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CONTRACT OF INDEMNITY
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AUTHORED BY: RUPALI VIJAY KUMBHAR

ABSTRACT
In the realm of contractual agreements, a contract of indemnity stands as a foundational pillar,
safeguarding parties against unforeseen losses and liabilities. This legal instrument delineates the duties
of one party, termed the indemnitor, to shield and compensate the other party, referred to as the
indemnitee, from damages, expenses, or legal repercussions arising from specified events or breaches.
Central to its essence is the identification of the parties involved, establishing clear delineation of roles
and obligations within the contractual framework. Within the contract's ambit lies a defined scope of
indemnification, articulating the precise circumstances or risks for which indemnity is conferred. These
may encompass a spectrum of scenarios, ranging from breaches of contractual obligations to instances

of negligence or statutory violations.

Moreover, the contract meticulously outlines parameters governing the extent of indemnity, often
incorporating limitations and exclusions to mitigate undue financial exposure. Such provisions serve to
temper liability, imposing caps on indemnification amounts or delineating certain damages or losses
exempt from coverage. Ensuring procedural clarity, the contract delineates the mechanisms for invoking
indemnification, stipulating notice requirements, timeframes for claims, and the dispute resolution
mechanisms pertinent to indemnity obligations. This procedural framework bolsters accountability and

facilitates the expeditious resolution of indemnity-related disputes.

Crucially, the nature of indemnity clauses may vary, ranging from mutual agreements wherein both
parties assume reciprocal indemnification obligations to unilateral arrangements wherein
indemnification responsibilities predominantly rest with one party. Furthermore, considerations of risk
management often impel contractual mandates necessitating the maintenance of requisite insurance
coverage by the indemnitor, thereby bolstering financial security for the indemnitee. Anchoring the
contract's enforceability, provisions addressing severability and governing law furnish assurances of

legal recourse and jurisdictional clarity in indemnity-related matters.
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In essence, a contract of indemnity epitomizes prudence and foresight in contractual dealings, furnishing
parties with a shield against contingent risks and liabilities. Through meticulous delineation of
indemnification obligations, procedural frameworks, and risk mitigation mechanisms, such contracts
engender clarity, accountability, and resilience in navigating the complexities of commercial

transactions.
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INTRODUCTION

You might be aware of the basic rule that whoever harms or causes injury to another person has
to pay the damages or costs to the injured person. The kings in a primitive society ruled on this
principle. Whenever they had to deal with such cases where one party caused damage to the
other, they made him liable to pay costs or damages. The contract of indemnity works on the
same principle. Have you ever thought about what would happen if someone under a contract
promised to do something but failed? Similarly, if a person suffers a loss as a result of the actions

of another, is he entitled to compensation?

All these questions are dealt with under the concept of indemnity. Indemnity is a kind of
compensation that protects you from any potential losses. In its broadest sense, indemnity refers
to the payment of money to a person who has lost money, goods, or other property due to the
error of a third party. This concept of indemnity is also incorporated in English law and is
considered a commitment to protect a person from losses due to his actions, which might be
directly or indirectly caused. The article explains the concept of indemnity and also provides
its position in England and India. It further gives the rights and liabilities of the two parties
involved in the contract of indemnity according to the Indian Contract Act, 1872. It also

differentiates indemnity from the guarantee.?
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1 Sneha Mahawar and Monesh Mehndiratta, Contract Of Indeminity, ipleader, 1 Feb. 2023
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DEFINATION

Section 124 "'Contract of Indemnity"* defined to contract by which one party promises to save the
other from loss caused to him by the conduct of the promisor himself, or by the conduct of any

other person, is called a *'‘contract of indemnity**.2

ILLUSTRATION

A contract to indemnify B against the consequences of any proceedings which C may take
against B in respect of a certain sum of 200 rupees. This is a contract of indemnity. The only
illustration appended to the section says that if a person promises to save another from the
consequences of a proceeding which may be commenced against him it is a contract of
indemnity. The person who gives the indemnity is called the "indemnifier" and the person for

whose protection it is given is called the "indemnity-holder" or "indemnified" .

ESSENTIALS AND RIGHTS IN THE CONTRACT OF INDEMNITY

For the contract of indemnity to take place, the essentials must be that there must be two parties
and an arrangement between them in which the promisor agrees to protect the promisee against
any loss. This is the most important aspect of the indemnity contract. The loss may have
occurred as a result of the promisor’s or some other third party’s behaviour. The Act’s rules
limit the loss to a degree that it is limited to the human agency only, and an act of God is not
protected by the indemnity contract. Contracts of indemnity include things like marine
insurance, fire insurance, and so on. There can be express and implied indemnity contracts. An
implied indemnity contract is out of the purview of the definition of indemnity given under
Section 124.*

IN AN INDEMNITY CONTRACT, THERE ARE ONLY TWO PARTIES, AS STATED IN

< THE INDEMNIFIER: The promisor, who agrees to make up the damage caused to the

other group, is called the indemnifier.
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< THE INDEMNIFIED: the person who is assured of compensation for the damage incurred

(if any) is referred to as the indemnity holder or the indemnified.

2S.124, Indian Contract Act, 1872
3 Avatar singh’s, Contract and specific Relief,(12™ ed. 2017)
4 Sneha Mahawar and Monesh Mehndiratta, Contract Of Indeminity, ipleader, 1 Feb. 2023
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The mode of the compensation contract can be express or implied, i.e. if a person expressly
agrees to save the other from damages, the mode of the contract will be stated, while if the

contract is signified by the terms of the case, the mode of the contract will be implied.®
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5 https://www.legalserviceindia.com/legal/article-4039-contract-of-indemnity-and-guarantee.html
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The concept of indemnity has its roots in ancient legal principles and has evolved over centuries.
Historically, indemnity arrangements can be traced back to ancient Mesopotamia, where
agreements existed to compensate individuals for various risks. In Roman law, the principle of
indemnity found expression in contracts such as stipulatio, which allowed parties to agree upon

specific indemnification terms.

