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PREFACE

We are glad to state that we are presenting the book on Business Law
(Volume I). The book has been written with a good investment of effort by optimally
utilizing the experience capital, so as to yield maximum results for the betterment of
management students, commerce students, MBA students, Law students,
CA students, CS students, ICWA students, business executives and public
administrators.

The object of the book ‘BUSINESS LAW’ is to set out the basic principles of
Business Law simply and clearly. An attempt has been made to present the concepts
as briefly and concisely as possible without sacrificing essential features.

While going through the book, students will realize that we have also provided
the reference of well-known cases with their judgements. We have added short
question bank relevant with VEER NARMAD SOUTH GUJARAT UNIVERSITY
for quick references of some of the vital topics asked in the final examination of
T.Y.B.Com. We have also added the latest Actwise question bank which will assist
students in their preparation for T.Y.B.Com., Sem-V relevant with VNSGU.

We are thankful to M/s. Himalaya Publishing House Pvt. Ltd., Mumbai for
giving us an opportunity for exploring our knowledge relevant to Business Law and
for publishing our effort as the mirror reflecting in terms of book. Suggestions for
improvement of this book are most welcome and they will be incorporated in the
subsequent editions.

Bharat N. Basrani
Chandresh B. Mehta
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UNIT I
INDIAN CONTRACT ACT, 1872 (GENERAL CONTRACTS)

1 CONTRACT – MEANING
AND NATURE

Structure:
1. Introduction
2. Meaning and Sources of Mercantile Law
3. The Law of Contract
4. Definition of Contract
5. Classification of Contracts
6. Essentials of a Valid Contract

1. INTRODUCTION
In the community, man comes into contact with people in different capacities. He comes into

contact, for example, with Government as a taxpayer, with a landlord as a tenant and so on and so
forth. These contacts are the inevitable outcome of modern culture. In all these associations, he is
expected to observe a code of conduct or a set of rules. The Law of Contract is the most important
branch of Mercantile Law. Without such a law it would be difficult to carry on any trade or business in
a smooth manner. The law of contract is applicable not only to commercial activities but also to all
day to day personal dealings. In fact, each one of us enters into a number of contracts from sunrise to
sunset. When a person buys various goods or purchases magazines or gives his watch for repairs or
borrows a bike for outing, he is actually entering into a contract. All these transactions are subject to
the provision of the law of contract.

1.1 What is Law?
It is crucial to know as to what is the necessity of law. It is a requisite for the preservation of

peace and order in every society. Without law, no person will care for others and their transactions
may not materialize. With the growth of society and the concept of welfare state, it became necessary
to regulate the conduct of people and protect their property and contractual rights. Hence, each country
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enacted laws suited to its various requirements and the value system it cherished. It is imperative that
we should know the law to which we are subject, because ignorance of law is no excuse. Although it is
not possible for a layman to learn every branch of law, yet it is to the benefit of each person of the
society to know something of Rules and regulations to which he is subject and as such he must
familiarize himself with the principles of law of the country. For instance, if a person is caught
travelling in a bus without ticket, he cannot plead that he was not aware of the rule regarding the
purchase of ticket and therefore he may be excused. Hence, in our own interest, we should have
knowledge about the laws that are applicable to us.

Law in simple terms means a ‘set of rules’. Broadly speaking, it may be defined as the rules of
conduct recognized and enforced by the state to control and regulate people’s behaviour with a view to
securing justice, peaceful living and social security. Some of the important definitions of the term
‘law’ are as follows:

“Law is a rule of civil conduct, prescribed by the supreme power of state, commanding what is
right and prohibiting what is wrong.” – Blackstone

“Law is the body of principles recognised and applied by the state in the administration
of justice”. – Salmond

Woodrow Wilson defined law as: “that portion of the established habit and thought of mankind
which has gained distinct and formal recognition in the shape of uniform rules backed by the authority
and power of the Government”.

Any law, when enacted, has to observe that it should as far as possible be in conformity with
custom and usage of the people, i.e., it should not offend local customs and usages of the society.The
primary object of law is to regulate human relations with other individuals and with the state. There
are several branches of law, such as international law, constitutional law, criminal law, civil law, etc.
Every law regulates and controls a particular field of activity. Mercantile law or commercial law is not
a separate branch of law. It is a part of civil law which deals with the rights and obligations of
mercantile persons arising out of mercantile transaction in respect of mercantile property.

