buy or sell goods
or sign any contract with any other party on behalf of the firm. During minority a
minor has the right to receive an agreed share of profit, right to have access and
copy of the account of the firm. Section 30 lays down the rights and liabilities of a
minor who has been admitted in the partnership which are:
1) The minor is entitled to receive his agreed share of the property and of the profits
of the firm.
2) The minor has the right to inspect and take copies of the books of accounts of
the firm. However, he has no such right in respect of books other than accounts.
3) The minor is not personally liable to the third parties for the debts of the firm,
but his liability is limited only up to his share in the partnership assets and profit.
54

4)
5)

6)

7)

8)

If the assets of partnership fall short in discharging the debts of the firm the
personal property of the minor cannot be applied for payment of the firm debt.
The minor is not entitled to take part in conduct of the business as he has no
representative capacity to bind the firm.
The minor cannot bring about any suit against the partners for an account or
payment of his share of the property or profits of the firm except when he severs
his connection with the firm.
On attaining majority, if he continues as a partner, his liability will become
unlimited with effect from the date of his original admission into the firm and
he will be having all the rights which are available to a normal partner. For this,
he has to give his consent or public notice or declaration that he wants to
continue in the firm as a partner. If he does not give his consent it will be
assumed that he wants to continue as a partner and in that case his liability will
be unlimited.
Where the minor does not become a partner: i) His rights and liabilities continue
to be those of a minor up to the date of his giving public notice; ii) After the date
of the public notice his share is not liable for any acts of the firm; iii) He can sue
the other partners for his share of the property and profit in the firm;
After attaining majority but before choosing to become a partner If, the minor
represents or knowingly permits himself to be represented as a partner in the
firm, he will be personally liable to anyone who has on the faith of such
representation granted credit to the firm on the ground of ‘holding out’.

CHECK YOUR PROGRESS
Q.3: Who is a sleeping partner?
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
11.9

RIGHTS AND DUTIES OF PARTNERS: MUTUAL RIGHTS AND
DUTIES

“Subject to the provisions of this Act, the mutual rights and duties of the partners of a
firm may be determined by contract between the partners, and such contract may be
expressed or may be implied by a course of dealing.
Rights of Partners: The Partnership Act confers the following rights upon the partners
of a firm:
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1) Right to take part in the conduct of the business [Sec. 12 (a)]. Every partner,
irrespective of the amount of capital contribution, has an inherent right to take part
in the conduct of the business of the firm. Although one may not participate in the
management of the business.
2) Right to express opinion [Sec. 12 (c)]. Every partner has a right to be consulted
and heard before any matter is decided. Any difference arising as to ordinary
matters connected with the business may be decided by a majority of the partners.
But no change may be made in the nature of the business or the constitution of the
partnership, e.g., admission of a new partner, without the consent of all the partners.
3) Right of access to books [Sec. 12(d)]. Every partner has a right to have access to
and to inspect and copy any of the books of the firm
4) Right to share the profits [Sec. 13(b)]. Every partner, irrespective of the amount
of capital contribution or business expertise, has a right to share equally in the
profits earned by the firm.
5) Right to interest on capital [Sec. 13(c)]. Where a partner is entitled to interest on
capital subscribed by him, such interest shall be payable only out of profits.
6) Right to interest on advances [Sec. 13(d)]. Where a partner makes, for the purpose
of the business, any payment or advance beyond the amount of capital he has agreed
to subscribe, he is entitled to interest thereon at the rate of six per cent per annum.
7) Right to indemnity [Sec. 13(e)]. Every partner has a right to claim indemnity from
the firm in respect of payments made or liabilities incurred by him (a) in the
ordinary and proper conduct of the business, and (b) in doing such act, in an
emergency, for the purpose of protecting the firm from loss, as would be done by a
person of ordinary prudence in his own case under similar circumstances.
Duties of Partners: For the sake of clarity we shall be studying the duties of partners
inter se under the following two heads: ‘
I) Absolute duties. II) Qualified duties.
I) Absolute Duties:
These duties are mandatory in nature imposed by law and are not subject to a contract
to the contrary. Being mandatory in nature, these duties are applicable to all partnerships
and cannot be varied by agreement among the partners. The following are the absolute
duties of partners:
1) Duty to carry on the business to the greatest common advantage (Sec. 9). Every
partner is bound to carry on the business of the firm to the greatest common
advantage. It implies that every partner must use his knowledge and skill for the
benefit of the firm and not for his personal gain.
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2) Duty to be just and faithful inter-se (Sec. 9). An ideal partnership is one where
there is mutual trust and confidence, and spirit of helpfulness and goodwill among
the partners. As such every partner must be just and faithful to his co-partners.
3) Duty to render true accounts (Sec. 9). Every partner must render true and proper
accounts to his co-partners. It implies that each partner must be ready to explain the
accounts of the firm and produce vouchers in support of the entries. No partner
should think of making a secret profit at the expense of the firm.
4) Duty to provide full information (Sec. 9). Every partner must give full
information of all things affecting the firm to his copartners.
5) Duty to indemnify for loss caused by fraud (Sec. 10). A partner can cause loss to
the firm by his neglect or want of skill or omission or fraud while acting in the
ordinary course of business. The general practice is that where a partner acts bona
fide the loss caused by his neglect or want of skill or omission is borne by the firm.
But when the loss is caused by fraud committed against a third party by a partner,
the same must be recovered from the guilty partner and cannot be shared among all
the partners.
6) Duty to be liable jointly and severally (Sec. 25). Every partner is liable, jointly
with all other partners and also severally, to third parties for all acts of the firm
done while he is a partner. The liability of all the partners is not only joint and
several but is also unlimited.
7) Duty not to assign his interest (Sec. 29). No partner can assign or transfer his
partnership interest to any other person so as to make him a partner in the business
without the consent of all other partners. He can, however, assign his share of the
profit and his share in the assets of the firm but the transferee shall not have any
right to interfere in the conduct of the business.
II) Qualified Duties:
Qualified duties are those which depend upon the contract between the partners and it
is only in the absence of a contract to the contrary that these duties, as laid down by the
Partnership Act, are applicable. In other words, the partners are free to vary these duties
by mutual agreement, express or implied, and if the partnership agreement is silent then
only the duties contained in the Partnership Act will be the duties of the partners. Subject
to contract between the partners, the Partnership Act prescribes the following duties of
partners:
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1) Duty to attend diligently to his duties [Sec. 12(b)]. Every partner is bound to
attend diligently to his duties in the conduct of the business.
2) Duty to work without remuneration [Sec. 13(a)]. A partner is not entitled to
receive remuneration for taking part in the conduct of the business.
3) Duty to contribute to the losses [Sec. 13(b)]. The partners are bound to contribute
equally to the losses sustained by the firm, irrespective of the amount of capital
contribution by each one of them.
4) Duty to indemnify for willful neglect [Sec. 13(/)]. Every partner is under a duty
to indemnify the firm for any loss caused to it by his willful neglect in the conduct
of the business of the firm. The expression ‘willful neglect’ means the failure to
perform a duty, or to do something which a partner ought to have done,
intentionally and deliberately. An act done in good faith and bona fide or a mere
error of judgment cannot be termed as willful neglect.
5) Duty to use the firm‘s property exclusively for the firm (Sec. 15). It is the duty
of every partner to use the property of the firm exclusively for the purposes of the
business. No partner should use property of the firm for his personal benefit.
6) Duty to account for personal profits derived [Sec. 16(a)]. If a partner derives any
profit for himself from any transaction of the firm or from the use of the property
or business connection of the firm or the firm name, he must account for that profit
and pay it back to the firm.
7) Duty not to compete with the business of the firm [Sec. 16(b)]. A partner must
not carry on any business which is similar to or likely to compete with the business
of the firm. If he does that, he is bound to account for and pay to the firm all profits
made by him in that business. A partner may, however, carry on a non-competing
business and may retain the profits of that business to himself.
CHECK YOUR PROGRESS
Q.4: Mention two rights of a partner.
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
………………………………………………..……………………………………….
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Q.5: Mention two duties of a partner.
………………………………………………………...………………………………
……...…………………………………………………………………………………
…………………………………………………………………………………………
………………………...………………………………………………………………...
………………….……………………..…………………….…………………………
11.10 LIABILITIES OF A PARTNER / PARTNERSHIP TO THIRD PARTIES
i) Liability of a Partner for Acts of the Firm (Sec. 25): Every partner is liable,
jointly and severally with all other partners for all acts of the firm done while he is
a partner. Further, the liability of all the partners is unlimited. Because of this
liability, the creditor of the firm can sue all the partners jointly or individually.
ii) Liability of the Firm for Wrongful Act of a Partner (Sec. 26) : If any loss or
injury is caused to any third party or any penalty is imposed because of wrongful
act or omission of a partner, the firm is liable to the same extent as the partner.
However, the partner must act in the ordinary course of business of the firm or with
authority of his partners.
iii) Liability of the Firm for mis-utilisation by Partners (Sec. 27): Where (a) a
partner acting within his apparent authority receives money or property from a third
party and misutilised it, or (b) a firm receives money or property from a third party
in the course of its business and any of the partners misutilised such money or
property, then the firm is liable to make good the loss.
iv) Liability of an Incoming Partner: An incoming partner is liable for the debts and
acts of the firm from the date of his admission into the firm. However, the incoming
partner may agree to be liable for debts prior to his admission. Such agreeing will
not empower the prior creditor to sue the incoming partner. He will be liable only
to the other co-partners.
v) Liability of a Retiring Partner: A retiring partner is liable for the acts of the firm
done before his retirement. But a retiring partner may not be liable for the debts
incurred before his retirement if an agreement is reached between the third parties
and the remaining partners of the firm discharging the retiring partner from all
liabilities. After retirement the retiring partner shall be liable unless a public notice
of his retirement is given. No such notice is required in case of retirement of a
sleeping or dormant partner.
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11.11 DISSOLUTION OF PARTNERSHIP AND DISSOLUTION OF FIRM
11.11.1 Dissolution of Partnership
Dissolution of partnership refers to the change in the existing relations of the partners.
The firm continues its business after being reconstituted. This may happen on
admission, retirement or death of a partner or change in profit sharing ratio in the firm.
Example: L, M and N are three partners in a firm. M retires. The partnership between L
M N comes to an end and a new partnership between M and N comes into existence.
This new partnership between M and N shall be known as a ' reconstituted firm’. Thus,
on the retirement of the partner, the old partnership stands dissolved but the firm
continues its business with remaining partners M and N. This is a case of dissolution of
partnership. Partnership May Be dissolved in the following circumstances:
a)
b)
c)
d)
e)
f)

At the time of admission of a new partner;
On the retirement/death of an old partner;
At the time of change in profit sharing ratio among existing partners;
If any partner is declared insolvent;
On the expulsion of any partner;
On the expiry of the period of partnership.

Thus this is clear from the above discussion that in the case of dissolution of the
partnership the firm may continue under a new agreement whereas in the case of
dissolution of partnership firm the business of the firm comes to an end.
11.11.2 Dissolution of Firm
Dissolution of a firm means the dissolution of partnership between all the partners of a
firm. In such a situation, the business of the firm is discontinued, its assets are realised,
the liabilities are paid off and the surplus (if any) is distributed among the partners
according to their rights.
11.11.3 Modes of Dissolution of Firm
A partnership firm can be dissolved in any of the following ways:
A) By the order of the Court: Any partner to the firm may apply to the court for
getting the firm dissolved. On getting such an application by any of the partners the
court may proceed to order the dissolution of the firm in the following
circumstances: (Sec. 44)
i) If any of the partners becomes insane. [Sec. 44 (a)]
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ii) If a partner, other than the partner filing the suit has become disabled to perform
his duties as a partner. [Sec. 44 (b)]
iii) If a partner, other than the partner filing the suit is guilty of misconduct. [Sec.
44 (c)]
iv) If a partner, other than the partner filing the suit is guilty of intentionally and
persistently committing a breach of the partnership agreement. [Sec. 44 (d)]
v) If a partner, other than the partner filing the suit has transferred whole of his
interest in the firm to a third party without the consent of the other partners. [Sec.
44 (e)]
vi) If the court is satisfied that the business of the firm cannot be carried on except
with a loss. [Sec. 44 (e)]
vii) If the court considers it just and equitable to dissolve the firm due to some other
reasons. [Sec. 44 (f)]
B) Without the Intervention of the Court
i) Dissolution by Agreement: A firm may be dissolved with the consent of all the
partners or in accordance with a contract between the partners.
ii) Compulsory Dissolution: (Sec. 41) A firm is compulsorily dissolved under any
of the following circumstances:
a) When all the partners or all except one partner, become insolvent or insane
making them incompetent to sign a contract;
b) Where the business becomes illegal;
c) Where all the partners except one decide to retire from the firm;
d) Where all the partners or all except one partner dies;
e) Where the partnership deed includes any provision regarding the happening
of the following:
 Expiry of the period for which the partnership was formed;
 Completion of the specific venture or project for which the firm was
formed.
C) Dissolution on the Happening of Certain Contingencies (Sec. 42):
Subject to contract between the partners a firm is dissolved:
a) If constituted for a fixed term, by the expiry of that term;
b) If constituted to carry out one or more adventures or undertakings, by the
completion thereof;
c) By the death of a partner; and
d) By the adjudication of a partner as an insolvent.
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D) Dissolution by Notice of Partnership at Will (Sec. 43) :
Where the partnership is at will, the firm may be dissolved by any partner giving
notice in writing to all the other partners of his intention to dissolve the firm. The
firm is dissolved as from the date mentioned in the notice as the date of dissolution
or, if no date is so mentioned, as from the date of the communication of the notice.
11.11.4 Sales of Good will after Dissolution
The provisions relating to sales of good will after dissolution of a firm are as follows:
1) In settling the accounts of the firm after dissolution, the good will shall, subject to
contract between the partners, be included in the assets, and it may be sold either
separately or along with other property of the firm.
2) Where the goodwill of the firm is sold after dissolution, a partner may carry on a
business competing with that of the buyer and he may advertise such business, but,
subject to agreement between him and the buyer, he may not–
(a) Use the firm name,
(b) Represent himself as carrying on the business of the firm, or
(c) Solicit the custom of the person who were dealing with the firm before its
dissolution.
11.12 LET US SUM UP
Partnership business in India is governed by the Indian Partnership Act, 1932, which
came into effect from 1st October, 1932. “Partnership” is the relation between persons
who have agreed to share the profits of a business carried on by all or any of them acting
for all. Essential characteristics of a partnership firm are presence of agreement,
association of two or more persons, sharing of profit, unlimited liability, utmost good
faith etc. Registration of a partnership firm is not mandatory. But, provisions in the
Indian Partnership Act have been made in such a way, that if a firm is registered, the
firm avail certain privileges and firms which are not registered cannot avail those
privileges. Depending upon nature of participation and functions partners are classified
as active partner, sleeping partner, silent partner, partner for profit only, partner by
estoppels etc. With the consent of all the partners a minor can be admitted into
partnership for benefits only. A partnership firm can be dissolved in any of the two
ways: A) By the order of the court; B) without the intervention of the court.
11.13 FURTHER READINGS
● Indian Partnership Act, 1932, (2014). New Delhi: Lawman’s.
● Kapoor, N. D., Elements of Mercantile Law. New Delhi: S. Chand & Co. ltd.
62

● Shukla, M. C. (2007), Mercantile Law, New Delhi: S. Chand & Co. Ltd.
11.14 ANSWERS TO CHECK YOUR PROGRESS
Ans. to Q.No.1:

Four essential characteristics of a partnership firm are presence
of an agreement, association of two or more persons, sharing of
profit, unlimited liability.

Ans. to Q. No. 2:

Following are the two differences between company and
partnership firm: i) A Company is treated as an artificial legal
person but Partnership is not a legal person. ii) Company has
perpetual succession but the Partnership firm does not have
perpetual succession.

Ans. to Q. No. 3:

A sleeping or dormant partner does not take any active part in the
management of the business.

Ans. to Q. No. 4:

i) Right to take part in the conduct of the business ii) Right to
express opinion.