2. MEANING AND SOURCES OF MERCANTILE LAW
Mercantile Law may be termed as to the aggregate body of those legal rules which are connected

with trade, industry and commerce. Mercantile law is a branch of General Law. It relates to industry,
trade and commerce. In other words, the mercantile law groups together laws that are considered
important for men in business and includes laws relating to various contracts, sale of goods,
partnerships, companies, negotiable instruments, insurances, cooperative societies, etc.

The bulk of Indian Mercantile Law is based on, and follows, the English Mercantile Law. The
different Indian Acts follow, to a considerable extent, the English law with some reservations and
modifications necessitated by the peculiar conditions prevailing in India. The main sources of
mercantile law in India are as follows:

1. English Law: This is the most important source of the Indian Mercantile Law. Indian laws
are based mainly on English laws which developed through customs and usages of merchants
or traders in England. These customs and usages governed these merchants in their dealings
with each other. This law is also known as ‘Common Law’. As a matter of fact, it is an
unwritten law based on customs, usages and precedents.
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2. Statute Law: The law-making power in India is vested in the Parliament and the State
Legislatures. The Acts passed by the Indian Legislature are the main sources of Indian
mercantile law. Some of the Acts passed by the Indian Legislature are the Indian Contract Act
1872, The Companies Act 1956, The Negotiable Instruments Act 1881, The Sale of Goods
Act 1930, The Indian Partnership Act 1932, etc.

3. Judicial Decisions: Interpretation of Statutes by Judges and their applications depending on
the facts of each case, meting out justice to the aggrieved parties has today formed a very
important source of law. Where Indian Statutes, customs or usages are silent, Courts apply
law based on English judgements which came to be recognized as an important basis of law in
our country. Application of judicial decisions in previous cases to subsequent similar cases
forms a very vital source of law today.

4. Customs and Usages: Customs and usages in practice for a long time, in the absence of any
statutory rules or which are not opposed to any statutory rules, are binding on the parties to
the contract. Customs and usages should be ancient, reasonable and constant. Customs when
accepted by the Court and incorporated in a judicial decision become a legal action.

3. THE LAW OF CONTRACT
The law of contract is the most important part of mercantile law in India. The Indian Contract Act,

which was passed on 25th April, 1872, came into force with effect from 1st September, 1872. The law
of contract is contained in the Indian Contract Act 1872, which deals with the general principles of
law governing all contracts and covers the special provisions relating to contract like bailment, pledge,
indemnity, guarantee, and agency. Originally, before 1930, this Act also contained the special
provisions relating to contracts of sale of goods and partnership. In 1930, however, these provisions
were repealed and separate acts called the ‘Sale of Goods Act’ and the ‘Indian Partnership Act’ were
passed governing the contracts of sale of goods and partnership, respectively.

4. DEFINITION OF CONTRACT
An agreement which creates legal obligations is a contract. The obligation is an undertaking to do

or abstain from doing some definite act or acts. A contract has been defined by different authorities in
various ways. Some of the important definitions are as follows:

“A contract is an agreement, creating and defining the obligation between parties”.
– Salmond

“A contract is an agreement enforceable at law made between two or more persons by which
rights are acquired by one or more to acts or forbearances on the part of others”.

– Sir William Anson
“Every agreement and promise enforceable at law is a contract”. – Sir Frederick Pollock
The definition of Contract as given in the Contract Act is based on Pollock’s definition. Section

2(h) of the Contract Act states that “an agreement enforceable by law is a contract”. Thus, a contract
essentially consists of two elements: (1) an agreement, and (2) the agreement must be enforceable by
law.
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4.1 Agreement
Section 2(e) of the Contract Act defines agreement as “every promise and every set of promises

forming the consideration for each other”. Sec.2(b) defines promise as “A proposal when accepted,
becomes promise”. Thus, an agreement is an accepted proposal. For example, Ram offers to sell his
bike for ` 18,000 to Bharat. Bharat accepts this offer. It becomes a promise and treated as an
agreement between Ram and Bharat. In other words, an agreement consists of an offer by one party
and its acceptance by the other. Thus, Agreement = Offer + Acceptance.