Ans. to Q. No. 5:

i) Duty to work without remuneration ii) Duty to attend diligently
to his duties

11.15 MODEL QUESTIONS
Q.1:
Q.2:
Q.3:
Q.4:
Q.5:
Q.6:
Q.7:

Define partnership. What are the essential elements of a partnership?
What are the differences between partnership and Joint Stock Company?
Discuss the various kinds of partners in a partnership firm?
Can a minor be admitted to a partnership? Discuss.
What is the procedure for the registration of a firm? What are the consequences
of non-registration of a firm?
What are the mutual rights and duties in between the partners in a partnership
firm?
What are the different modes in which a firm may be dissolved?
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12.0

OBJECTIVES

After studying this module, you shall be able to
● Know the meaning of company,
● Learn the broad features of the Companies Act 2013,
● Understand how the Companies Act is implemented and
● Know about formation of companies.
12.1

INTRODUCTION

In general, company means an association of persons for a common object. Company
as a form of business is traditionally called a ‘joint-stock company’. “By a company is
meant an association of many persons who contribute money or money’s worth to a
common stock and employ it for a common purpose. The common stock so contributed
is denoted in money and is capital of the company. The persons who contribute it or to
whom it belongs are members. The proportion of capital which each member is entitled
is his share. Shares are always transferable, although right to transfer them is often more
or less restricted.” However, joint contribution of capital is not sufficient to describe a
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company. In partnership firms also, the capital is brought jointly by the partners.
Company different from partnership firms, is not merely an association of persons, it is
an incorporated association of persons created by law to carry on the expressly laid
down objects. A company exists only in the contemplation of law. Law creates it and
law alone can dissolve it. It may be formed by an Act of Parliament, or by Royal Charter,
or by registration under company law. The essential feature of a company is that it is an
incorporated association created by the law. Chief Justice Marshal of U.S.A. has defined
a company as “a person, artificial, invisible, intangible and existing only in the eyes of
the law. Being a mere creature of law, it possesses only those properties which the
charter of its creation confers upon it, either expressly or as incidental to its very
existence.” Company as a form of doing business has its origin in 1600 A.D. when the
East India Company was established by way of a Royal Charter in England.
Subsequently, the legislative developments in the mid-nineteenth century in the UK
give rise to the modern form of company. At present, company has become a
predominant form of doing the business. This is on account of numerous advantages
which a company has. Corporate laws world over have regulations regarding formation
and functioning of companies. In India, the Companies Act of 2013 (known as the
Indian Companies Act, 2013) contains the law relating to companies. The Companies
Act being the Act of the Central Legislature (i.e. Parliament) applies to companies
throughout India on a uniform basis.
12.2

INDIAN COMPANIES ACT 2013

The Companies Act, 2013 was passed to consolidate and amend the law relating to
companies. The Act comprises 7 schedules, 29 chapters and 470 sections. The Act
extends to the whole of India. The Act of Parliament received the assent of the President
on the 29th August, 2013.The Act shall be applicable from financial year 2014-15.
Objectives
As per the Results- Framework Document (RFD), Ministry of Corporate Affairs-(20132014), objectives of the Companies Act, 2013 are as follows:
● To provide simplified laws governing Corporate Sector and to facilitate
effective compliances and enlightened regulatory regime.
● Online delivery of all registry related services with speed, certainty and
transparency, access to public information and effective monitoring of statutory
compliance by the companies.
● Effective enforcement of `Companies Act' and other Acts coming under the
domain of Ministry of Corporate Affairs (MCA) for better Corporate Regulation
and Governance.
● Protection of Investor and Promotion of Investor Education and Awareness for
growth of the Corporate Sector in the country.
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● To develop capacity building and secure policy advisory support through Indian
Institute of Corporate Affairs (IICA).
● To Promote Competition.
● To disseminate Corporate Sector Data/Official Statistics as per National Data
Sharing and Accessibility Policy (NDSAP)
● Improving the functioning of Official Liquidators through application of eGovernance.
● Developing and strengthening capabilities in the Serious Fraud Investigation
Office (SFIO).
Nature and Scope:
The Companies Act is the Act of the Central Legislature. So, it applies to companies
throughout India on a uniform basis (except that it is applicable to the States of Jammu
& Kashmir, Goa, Daman & Diu and Sikkim subject to special provisions made and
notifications issued by the Central Government).
The provisions of this Act are applicable to:
Companies incorporated under this Act or under any previous company law; Insurance
companies, except in so far as the said provisions are inconsistent with the provisions
of the Insurance Act, 1938 or the Insurance Regulatory and Development Authority
Act, 1999; Banking companies, except in so far as the said provisions are inconsistent
with the provisions of the Banking Regulation Act, 1949; Companies engaged in the
generation or supply of electricity, except in so far as the said provisions are inconsistent
with the provisions of the Electricity Act, 2003; Any other company governed by any
special Act for the time being in force, except in so far as the said provisions are
inconsistent with the provisions of such special Act; and Such body corporate,
incorporated by any Act for the time being in force, as the Central Government may, by
notification, specify in this behalf, subject to such exceptions, modifications or
adaptation, as may be specified in the notification.
Machinery for Administration
The Central Government has the overall responsibility for administration and
enforcement of the Companies Act. The Ministry of Corporate Affairs (MCA) of the
Government of India is the nodal agency/authority given various powers under the Act.
Most of the powers are vested to the authorities created under the Act.
National Company Law Tribunal (NCLT) The Companies Act, 2013 provides for
the constitution of the National Company Law Tribunal (NCLT) and lays down its
composition and power. Chapter XXVII (sections 407 to 434) relate to the National
Company Law Tribunal (NCLT) and the National Company Law Appellate Tribunal
(NCLAT). The implementation of the Amendment Act will mark the end of the High
Court’s jurisdiction over company matters. It will also abolish the Company Law Board
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(CLB) and BIFR. The NCLT will combine the work of all the Company Courts, the
Company Law Board and BIFR, while NCLAT will substitute the appellate powers of
the High Court. The NCLT and NCLAT have not yet been constituted. Therefore, the
provisions relating to the NCLT are not applicable as of now. The Tribunal shall consist
of a President and such number of Judicial and Technical Members not exceeding sixty
two, as the Central Government deems fit. The qualifications for appointment of the
President and members of the Tribunal have been laid down by the Act. The President
and every other Member of the Tribunal shall hold office for a term of three years from
the date on which he enters upon his office but shall be eligible for re-appointment. The
powers of the Tribunal may be exercised by Benches, constituted by the President of
the Tribunal, out of which one shall be a Judicial Member and another shall be a
Technical Member. The Tribunal may, after giving the parties to any proceeding before
it, an opportunity of being heard, pass such orders thereon as it thinks fit. Any person
aggrieved by an order or decision of the Tribunal may prefer an appeal to the Appellate
Tribunal. The Tribunal and the Appellate Tribunal shall not be bound by the procedure
laid down in the Code of Civil Procedure, 1908 , but shall be guided by the principles
of natural justice. The Tribunal and the Appellate Tribunal shall have, for the purposes
of discharging its functions under this Act, the same powers as are vested in a civil court
under the Code of Civil Procedure, 1908 while trying a suit in respect of the matters as
laid down by the Act.
Any person aggrieved by any decision or order of the Appellate Tribunal may file an
appeal to the Supreme Court within sixty days from the date of communication of the
decision or order of the Appellate Tribunal to him on any question of law arising out of
such decision or order.
Regional Directors: The Six Regional Directors are in-charge of the respective regions,
each region comprising a number of States and Union Territories. They supervise the
working of the offices of the Registrars of Companies and the Official Liquidators
working in their regions. They also maintain liaison between the respective State
Governments and the Central Government in matters relating to the administration of
the Companies Act, 2013. Certain powers of the Central Government under the
Companies Act have been delegated to the Regional Directors.
Registrar of Companies (ROC): Registrars of Companies (ROCs) appointed under
the Companies Act, 2013 covering various States and Union Territories are vested with
the primary duty of registering companies floated in the respective States and the Union
Territories and ensuring that such companies comply with statutory requirements under
the Act. These offices function as a registry of records, relating to the companies
registered with them, which are available for inspection by members of the public on
payment of the prescribed fee. The Central Government exercises administrative control
over these offices.
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12.3

MEANING OF COMPANY

Definition Section 2(20) of the Companies Act defines a company as “company means
a company incorporated under this Act or under any previous company law”. “An
existing company” means a company formed and registered under any of the former
Companies Act. Thus, a company formed and registered under the Companies Act,
1956 or under any former Indian Companies Act is a company.
Note: Before passing of the Companies Act 2013, Indian Companies Act 1956, the
Indian Companies Act 1850, the Indian Companies Act 1866, the Indian Companies
Act 1882, and the Indian Companies Act 1913 were the enactments in India for
registration and regulation of companies. These have since been repealed.
Company and Body Corporate
‘Body corporate’ or ‘corporate body’ refers to a body which is incorporated under a
statute and has a perpetual succession with a common seal, and is a legal entity separate
from the members constituting it. The term ‘body corporate’ is wider than the
‘company’ and it includes:
● Companies registered under the Companies Act, 2013 or any former Indian
Companies Act
● Foreign Companies
● Corporations formed under special Act of the Parliament or of State Legislatures
or of a foreign country
● Public financial institutions as defined in Section 2(72) of Companies Act 2013
● Nationalised Banks
● Limited Liability Partnerships registered under the Limited Liability Partnership
Act, 2008. However, ‘body corporate’ does not include:
● A society registered under the Societies Registration Act, 1860;
● A corporation sole;
● A co-operative society registered under any law relating to co-operative
societies, and
● Any other body not being a company as defined in the Companies Act, which
the Central Government may, by notification in the Official Gazette, specify in
this behalf.
Company and Corporation: Corporation means a body or institution having an
independent legal entity and enjoying perpetual succession. It may be of two types:
(i)
(ii)