From the above analysis, it is clear that there must be at least two parties to an agreement, one
making an offer and the other accepting it. No person can enter into an agreement with himself.
However, there are some agreements which are not enforceable in a court of law. Such agreements do
not give rise to contractual obligations and are not contracts. An agreement of purely social or
domestic nature is not a contract.

For instance, in one of the landmark cases of Balfour v. Balfour (1919), A husband and wife
were residents in Ceylon, where husband was employed. They went to England on 9 months’ leave. At
the end of the time the husband had to return alone as the wife was advised to remain in England due
to illness. Mr. Balfour promised to send her a maintenance allowance of £30 per month until she
returned to Ceylon. Mr. Balfour failed to pay the amount. The wife sued for the allowance. It was held
that there was no binding contract. She could not recover as it was a social agreement and parties did
not intend to create any legal relations.

4.2 Difference between Agreement and Contract
Difference Points Agreement Contract

1. Definition with Section Section 2(e) of the Contract Act defines
agreement as “every promise and every set
of promises forming the consideration for
each other”.

Section 2(h) of the Contract Act states
that “an agreement enforceable by law
is a contract”.

2. Meaning When one person offers to another to do or
not to do certain act and the other party
accepts it, it is an agreement.

An agreement which creates legal
obligations is a contract.

3. Creation Offer and its acceptance form an
agreement.

Agreement and its enforceability create
a contract.

4. Object An agreement may not create a legal
obligation.

A contract necessarily creates a legal
obligation.

5. Breach In case of breach of agreement, no
damages are awarded.

In case of breach of contract, damages
are always awarded.

6. Binding Nature Agreement is not a concluded or a binding
contract.

Contract is concluded and binding on
the concerned parties.

7. Comparison Every agreement may not be a contract. All contracts are agreements.
8. Formula Proposal + Acceptance = Agreement Agreement + Enforceability = Contract

5. CLASSIFICATION OF CONTRACTS
Contracts can be classified on a number of bases. They are:
1. On the basis of Creation.
2. On the basis of Performance.
3. On the basis of Validity.
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1. On the basis of Creation (Formation): A contract may be (i) made in writing or by word of
mouth or (ii) inferred from the conduct of the parties. Contracts can be classified according to
the mode of their formation as follows:
(i) Express contract: Section 9 provides that “In so far as the proposal or acceptance of

any promise is made in words, the promise is said to be express”. An express promise
will result in an express contract. An express contract is one where the terms are
clearly stated in words spoken or written. For instance, X writes a letter to Y that he
offers to sell his car for ` 90,000 and Y in reply informs X that he accepts the offer.
This is an express contract.

(ii) Implied contract: Section 9 further states that “In so far as such proposal or acceptance
is made otherwise than in words, the promise is said to be implied”. Such contract comes
into existence on account of the act or conduct of the parties. For example, Piyush went
to a restaurant and took a cup of tea. In this, there is an implied contract that he will pay
for the cup of tea, even though he makes no express promise to do so.

(iii) Quasi-contract: Strictly speaking, a quasi-contract is not a contract at all. A Contract
is intentionally entered into by the parties. A Quasi-contract, on the other hand, is
created by law. It resembles a contract in that a legal obligation is imposed on a party
who is required to perform it. It rests on the ground of equity that ‘a person shall not be
allowed to enrich himself unjustly at the expense of another.’ For example, M, a
merchant, leaves goods at R’s house by mistake. R treats the goods as his own. R is
bound to pay for the goods.

2. On the basis of Performance (Execution): On the basis of the extent to which the contracts
have been performed, these may be classified as follows:
(i) Executed contracts: An executed contract is one in which both the parties have

performed their respective obligations. For example, Raj agrees to sell his cycle to
Vicky for ` 500. Raj delivers the cycle to Vicky and Vicky pays ` 500 to Raj. It is an
executed contract.

(ii) Executory contracts: An executory contract is one in which both the parties to the
contract have yet to perform their respective obligations. For example X agrees to sell his
book to Y for ` 300. If the book has not been delivered by X and Y does not pay the price,
it is an executory contract. Similarly, R agrees to engage P as his servant from next
month, the contract is executory.
On the basis of performance, a contract can also be classified as unilateral or bilateral. A
unilateral contract is one in which only one party has to perform his obligation, the
other party had fulfilled his part of the obligation at the time of formation of contract. For
example, Z buys a ticket from the conductor and is waiting in the queue for the bus.
Contract is created as soon as the ticket is purchased by Z. The other party has to now
provide a bus wherein he can travel. A bilateral contract is one in which the obligations
on the part of both the parties are outstanding at the time of the formation of the contract.
In this sense, bilateral contracts are similar to executory contracts. For example, Amar
promised to paint Suman’s house for a sum of ` 10,000. It is a bilateral contract as both
the parties’ obligations are outstanding at the time of formation of the contract.

3. On the Basis of Validity (Enforceability): From the point of view of enforceability, a
contract may be (i) valid, (ii) void, (iii) voidable, (iv) illegal, (v) unenforceable.
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(i) Valid contract: A contract which satisfies all the legal requirements laid down in Section
10 of the Act is known as a valid contract. A valid contract is an agreement which is
binding and enforceable at law. If one or more of elements u/S 10 of essentials of
contracts is/are missing, the contract is either void, voidable, illegal or unenforceable.

(ii) Void contract: According to Section 2 (j), “A contract which ceases to be enforceable by
law becomes void when it ceases to be enforceable”. It is a contract without any legal
effects and is a nullity. Thus, a contract is not void from its inception. It is valid and
binding upon the parties when made, but subsequent to its formation, due to certain
reasons, it becomes unenforceable and so, treated as void. A contract may become void
due to impossibility of performance, change of law or some other reasons. For example,
P promised to marry R. Later on R dies. This contract becomes void on the death of R. A
void contract should be distinguished from void agreement. Section 2(g) says that “an
agreement not enforceable by law is said to be void”. In the case of void agreement no
contract comes into existence. Such an agreement confers no rights on any person and
creates no obligations. It is void abinitio, i.e., from the very beginning. For example, an
agreement with a minor is void because a minor is incompetent to contract.
Thus, a void agreement never measures into a contract, it is void from the very beginning.
A void contract, on the other hand, was valid when it was entered into, but subsequently,
because of one or other reasons, becomes void.

(iii) Voidable Contracts: According to Section 2(i) of the Indian Contract Act, “An
agreement which is enforceable by law at the option of one or more of the parties thereon,
but not at the option of the other or others, is a voidable contract”. Thus, a voidable
contract is one which can be set aside or repudiated at the option of the aggrieved party.
Until it is set aside or avoided by the party entitled to do so, it remains a valid contract. A
contract is usually treated as voidable when the consent of a party has not been free, i.e.,
it has been obtained either by coercion, undue influence, misrepresentation, or fraud. The
contract is voidable at the option of the party whose consent has so caused. For example,
Ali threatens to shoot Basu if he does not sell his new bungalow to Ali worth ` 50 lakh
for just ` 2 lakh. Basu agrees. Here, the consent of Basu has been obtained by coercion.
Hence, the contract is voidable at the option of Basu, the aggrieved party. If, however,
Basu does not exercise his option to set aside the contract within a reasonable time and if
in the meanwhile a third party acquires a right in relation to the subject matter for some
consideration, the contract cannot be avoided. For example, Alisha obtains a ring of
Sherlin by fraud. Here, Sherlin’s consent is not free and therefore she can cancel this
contract. But if, before this option is exercised by Binita, Alisha sells the ring to Charmy
who acquires it after paying the price and in good faith, contract cannot be avoided. It
should be noted that the option to set aside the contract on this ground is not available to
the other party. Hence, if the aggrieved party chooses to regain the contract, it remains
enforceable by law. If, however, the aggrieved party avoids the contract, the other party
is also freed from his obligation to perform the contract and if the party avoiding the
contract has received any benefit under the contract, he must restore such benefit to the
person from whom it was received.
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Distinction between Void Agreement and Voidable Contract

Difference Points Void Agreement Voidable Contract

1. Validity It is void from the very beginning. It remains valid till it is repudiated by the
aggrieved party.

2. Consent An agreement is void, if any essential
element of a valid contract (other
than free consent) is missing.

A contract is voidable if the consent of a
party is not free.

3. Enforceability A void agreement cannot be enforced
at all.

A voidable contract can be enforced if the
option is so exercised by the aggrieved party.