Corporation sole, and
Corporation aggregate.
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Corporation sole refers to a single person which is constituted as a perpetual office in
respect of some functions e.g., a Public Trustee, President, Governor, Minister etc. It is
not taken as a body corporate for purposes of this Act, but it is still a legal person and
can be a member of a company. Corporation aggregate means a group of individuals
associated as one body having a perpetual succession and an independent legal entity.
It may be a trading or a non-trading corporation. It includes:
●
●
●
●

12.4

Chartered companies (created by a Royal Charter)
Companies incorporated by special Acts of Parliament or State Legislature
Companies registered under the Companies Act
Municipal Corporations, District Boards, Universities etc. ( non-trading
corporations)
FEATURES OF COMPANY

Following are the broad features of a company:
Incorporated Association: Company is an incorporated association of persons created
by the law of the country. In India companies are formed and registered under the
Companies Act 2013, previously under the Act of 1956. Incorporation of a company
requires registration of formal documents with the Registrar of Companies.
Memorandum of Association is the important document which contains the
fundamental conditions and purposes for which a company is formed. In fact, a
company does not have its existence beyond its memorandum of association. The other
important document is the Articles of Association which lay down the rules and
regulations for governance of the company.
Independent Legal Entity: A company has a legal entity distinct and separate from its
constituent members (shareholders). It is an autonomous body, self-controlling and selfgoverning. It can hold and deal with any type of property of which it is the owner, in
any way it likes. It can enter into contracts, open a bank account in its own name, sue
and be sued by its members as well as outsiders. The rights and obligations of a
company are distinct from its constituent members. “Shareholders are not, in the eyes
of the law, part owners of the undertaking. The undertaking is something different from
the totality of the shareholders.” Shareholders cannot be held liable for the wrongs or
misdeeds of the company.
Separate Property: The corporate property is clearly distinguished from the members’
property and members have no direct proprietary rights to the company’s property but
merely their ‘shares’. Change in the constitution of the company’s membership will not
cause any realization or slitting of its property. Company cannot be the property of the
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person who owns all the shares in the company, nor can it be considered to be his agent.
No member can either individually or jointly claim any ownership rights in the assets
of the company during its existence or on its winding up.
Perpetual Existence: A company has a perpetual succession. It has no allotted span of
life. The mode of incorporation and dissolution of a company and the right of the
members to transfer shares freely guarantee the continuity of the existence of the
company quite independent of the life of the members. The existence of a company can
be terminated only by law. Being an artificial person it cannot die irrespective of the
fact that its members, even the founders or subscribers to the Memorandum, may die or
go out of it. Moreover, in spite of the changes in the membership of the company, it can
perform its contracts and enter into future agreements. Thus, members may come and
go but the company can go on forever.
Common Seal: Though a company has an artificial personality, it acts through human
beings, who are called as directors. They act as agents to the company but not to its
members. All the acts of the company are authorized by its “common seal”. The
“common seal” is the official signature of the company. A document not bearing the
common seal of the company will not be binding on the company.
Separation of Ownership and Management: A company is owned (de facto) by a
number of shareholders which is too large a body to manage the affairs of the company.
Shareholders set the objectives of the company and appoint their representatives or
agents (known as directors) to manage the affairs of the company on their behalf to
pursue their objectives. The directors, in turn, hire professional managers (executives)
to run the day-to-day operations of the company under their supervision and control.
This striking feature of separation of ownership and management has raised many issues
which give rise to the evolution of corporate governance as the focal point of modern
corporations.
Limited Liability: The liability of shareholders of a company is different from the
liability of the company. Shareholders generally have limited liability- limited to the
extent of unpaid value of shares held up. Shareholders have no obligation to the
company once they have paid full amount on the shares held by them. In cases of losses,
shareholders are not called upon to make good the losses. Creditors cannot claim from
the personal wealth of the shareholders. In the case of a guarantee company, the
members are liable to contribute a specified agreed sum to the assets of the company in
the event of the company being wound up.
Transferability of Shares: One can sell one’s share of ownership rights to an interested
buyer as the shares of a company are transferable. While in case of public companies
shares are freely transferable which is provided by the law, there are some restrictions
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in the transferability of shares of private companies. In fact transferability of shares and
limited liability are the enabling factors for the tremendous rise of companies all over
the world.
12.5

TYPES OF COMPANIES

A company may be incorporated either by a special Act of the legislature or under the
Companies Act, 2013 or 1956. Accordingly, a company may be: (1) Statutory
Company, or (2) Registered Company.
Statutory Company: A company formed by a special Act passed either by the Central
or State Legislature is called a Statutory Company. Such companies are governed by
their respective Acts. Although statutory companies are governed by the provisions of
their special Acts, the provisions of the Companies Act, 2013 which are not inconsistent
with the special Acts apply to these companies. These companies are usually formed to
carry out some special public undertakings requiring extraordinary powers and
privileges. The object of such companies is not so much to earn profit but to serve
people. Though the liability of the members of such companies is limited, yet in most
of the cases, they may not be required to use the word ‘limited’ as part of their names.
Annual Report on the working of each such company is required to be placed on the
table of the Legislature (Parliament or State Legislative Assembly as the case may be).
The audit of such companies is conducted under the supervision, control and guidance
of the Comptroller and Auditor General of India. Some of the important statutory
companies are Reserve Bank of India, State Bank of India, Life Insurance Corporation
of India, Industrial Finance Corporation, etc.
Registered Companies: Companies registered under the Indian Companies Act are
known as Registered Companies. These companies are governed and regulated by the
provisions of the Companies Act, Memorandum of Association and Articles of
Association. These companies may be limited by shares or limited by guarantee or
unlimited companies.
Companies Limited by Shares: A company having the liability of its members limited
by the amount, if any, unpaid on the shares respectively held by them, is called as a
company limited by shares [Sec.2 (22)]. For example if AB Ltd. has a share capital of
10,000 shares of Rs. 10 each, and A has purchased 100 shares on which he has paid so
far Rs. 6 per share, the maximum liability of A is only Rs. 4 per share (the unpaid
amount). Also known as ‘Limited Liability Company’, a large majority of companies
registered in India belong to this category. The last word of the name of such a company
is ‘Limited’ (Ltd. in short).
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Companies Limited by Guarantee: Company limited by guarantee, also called
Guarantee Company is a company in which liability of each member is limited to such
amount as the members may voluntarily undertake under the memorandum of
association to contribute to meet out the deficiency of the assets of the company in the
event of its being wound up. The guaranteed amount may differ from member to
member [Sec.2 (21)]. The amount guaranteed by each member is in the nature of a
reserve capital. It cannot be called up except in the case of winding up of the affairs of
the company. No charge can be created on the guarantee of the members. These
companies may or may not have share capital. If the company has a share capital,
liability of members shall be two-fold, firstly liable to pay the amount which remains
unpaid on their shares plus the amount payable under the guarantee. The guarantee
undertaken by the members would be payable only in the event of winding up of the
company. Also referred to as non-trading companies, the objective of these companies
is not to earn profits. These companies are usually formed for the promotion of
educational or scientific research or for any other kind of social or charitable purposes.
Sports clubs, trade associations, NGOs are usually registered as guarantee companies.
Unlimited Companies: A company not having any limit on the liability of its members
is termed as an unlimited company [Sec. 2 (92)]. In the case of an unlimited company,
liability of each member extends to the whole amount of the company’s debts and
liabilities. An unlimited company may or may not have any share capital. In case it has
any share capital, it can increase or reduce its share capital without any restriction. Such
type of companies, though permitted by the Companies Act, are very few in the country.
Private Company: Private company as defined by Sec. 2 (68), means a company which
has a minimum paid up capital of Rs 1 lakh or such higher paid-up capital as may be
prescribed, and whose articles of association contains the following restrictions: ( a )
restricts the right of members to transfer its shares; ( b ) limits the number of its members
to 200 (except in case of One Person Company) exclusive of members who are or were
in the employment of the company (i.e. past or present employees of the company who
are members in the company will not be counted for the limit of 200 members); ( c )
prohibits any invitation to the public to subscribe for any securities of the company. A
private limited company may be registered with only two members. A private limited
company is required to add the words ‘private’ (or Pvt.) as part of its name.
Public Company : Public company as defined by Sec. 2 (71) means a company which
( a ) is not a private company ; ( b ) has a minimum paid-up capital of Rs 5 lakh or such
higher paid-up capital, as may be prescribed ; ( c ) is a private company which is
subsidiary of a company which is not a private company (i.e. subsidiary of a public
company whether constituted as a private company or public company shall be regarded
as public company). A public company must have a minimum of 7 members. The
articles of association of a public company does not contain the restrictions applicable
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to a private company. That is: shares of a public company are freely transferable: there
is no restriction on the maximum number of members; a public company may invite the
public to subscribe for its securities - shares, or debentures. However, a public company
is under no legal binding to invite the public to subscribe to its shares or debentures.
One Person Company
Under Section 2(62) “One Person Company” means a company which has only one
person as a member.
● OPC may be registered as a private company with one member and at least one
director [Sec3 (1) (c)].
● One Person Company shall indicate the name of the other person, with his prior
written consent in the prescribed form, who shall, in the event of the subscriber’s
death or his incapacity to contract become the member of the company and the
written consent of such person shall also be filed with the Registrar at the time
of incorporation of the One Person Company along with its memorandum and
articles [Sec 3].
● A One Person Company may be either:
● a company limited by shares; or
● a company limited by guarantee; or
● An unlimited company.
Government Company
Government Company means a company in which not less than 51 percent of the paidup share capital is held by:
● the Central Government, or
● Any State Government or Governments,
● Partly by the Central Government and partly by one or more State Governments.
Government Company includes a company which is a subsidiary of a Government
company
Foreign Companies:
Foreign companies are the companies incorporated outside India but (a) have
established a place of business in India, or (b) had established a place of business in
India prior to the commencement of the Companies Act, 1956 and continue to have the
same. However, where not less than 50 per cent, of the paid-up share capital of a
company incorporated outside India and having an established place of business in
India, is held by one or more citizens of India or by one or more bodies corporate
incorporated in India, or by one or more citizens of India and one or more bodies
corporate incorporated in India, whether singly or in the aggregate, such company shall
comply with such of the provisions of this Act as if it were a company incorporated in
India.
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Illegal Association
Combination of persons for achievement of common objects is called an ‘association’.
In order to protect the public from the mischief of large trading associations, whose
membership may go on constantly changing, section 464 provides for their compulsory
registration. According to section 464 every association consisting of more than 50
persons must either be registered as a company under the Companies Act or be formed
according to the provisions of some other Indian Law. An association not so registered
is an illegal association having no legal existence.
12.6