4. Binding Nature It has no legal binding effect. It continues to be legal unless avoided by the
party entitled to do so.

5. Duration Lapse of time will not make it a void
contract, it always remains void.

If it is not avoided within reasonable time, it
may become valid.

6. Damages Question of damages does not arise. The aggrieved party can also claim damages.

7. Effect Third party does not acquire any
rights.

An innocent party in good faith and for
consideration acquires good title before the
contract is avoided.

(iv) Illegal or unlawful contract: An ‘illegal agreement’ is one which has been specifically
declared to be unlawful under the provision of the Contract Act. An illegal agreement is
one which contravenes some rules of basic public policy or which is criminal in nature or
which is immoral. Such agreement cannot be enforced by law. For example, P agrees to
pay ` 80,000 to Q if Q kills R. This is an illegal agreement because its object is unlawful.
Even if Q kills R, he cannot claim the agreed amount from P.
The term ‘illegal agreement’ is wider than the term ‘void agreement’. All illegal
agreements are void but all void agreements are not necessarily illegal. For example, an
agreement to sell a bike to the minor is void but it is not illegal because the object of this
agreement is not unlawful. The other important difference between illegal and void
agreement relates to their effect on the transactions which are collateral to the main
agreement. In case of illegal agreements, even the collateral agreements become void.
For example, P engages Q to shoot R. To pay Q, P borrows ` 40,000 from S who is
aware of the purpose of the loan. In this case, there are two agreements - one between P
and Q and the other between P and S. Since the main agreement between P and Q is
illegal, the agreement between P and S, which is collateral to the main agreement, is also
void. S cannot recover the money from P. From the above example, it should be clear
that the agreements collateral to the illegal agreements are also void but the transactions
collateral to void agreements are not affected in any way, they remain valid.



8 Business Law

Difference between Void and Illegal Agreements

Difference Points Void Agreements Illegal Agreements

1. Effect Collateral transactions to void
agreements are not affected, i.e., they
do not become void.

All collateral contracts to illegal contracts
are also illegal and therefore void.

2. Proof Ground for the void contract as void
has to be proved.

The Court will, in case of an illegal
contract, refuse to enforce it, even though
the illegality has not been pleaded.

3. Restoration If a contract becomes void,
subsequently, the benefit received has
to be restored to the other party.

The money advance or thing given cannot
be claimed back.

4. Comparison All void agreements are not
necessarily illegal.

All illegal agreements are void.

(v) Unenforceable contract: An unenforceable contract is one which cannot be enforced in
a Court of law because of some technical defect. This may be due to non-registration of
agreement, non-payment of the requisite stamp fee, etc. Sometimes, the law requires a
particular agreement to be in writing. If such agreement has not been put in writing, it
becomes unenforceable. For example, an oral agreement for arbitration is unenforceable
because the law requires that an arbitration agreement must be in writing. It is important
to note that in most cases, such contracts can be enforced if the technical defect involved
is removed.

6. ESSENTIALS OF A VALID CONTRACT
An agreement in order to be enforceable must have certain essential elements. According to

Section 10, all agreements are contracts if they are made by the free consent of the parties competent
to contract, for a lawful consideration and with a lawful object, and are not expressly declared to be
void. Thus, an agreement becomes a valid contract if it has the following essential elements:

1. Offer and acceptance: There must be at least two parties to an agreement, i.e., one party
making the offer and the other party accepting it. The law has prescribed certain rules for
making the offer and its acceptance which must be satisfied while entering into an agreement.
For example, the offer must be definite, may be conditional and duly communicated to the
other party. Similarly, the acceptance must be unconditional and communicated to the offeree
in the prescribed mode, and so on.

2. Intention to create legal relationship: When two parties enter into an agreement, their
intention must be to create a legal relationship between them. If an agreement is not capable
of creating a legal obligation, it is not a contract. In case of social or domestic agreements,
generally there is no intention to create legal relationship. For example, in an invitation to
dinner there is no intention to create legal relationship and therefore, it is not a contract.
Similarly, certain agreements between husband and wife do not become contracts because
there is no intention to create legal relationship. This point can be justified from the landmark
case of Balfour v. Balfour. (Refer 4.1).
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3. Free consent: It is essential to the creation of every contract that there must be free and
genuine consent of the parties to the contract. The consent of the parties is said to be free
when they are of the same mind on all the material terms of the contract. They must have
made the contract of their own free will and not under any fear or pressure. According to
Section 14, consent is said to be free when it is not caused by (1) coercion, (2) undue
influence, (3) fraud, (4) misrepresentation, or (5) mistake. In case the consent is obtained by
any of the first four factors, the contract would be voidable at the option of the aggrieved
party. But if the agreement is induced by mutual mistake which is material to the agreement,
it would be void.

4. Capacity of parties: If any party to the contract is not competent to contract, the contract is
not valid. Therefore, the parties to an agreement must be capable of entering into a contract.
Section 11 of the Contract Act which says that every person is competent to contract who is
of the age of majority and who is of sound mind, and is not disqualified from contracting by
any law to which he is subject. Thus, the flaw in capacity may be due to minority, lunacy,
drunkenness, etc. If a party suffers from any of these defects in capacity, the agreement is not
enforceable except in some special cases.

5. Lawful consideration: An agreement to be enforceable by law must be supported by
consideration. Consideration means an advantage or benefit moving from one party to the
other. It is the essence of a bargain. The agreement is legally enforceable only when both the
parties give something and get something in return. The consideration may be past, present, or
future, consideration must be real, i.e., it must have some value in the eyes of law. However,
the consideration need not be adequate. For example, Amit sells his horse worth ` 50,000 to
Sumit for ` 1,000 only. This is a valid promise provided the consent of Amit is free.

6. Lawful object: The object of an agreement must be lawful. In other words, it means that the
object must not be illegal, immoral or opposed to public policy (Section 23). An agreement
made for any act which is prohibited by law will not be valid. For example, if a person rents
out a house for gambling purpose then, the agreement is void because the object of the
agreement is unlawful.

7. Agreement not declared void: The agreement must not have been expressly declared void
under Contract Act. Sections 24 to 30 specify certain types of agreements which have been
expressly declared void. They are agreement in restraint of marriage, agreement in restraint of
legal proceedings, agreement in restraint of trade, etc. For example, A agreed to pay
` 1,00,000 to B if he (B) does not marry throughout his life. B promised not to marry at all.
This agreement shall not be valid because it is in restraint of marriage which has been
expressly declared void under Section 26.

8. Certainty of meaning: The agreement must be certain and not vague or indefinite
(Section 29). If it is vague and it is not possible to ascertain its meaning, it cannot be enforced.
For example, Anil agreed to sell 200 tonnes of oil to Sunil. Here, it is not clear what kind of
oil is intended to be sold. Therefore, the agreement is not valid on the ground of uncertainty.

9. Possibility of performance: The terms of the agreement must be capable of performance. An
agreement to do an act impossible in itself is void (Section 56). If the act is impossible of
performance, physically or legally, the agreement cannot be enforced by law. For example, X
promises to Y that he will run at a speed of 400 km/hour or that he will bring stars from the
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sky. All these acts are such which are impossible of performance and therefore the agreement
is not treated as valid.

10. Legal formalities: A contract may be made by words spoken or written. An oral agreement is
as good as a written agreement. But, in some cases the Act has specified that the agreement
must be made in writing. For example, a promise to pay a time barred debt must be in writing
and an agreement for a sale of immovable property must be in writing and registered under
the Transfer of Property Act, 1882. In such a situation, the agreement must comply with the
necessary formalities as to writing, registration, etc. If these legal formalities are not carried
out then, the contract is not enforceable by law.
Thus, all the above elements must be present in an agreement so that it becomes a valid
contract. If any one of them is missing, the agreement will not be enforceable by law.

EXERCISE
1. Define Law. What is the requirement for the knowledge of law?

2. What do you mean by Mercantile Law? State its sources.

3. Define Contract and discuss the essential elements of a contract.

4. Define contract and agreement.

5. Explain: (a) Executed and Executory contract (b) Unilateral and Bilateral contract (c) Void agreement and
Voidable contract.

6. Write a short note on:

(1) Types of Contract. (2) Illegal and Void Contract. (3) Contract v/s Agreement.

7. “All agreements are not contracts but all contracts are agreements” with this statement explain essential
factors of valid contract.

8. State the difference between agreement and contract.
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