FORMATION OF A COMPANY

The procedure for the formation of a company, from the time the idea of forming a
company is first conceived till the company is actually formed and commences
business, may be divided into three principal stages:
A. Promotion
B. Incorporation
C. Commencement of business
12.6.1 Promotion
A company is set-up through the first stage, namely, idea scouting. In this stage a new
business idea is evolved. Of course, the idea should be workable. This stage where the
idea is formed and is put to work is known as promotion. The facilitator of this process
is known as the promoter. The promoter may work up the idea with the help of his own
resources, influence or competence or he may, if necessary, take the help of technical
and legal experts to bring a company into existence.
The Promoter: The term ‘promoter’ is a term of business and not of law. Promoter is
a person who conceives the idea of starting a business, plans the formation of a company
and actually brings it into existence. He may be said to be “the father of the company
who sees the prospects of gain in a business which he wishes to set up, and believes that
he can persuade others too to think as he does.” A promoter is ‘one who undertakes to
form a company with reference to a given object and to set it going and who takes the
necessary steps to accomplish that purpose. Palmer has defined company promoter as
“a person who originates a scheme for the formation of the company, has the
Memorandum and the Articles prepared, executed and registered, and finds the first
directors, settles the terms of preliminary contracts and prospects (if any) and makes
arrangements for advertising and circulating the prospectus and placing the capital.”
Thus, a promoter discovers, formulates and assembles a business proposition and brings
about a company into existence for its development. They plan and decide upon the
nature, scope and the extent of the business of the proposed company. They provide or
secure the initial capital of the company, negotiate for the purchase of an existing
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business, instruct and direct the lawyers to prepare the necessary documents, select and
arrange with persons to become directors, have the prospectus issued and approved,
induce persons to buy shares, find funds for the registration fees and execute a score of
other things involved in the formulation of a company. A promoter may be an
individual, a family, a firm, an association of persons, a company or even the
government. A person may be a promoter, who has taken a much less active and
dominating role. It may cover any individual or company that obtains a director, places
shares or negotiates preliminary contracts. A promoter need not necessarily be
associated with the initial formation of the company; one who subsequently helps to
arrange the ‘floating off of its capital’ will equally be regarded as a promoter. Persons
doing acts of purely ministerial nature or in a professional capacity for remuneration or
fees are not promoters e.g., solicitors, valuers, etc. As per section 62(6) (a) of the
Companies Act, promoter does not include any person by reason of his acting in a
professional capacity for persons engaged in procuring the formation of the company.
A person who only advances money to promoters for meeting out preliminary expenses
is not a promoter. But a professional who brings financiers to the company are
considered as promoters.
Functions of a Promoter: The main functions of a promoter are as follows: To
conceive an idea of starting a business and explore its possibilities. To undertake
detailed technical, economic and commercial feasibility of the business propositions.
Help from experts may be taken for that. To conduct negotiations for the purchase of a
business in case it is intended to purchase an existing business. To collect the requisite
number of persons i.e. 2 in the case of a private company and 7 in the case of a public
company, who can sign the memorandum and articles of the company and also agree to
act as the first directors of the company. To decide the following: (a) the nature of the
company (b) the location of its registered office (c) the amount and form of its capital
(d) the underwriters of brokers for capital issue, if necessary (e) the bankers (f) the
auditors (g) the legal advisers. To get the memorandum of association and articles of
association drafted and printed. To enter into preliminary contracts with vendors, under
writers etc. To arrange for the preparation of prospectus, its filing, advertisement and
issue of capital. To pay preliminary expenses. To arrange funds required by the
company including loans.
Duties and Liabilities of Promoters: A promoter cannot be an agent nor a trustee of a
company which has not come into existence. The reason is that there was no principal
or trust in existence for whom or for whose benefit the promoter has acted. But
promoters have wide powers relating to the formation of the company. Law has put the
relationship of the promoters with the company they bring into existence as well as with
those whom they induce to become shareholders in it, as that of a fiduciary nature, the
relationship based on utmost faith and confidence. “Those who accept and use such
extensive powers are not entitled to disregard the interests of the corporation altogether.
75

They must make a reasonable use of the powers which they accept from the legislature;
and consequently they do stand, with regard to the corporation, when formed, in what
is commonly called a fiduciary relation to some extent.”
This fiduciary relationship imposes an obligation on the promoters to disclose fully all
material facts relating to the formation of the company. Though the fiduciary
relationship really begins when the company is formed, the fiduciary obligation of a
promoter begins as soon as he sets out to act for or promote the company. Promotes
should not make any secret profits at the cost of the company without its knowledge
and consent. The disclosure of all material facts, regarding contracts made and the
profits earned by them from the formation of the company, should be made to an
independent and competent board of directors. If the promoters fail to disclose complete
facts, the company may set aside the transaction and recover the benefit earned by them.
Remuneration to Promoters: The promoter has to incur the initial expenses in the
process of formation of a company besides undergoing a good deal of arduous task. The
promoter has, therefore, a legitimate right to claim for both the expenses incurred by
him as well as remuneration for the work done by him. The claim for expenses should
be supported by vouchers and should be placed before the directors of the company
when formed. However, there is no contractual obligation on the part of the company
to pay him for these expenses unless the company has expressly agreed to pay after its
formation for the services rendered by him before the formation of the company. The
same is true about his remuneration. The promoter may be remunerated in any of the
following ways: (a) Promoter may sell his own asset to the company for profit for cash
or shares in the company. (b) He may be given commission on the purchase price of the
business taken over by the company. (c) He may be granted a lump sum as remuneration
either in cash or in shares or debentures. The amount of remuneration payable or paid
to the promoters is required to be disclosed in the prospectus issued by the company.
12.6.2 Incorporation
Incorporation brings a company into existence as a separate corporate entity. The
promoter has to take the following steps in this connection:
Steps to be taken to incorporate a new company
Select, in order of preference, at least one suitable name up to a maximum of six names,
indicative of the main objects of the company.
Ensure that the name does not resemble the name of any other already registered
company and also does not violate the provisions of emblems and names (Prevention
of Improper Use Act, 1950) by availing the services of checking name availability on
the portal.
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Apply to the concerned Registrar of the Companies (ROC) to ascertain the
availability of name in e-Form 1A by logging in to the portal. A fee of Rs. 500/has to be paid alongside and the digital signature of the applicant proposing the
company has to be attached in the form. If the proposed name is not available,
the user has to apply for a fresh name on the same application.
After the name approval the applicant can apply for registration of the new
company by filing the required forms (that is Form 1, 18 and 32) within 60 days
of name approval.
Arrange for the drafting of the memorandum and articles of association by the
solicitors, vetting of the same by ROC and printing of the same.
Arrange for stamping of the memorandum and articles of association with the
appropriate stamp duty.
Get the Memorandum and the Articles signed by at least 7 subscribers (2 in case
of a private company) in his/her own hand, his/her father's name, occupation,
address and the number of shares subscribed for and witnessed by at least one
person.
Ensure that the Memorandum and Article is dated on a date after the date of
stamping.
Login to the portal and fill the following forms and attach the mandatory
documents listed in the e-Form:

Declaration of compliance - Form-1
Notice of situation of registered office of the company - Form-18
Particulars of the Director's, Manager or Secretary - Form-32


Submit the e Forms after attaching the digital signature, pay the requisite filing
and registration fees and send the physical copy of Memorandum and Article of
Association to the R o C. After processing of the Form is complete and
Corporate Identity is generated and the Certificate of Incorporation would be
issued by the Registrar of Company.

Documents and Forms to be submitted for Incorporation/Registration of a
Company
The promoter has to file the following documents with the required fees to the Registrar
of Companies of the State in which the registered office of the company is to be situated:
i) The memorandum and articles of the company duly signed by all the subscribers to
the memorandum in such manner as may be prescribed;
ii) A declaration in the prescribed form by an advocate, a chartered accountant, cost
accountant or company secretary in practice, who is engaged in the formation of
the company, and by a person named in the articles as a director, manager or
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secretary of the company, that all the requirements of this Act and the rules made
thereunder in respect of registration and matters precedent or incidental thereto
have been complied with;
iii) an affidavit from each of the subscribers to the memorandum and from persons
named as the first directors, if any, in the articles that he is not convicted of any
offence in connection with the promotion, formation or management of any
company, or that he has not been found guilty of any fraud or misfeasance or of
any breach of duty to any company under this Act or any previous company law
during the preceding five years and that all the documents filed with the Registrar
for registration of the company contain information that is correct and complete
and true to the best of his knowledge and belief;
iv) The address for correspondence till its registered office is established;
v) the particulars of name, including surname or family name, residential address,
nationality and such other particulars of every subscriber to the memorandum along
with proof of identity, as may be prescribed, and in the case of a subscriber being
a body corporate, such particulars as may be prescribed;
vi) the particulars of the persons mentioned in the articles as the first directors of the
company, their names, including surnames or family names, the Director
Identification Number, residential address, nationality and such other particulars
including proof of identity as may be prescribed; and
vii) The particulars of the interests of the persons mentioned in the articles as the first
directors of the company in other firms or bodies corporate along with their consent
to act as directors of the company in such form and manner as may be prescribed.
12.6.3 Commencement of Business
A company having a share capital shall not commence any business or exercise any
borrowing powers unless:
(a) A declaration is filed by a director in such form and verified in such manner as may
be prescribed, with the Registrar that every subscriber to the memorandum has paid
the value of the shares agreed to be taken by him and the paid-up share capital of
the company is not less than Rs 5 lakh in case of a public company and not less
than Rs 1 lakh rupees in case of a private company on the date of making of this
declaration; and
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(b) The company has filed with the Registrar a verification of its registered office. If
any default is made in complying with the requirements of this section, the
company shall be liable to a penalty which may extend to Rs 5,000 and every officer
who is in default shall be punishable with fine which may extend to Rs 1,000 for
every day during which the default continues. Where no declaration has been filed
with the Registrar within a period of 180 days of the date of incorporation of the
company and the Registrar has reasonable cause to believe that the company is not
carrying on any business or operations, he may initiate action for the removal of
the name of the company from the register of companies.
12.7

MEMORANDUM OF ASSOCIATION

Memorandum of association is the main document of a company which defines its
objects. It lays down the fundamental conditions upon which alone the company is
allowed to be formed. It may be termed as the charter or the constitution of the company
since it governs the relationship of the company with the outside world.
According to Section 2(56) of the Companies Act, Memorandum means “Memorandum
of Association as originally framed or as altered from time to time in pursue of any
previous companies law or of this Act ''. Any provisions contained in the Memorandum
of Association will be void to the extent to which they are repugnant to the provisions
of the Companies Act. Memorandum of Association has two purposes:
Firstly, the intending investor who wants to put his money into the company, shall know
the activities in which his money would be invested by the company and the
accompanying risk involved. Memorandum of association provides a protection to the
shareholders and other investors by ensuring that their money would be employed only
for specified purposes.
Secondly, any person dealing with the company shall know without reasonable doubt,
whether the contractual relation into which he contemplates entering with the company
is one relating to a matter within its corporate objects. Memorandum of Association,
thus, defines the field of investment and scope of risk to the investors. It also explains
the range of the company’s activities and enterprise. The Memorandum of Association
must be printed, divided into paragraphs, numbered consecutively and signed by each
subscriber (seven or more in the case of a public company, two or more in the case of a
private company) who must add his name, address and description in the presence of at
least one witness, who is to attest the signatures. Memorandum of Association is a
public document, therefore, every person who deals with the company is presumed to
have sufficient knowledge of its contents. It is open for public inspection. A company,
on being required by a member, is bound to supply to him with a copy of its
memorandum on payment of prescribed fee. The copy must be sent within a week.
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Clauses of the Memorandum of Association (Sec. 13)
Memorandum of association must have the following clauses:
● Name Clause
● Situation Clause
● Objects Clause
● Liability Clause
● Capital Clause
● Association Clause or Subscription Clause
Name Clause. A Company is a legal entity and it must have a name to establish its
identity. Name Clause in the Memorandum of Association confers protection against
subsequent company registration in the same or closely similar name. It secures to the
company a de facto monopoly of corporate trading under a particular name. A company
may have any name except – a name which is identical with or which closely resembles
the name of another company so as to deceive or mislead the prospective customer of
one, trading with the other. A name, which in the opinion of the Central Government
is undesirable or will mislead the public and its use has been, therefore, prohibited by
the Government under the Emblems and Names (Prevention of Improper Use) Act,
1950. The last word of the name must be ‘limited’ in the case of public companies and
‘private limited’ in the case of private limited companies. It is not necessary that the
word ‘company’ should form part of the name. The name of every company together
with the address of its Registered Office must be painted or affixed outside the premises
wherever its business is carried on, in a conspicuous position, in letters easily legible in
one of the local languages. [Sec. 12(3)]] The name of the company including the
registered office must also be mentioned in all letters, negotiable instruments, orders,
receipts and other documents written or executed by the company. [Sec. 12(3)]] Every
company must have its name together with the address of its Registered Office engraved
on its seal and have it mentioned on all official papers and publications. [Sec. 12(3)]]
In case a company fails to observe the provisions of Section 12(3), it may have very
serious consequences for its officers. For example, an officer signing, on behalf of the
company, any bill of exchange, promissory note or cheque on which name of the
company does not appear as per the above provisions, shall be personally responsible
to the holder of such an instrument in case the company fails to make payment. Besides
that, he can also be subject to a fine which may extend up to Rs. 1000 per day till the
default continues.
Situation Clause. Memorandum of Association must state the name of the State in
which the registered office of the company is to be situated. It will fix up the domicile
of the company. Registered office of a company is the place of its residence for the
purposes of delivering or addressing any communications, service of any notice or
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process of Court of Law and for determining the question of jurisdiction in any action
against the company. It is the place where all the statutory books, records and registers
of the company shall be maintained.
Objects Clause. It is the most important clause in the Memorandum of Association. It
defines and limits the scope of the operations of the company. It explains to the members
the scope of the activity of the company where their capital will be employed. It gives
protection to the shareholders by ensuring that the funds raised for specified businesses
are not going to be risked in another. The outside public dealing with the company is
informed of the extent of the powers of the company. A company can exercise only
such powers as are either expressly stated therein or as may fairly be implied therefrom,
including matters incidental or consequential to the powers so conferred.
The objects of the company must be lawful and well defined. The objects must not be
against the provisions of the Companies Act. The memorandum should state the objects
of the company and not its powers.
According to Section 4(C) the Memorandum of Association of a company must state
the objects for which the company is proposed to be incorporated and any matter
considered necessary in furtherance thereof. In case of a company in existence
immediately before the commencement of the Companies Act, 2013 – Main objects of
the company to be pursued by the company on its incorporation and objects incidental
or ancillary to the attainment of the main objects; other objects of the company not
included in sub-clause (i)
Liability Clause. Liability clause mentions the liability of members of the company. In
case of a company limited by shares, Memorandum of Association must have a clause
to the effect that the liability of the members is limited to the extent of the amount of
the unpaid portion of the shares held by him. The Memorandum of Association a
company limited by guarantee must state the amount which each member undertakes to
contribute to the assets of the company in the event of its being wound up. [Section 4
(1) (d)] In a limited company, however, the liability of the directors or any director or
manager, however may be unlimited, if so provided by the memorandum.
Capital Clause. Memorandum of Association of a limited company having share
capital must state the amount of share capital with which the company is to be registered
which is usually called authorized or nominal capital. Further, division of registered
share capital into shares of a fixed amount is also required to be given in the
memorandum. Each subscriber must take at least one share and write opposite his name
the number of shares he takes.
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Association Clause. This clause states that the persons subscribing their signatures at
the end of the Memorandum are desirous of forming themselves into an association in
pursuance of the Memorandum. Memorandum of Association must be signed by seven
or more persons in the case of a public company and by two or more persons in the case
of a private company. Signatures shall be attested by witnesses. There may be one
witness for all signatures but one subscriber cannot be a witness to the signatures of
another. Full description, address, occupation, etc. of the subscribers and witnesses must
be written. In the case of a company having share capital, each subscriber is also
required to take at least one share and to write opposite his name the number of shares
he agrees to take. Subscribers are required to pay for these shares after the company is
incorporated. They must also sign articles of association of the company.
It is not necessary that all signatories should have any personal beneficial interest in the
shares subscribed for by them. They need not be independent or unconnected. All of
them may be nominees of a single person and their subscribing names may be merely a
formality. Subscribers to the Memorandum of should, however, be competent to
contract. A minor or a partnership firm cannot be a subscriber to the Memorandum. A
company may be a subscriber of another company. No subscriber can withdraw his
name on any ground whatsoever once a company has been incorporated even on the
ground that he/she was induced to sign the memorandum by misrepresentation.
12.8

DOCTRINE OF ULTRA VIRES

‘Ultra’ means beyond, and ‘vires’ means powers. Memorandum of Association of a
company defines the powers of a company. Any act done contrary to or in excess of the
scope of the activity of the company as laid down by its memorandum of association is
ultra-vires of the company, i.e., beyond the legal powers and authority of the company,
and shall be wholly void and not binding on the company. Acts ultra-vires the company
can neither be legalised nor ratified even with the unanimous consent of all the members
of the company. This doctrine tries to protect the interest of the investors and creditors.
A company only has the capacity to do those acts which fall within its objects as set out
in its memorandum of association or are reasonably incidental to the attainment of such
objects.
Acts of a company may also be ultra-vires the Articles or ultra-vires the powers of the
directors. Acts ultra-vires the Articles can be valid and made binding upon the company
by altering the Articles of Association with special resolution at a general meeting.
Alteration of Article of Association with retrospective effect, if to the benefit of the
company, shall be valid. An act beyond the scope of the powers of the directors, may
also be ratified by the general body of the shareholders.
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However, the doctrine of ultra-vires should not be unreasonably understood and applied.
It does not restrain a company from doing such things which are reasonably fair and
incidental to its objects or which it is authorised to do under the Companies Act.
There is a difference between objects and powers. Powers are not to be stated in the
memorandum. Even if they are stated, they can be used only to achieve the objects of
the company. In no case, they can become independent objects by themselves.
Effects of ultra-vires transactions.
Following are the effects of ultra-vires transactions:
1. Injunction. Any member of the company can bring an injunction against the
company to restrain it from doing ultra-vires acts.
2. Personal liability of directors. The directors of the company are personally liable
to make good those funds of the company which they have used for ultra vires
purposes. It is the duty of the directors of the company to employ funds and
properties of the company for the purposes laid down in the memorandum of
association of the company.
3. Contracts void. Any contract which ultra-vires the company, will be void and of
no effect whatsoever. “ An ultra vires contract being void ab initio, cannot become
intra vires by reason of estoppel, lapse of time, ratification, acquiescence or delay''
However, if the contract is only ultra-vires the powers of the directors but not ultravires the company, it may ratify such a contract in the general meeting and thereby
be bound by it.
4. Ultra-vires acquisition of property. When money of a company is spent ultra
vires in acquiring a property, the right of the company over that property would be
secure. This is because the property represents corporate capital, though acquired
wrongly. However, where the payment for an ultra vires acquired property/asset
has not been made, the vendor can obtain a tracing order to recover the property
from the hands of the company. A company cannot be allowed to benefit from such
transactions at the cost of the other party.
5. Ultra vires borrowings. A bank or other person lending to a company for purposes
of ultra-vires the memorandum cannot recover the money under that loan
agreement. But nothing prevents the company from repaying that money. The
lender is also entitled to a tracing order, and if the money lent is traced in specie or
into any investment held by the company, the lender can recover it from the
company. Further, if that money is used by the company in discharging any debts
or liabilities of the company, the lender will, on accounts of principle of
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subrogation, step into the shoes of the creditors whose claims have been paid off
by the company and acquire their rights against the company.
6. Ultra vires lending. If the money has been lent by the company, and the lending
is ultra-vires and the contract is void. No action can be brought on it, but the
company can sue for recovery of its money. This is because the borrower who has
made a promise to repay that money cannot be allowed to refrain from paying it
back on the ground that it is without authority. 5. Ultra-vires torts. In order to make
the company liable for the torts (civil wrongs) of its employees, it is to be proved
that: (i) the tort was committed in the course of an activity which falls within the
purview of the company’s memorandum, and (ii) the tort was committed by the
employee in the course of his employment.
12.9

ARTICLES OF ASSOCIATION

Articles of Association is an important document of a company. It contains rules,
regulations and bye-laws for the internal administration of the company. Articles
regulate the internal management of the company and also govern the relationship
between the company and its constituent members by prescribing their rights and
obligations.
Section 2(5) of the Companies Act defines articles of association as follows: “Articles
means the articles of association as originally framed or as altered from time to time in
pursuance of any previous companies law or of this Act”
Relationship between Memorandum and Articles
Memorandum is the charter of the company. It describes the constitution of the company
and defines the scope of its activities and powers. Articles lay down the rules and
regulations to manage its affairs. Articles of a company are subordinate to the provisions
of the Memorandum. Memorandum contains the area beyond which the company
cannot go; within that area the shareholders may make such regulations for their internal
working as they think fit. Articles can be used to explain the objects laid down by the
Memorandum, but never to extend them. They cannot modify the provisions of the
Memorandum. Memorandum contains conditions for the use of the creditors,
shareholders and the outside public. Articles constitute a contract between the company
and its members in the capacity of members. It is difficult to alter the clauses of the
Memorandum. But the articles can easily be altered by passing a special resolution and
may even be altered retrospectively. Unlike Memorandum, articles need not be
construed too meticulously.
Contents of Articles
The articles of Association of a company usually deal with the following matters:
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i)
ii)
iii)
iv)
v)

Definition of important terms and phrases.
Share capital and rights attached to different classes of shares.
Procedure as to making of calls and forfeiture of share.
Appointment of managerial personnel e.g., directors, managing directors
etc., their rotation, powers and duties.
Rules as to (a) transfer and transmission of shares (b) general meetings (c)
common seal of the company (d) dividend, reserves and capitalisation of
profits accounts and audit (f) lien on shares (g) remuneration of managerial
personnel (h) issue of redeemable preference shares (i) winding up of the
company

Regulations contained in the Articles of Association must not go beyond the powers of
the company as laid down by the Memorandum of Association nor violate any of the
requirements of the Companies Act. All clauses in the Articles ultra-vires the
Memorandum or the Act shall be null and void.
Difference between Memorandum and Articles
The Memorandum contains the fundamental conditions upon which alone the company
is allowed to be incorporated. They are conditions introduced for the benefit of the
creditors, and the outside public, as well as of the shareholders. The Articles of
Association are internal regulations of the company.” The main points of difference
between memorandum and articles are as follows:
1. Memorandum of Association is the charter of the company. It contains those
fundamental conditions upon which alone the company is granted incorporation.
Articles of Association contain the rules and regulations framed to govern the
internal management of the company.
2. Different clauses of the Memorandum cannot be easily altered. They can be altered
for specified purposes and in accordance with the mode prescribed by the Act.
Alteration of some of them requires the permission of the Tribunal/Company Law
Board while in other cases sanction of the court is necessary. In the case of Articles
of Association, a company has inherent power to alter it. Members can alter the
articles by passing a special resolution provided other conditions are satisfied.
Permission of the court or the government is not required for ordinary alterations.
3. Memorandum defines the objects and powers of the company. It fixes up the scope
and the extent of the activities of the company. Articles form the bye-laws of the
company and provide those regulations by which the objects and powers of the
company can be carried out.
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4. Memorandum of Association cannot include any clause contrary to the provisions
of the Companies Act. Articles of Association is subsidiary to both the Companies
Act and the Memorandum of Association. Articles cannot be framed in
contravention of the provisions of the Companies Act and the Memorandum.
5. Though both the public documents, yet Memorandum define the relation between
the company and the outsiders, while the Articles regulate the relation between the
company and the members or member's alone or members inter se. 6. Acts done by
a company beyond the scope of the Memorandum are absolutely void and cannot
be ratified even by a unanimous vote of all the shareholders. But acts of a company
beyond the Articles are simply irregular and not void and can easily be confirmed
or subsequently ratified by the shareholders.
12.10 DOCTRINE OF INDOOR MANAGEMENT
The doctrine of indoor management seeks to provide a protection to the outsiders by
requiring the persons in charge of the management of the company to do all the things
according to the procedure prescribed by the Articles of Association. It affords the
outsiders to assume that the things have been done in accordance with the provisions
and the procedure laid down in the Articles of Association. The duty of observing
internal managerial procedures such as regarding constitution of the Board, quorum,
voting, internal resolutions and regulations etc., has been imposed upon those who are
responsible for the management of the affairs of the company. Company in all such
cases shall continue to be liable to third parties even if the internal formalities are found
not to have been completed.
As per the doctrine of indoor management, “persons dealing with the company are
bound to read the registered documents and to see that the proposed dealings are
apparently regular and consistent with the Memorandum and Articles, therewith. But
they are not bound to do any more, they need not enquire into the regularity of internal
proceedings of the company.” They need not enquire whether proper procedure has
been followed for the delegation of the authority to the person with whom the outsider
is dealing. An outsider is not required to investigate into the compliance of all the rules
of internal management. This is because a person can be presumed to know the
constitution of the company as revealed by the public documents, but not what may or
may not have taken place within doors that are closed to him.
Exceptions to the Doctrine of Indoor Management
The doctrine of indoor management is subject to the following exceptions when the
protection under the rule may not be given to the persons dealing with the company.
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Knowledge of irregularity. The protection of the doctrine is not afforded to a person
who had the actual or constructive knowledge of the irregularity besetting the
transaction. In Howard v Patent Ivory Co., for example, the directors of the company
had the authority to borrow up to £ 1000 without sanction of the resolution at the general
meeting. Directors lent to the company £ 3500 without any resolution passed. It was
held that the company would be bound only by £ 1000. The Turquand rule was not
applied as the directors ought to know that the resolution was not passed so could not
claim ignorance and protection.
Suspicious circumstances. When the circumstances surrounding a dealing are
suspicious and therefore invite further enquiries, then it becomes the duty of the person
intending to have the dealing with the company to make proper enquiries and satisfy
himself/herself. If the person does not do so, the protection under the rule may not be
given to him/her. Suspicion may arise owing to unusual magnitude of transaction or
unusual haste to finalise a transaction, or an officer of the company acting beyond his
apparent authority. In Anand Bihari Lal v Dinshaw & Co., the plaintiff accepted a
transfer of property of the Company from its accountant. The transfer was held to be
void. In the absence of properly executed power of attorney, the plaintiff could not
assume that the accountant has the power to sell the property of the company.
Forgery. The doctrine of indoor management is not applicable to forgeries committed
by the employees of the company. This is because the doctrine regularizes the
irregularities not the illegalities. Forgery is illegal and therefore void ab initio. The case
of Ruben v Great Fingall Consolidated provides clarity on the issue. In this case, the
Secretary of the company forged the signatures of the two directors and after affixing
the seal of the company, issued it to Ruben. The Company denied the Certificate. The
plaintiff contended that he had no means to know whether the signatures are genuine or
forged, and therefore it is a part of the internal management of the company. But it was
held that the rule of indoor management has never been extended to a forgery.
12.11 LET US SUM UP
Company is an association created by the law. In India, the Indian Companies Act 2013
contains the law relating to companies. The Act is a Central legislature passed by the
Parliament and it received the assent of the President on the 29th August, 2013. The
Act which is replacing the five decades old Companies Act 1956 shall be applicable
from financial year 2014-15. The objective of the Act is to provide simplified laws
governing Corporate Sector and to facilitate effective compliances and enlightened
regulatory regime.
Promotion is the stage of conceiving an idea of forming a company to do business and
working on that idea. Promoters stand in fiduciary relationship with the company
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promoted by them. Incorporation of a company requires certain documents to be filed
with the Registrar of Companies. Incorporation brings a company into existence.
Memorandum of Association is the main document of a company which defines its
objectives. It has 6 clauses – Name clause, Situation Clause, Objects Clause, Liability
Clause, Capital Clause, and Association Clause. Article of association is a document
which contains rules, regulations and bye-laws for the internal administration of the
company. Memorandum and Articles bind the company and members to each other.
Section 14 of the companies Act allows a company to alter its articles by passing a
special resolution to this effect.
12.12 KEYWORDS
● Ultra Vires: Acting or done beyond one's legal power or authority.
● Fraudulent conduct: Fraudulent conduct means destroying documents, bribing
jurors, threatening jurors/witnesses, forging documents.
● Corporate Veil : A legal concept that separates the personality of a corporation
from the personalities of its shareholders, and protects them from being personally
liable for the company's debts and other obligations.
● Limited Liability: The condition by which shareholders are legally responsible for
the debts of a company only to the extent of the nominal value of their shares.
● Artificial Person: Artificial person is an entity created by law and given certain
legal rights and duties of a human being. It can be real or imaginary and for the
purpose of legal reasoning is treated more or less as a human being. For example,
corporations, companies, etc.
● Ministry of Corporate Affairs: The Ministry of Corporate Affairs is an Indian
government ministry. It is primarily concerned with administration of the
Companies Act 2013
● Corporation: A corporation is an organization—usually a group of people or a
company—authorized by the state to act as a single entity and recognized as such
in law for certain purposes.
● Listed Company: A listed company is a company whose shares are quoted on a
stock exchange. Some of the largest listed companies are expected to announce
huge interim earnings this week.
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● Registrar of Companies: The Registrar of Companies is an office under the Indian
Ministry of Corporate Affairs that deals with administration of the Companies Act
1956 and Companies Act, 2013. These officers are from Indian Corporate Law
Service cadre.
● Subscription: Subscribed share capital is that part of issued share capital for which
company has positively received subscription from investors. In simple words,
when a company issues shares to raise funds, it may or may not find the investors
for all of its shares.
● SEBI: The Securities and Exchange Board of India is the Regulator for the
Securities market in India owned by the Government of India. SEBI acts as a
watchdog for all the capital market participants and its main purpose is to provide
such an environment for the financial market enthusiasts that facilitate efficient and
smooth working of the securities market.
● Commencement: It is a Declaration to be issued by the directors within 180 days
of incorporation of the company stating that the subscribers to the Memorandum of
the company has paid the value of shares so agreed by them, along with a
verification of registered office address of the company
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12.14 MODELS QUESTIONS
Q 1:
Q 2:
Q 3:

What are the major highlights of Indian Companies Act 2013?
Distinguish between Company & Body Corporate.
The provisions of the Indian companies Act 2013 is applicable to which
categories of companies?
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Q 4:

Q 5:

Q 6:
Q 7:
Q 8:

How do you distinguish a Private Company and a Public Company? What are
the circumstances under which a private company can be converted into a public
company?
Write Short Notes on the followings
 Listed Company
 Dormant Company
 Statutory Company
 One Person Company
What is meant by company incorporation? Give stages of company promotion.
What is a memorandum of association? Describe various clauses of
Memorandum.
What do you mean by the Articles of Association? Give various contents of
Articles.
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