During the development of common law, particularly in English jurisprudence, the concept of
indemnity gained further prominence. Early common law courts recognized the importance of
indemnity arrangements in facilitating trade and commerce by providing certainty and

protection to parties involved in transactions.

Over time, the principles underlying the Contract of Indemnity became codified into legal
systems around the world. Modern statutory frameworks and case law continue to shape and

refine the application of indemnity agreements in contemporary legal practice.

Today, the Contract of Indemnity remains a fundamental component of commercial
transactions, insurance contracts, construction agreements, and various other fields where

parties seek to allocate and manage risks effectively.

Understanding the definition, nature, and historical background of the Contract of Indemnity
provides a solid foundation for exploring its legal principles, practical applications, and

significance in contemporary legal practice.
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Section 125 of Indian contract Act, 18726 deals with rights of an indemnity holder. The promisee in
a contract of indemnity, acting within the scope of his authority, is entitled to recover from the

promisor:

R/

«+» All damages which he may be compelled to pay in any suit in respect of any matter to which the

promise to indemnify applies.

+  All costs which he may be compelled to pay in any such suit if, in bringing or defending it, he did
not contravene the orders of the promisor, and acted as it would have been prudent for him to act in the

absence of any contract of indemnity, or if the promisor authorized him to bring or defend the suit;

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

authorized him to compromise the suit.
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6S.125, Indian Contract Act, 1872
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«  After the indemnity holder is paid for the damage incurred, the compensator shall have all the rights
to all the methods and services which can save the compensator from the damage.

+« Indemnification can only be done if the loss to the other party is incurred, or if it is certain that the

loss will be incurred.

+ The Indian Contract Act of, 1872 does not provide for the time to commence the liability of the

indemnifier under the contract.

< In Gajanan Moreshwar vs. Moreshwar Madan, (1942),” the Bombay High Court held that if the
indemnified has incurred liability and the liability is absolute, he is entitled to call upon the indemnifier

to save him from the liability and pay it off.

% In Lala Shanti Swarup vs Munshi Singh & Others, (1967)8, the Supreme Court held that a
conveyance which contains a covenant whereby the purchaser promises to pay off encumbrances on the
sold property is nothing butan implied contract of indemnity, whose cause of action arises when actually

indemnified. (Mortgage decree being passed does not amount to actual indemnification).

7(1942) 44 BOMLR 703
8 AIR 1967 SC 1315
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indemnity. In England, indemnity liability arises only when the indemnity holder suffers a loss.
On the contrary, the Indian Contract Act is silent on this matter. This is further discussed below.
The position of the law with respect to the liability of indemnifiers has always been in question
on the point of whether indemnity holders should be indemnified before or after the loss.
Whether the indemnifier can be asked to indemnify the indemnity holder before he has suffered

any loss of goods or money.

An indemnity holder is entitled to be indemnified only after he has suffered a loss under English
common law; until then, there can be no action from the side of the indemnifier. However, this
created problems and difficulties for those indemnity holders who were not capable of managing
the loss on their own. In such cases, the Court of Equity granted relief to the indemnity holders.
It was also provided that the indemnity holder could compel the indemnifier to protect him
against the loss for which he had promised the indemnity.

However, the position in India is not stable. There were differences in the opinions of the high
courts like the Allahabad High Court, the Calcutta High Court, and the Bombay High Court
over the issue of whether indemnity could be claimed before suffering any loss. Where some
courts held that there could be no indemnity until there was an actual loss, others favoured
indemnity holders in such situations. The Bombay High Court, in the case of Ganajanan
Moreshwar v. Moreshwar Madam®, cited the observations of the Court of Equity in England
and held that if the liability is absolute, the indemnity holder can ask the indemnifier to protect
him and pay off the liability. This was also mentioned in the 13th Law Commission Report.1°

9(1942) 44 BOMLR 703
10 Sneha Mahawar and Monesh Mehndiratta, Contract Of Indeminity, ipleader, 1 Feb. 2023
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contract of indemnity begins. However, multiple high courts in India have ruled in this regard:

X He must follow the orders of the promissor;

X He must act as a prudent man would, in case there was no existence of a contract of
indemnity;

X Indemnifier cannot be held liable until any losses are suffered by indemnified,;

X Indemnified can compel the indemnifier to compensate his loss although he has not

discharged his liability.™

DUTIES AND LIABILITIES OF INDEMNIFIER:

It is now well established by various case laws that the liability of the indemnifier arises only
when the indemnity holder has suffered some kind of loss and not before. However, whenever

his liability arises, he has to perform the following duties:

INDEMNIFY ALL DAMAGES:

The indemnifier has a duty to pay for damages suffered by the indemnity holder due to the loss
for which he promised in the contract. The question of whether the indemnity holder suffered
direct or indirect loss is immaterial in this case. It was held in the case of Nallappa Reddi v.
Vridhachala Reddi and Anr. (1914)*? that the duty to indemnify arises as and when the decree
has been passed against him, and he must fulfil his duty and the promise made to the indemnity
holder.

INDEMNIFY THE COSTS:

An indemnity holder can compel the indemnifier to pay for the costs if he did not breach the

terms and conditions of the indemnifier and the contract. In this situation, if the indemnity

11 Sneha Mahawar and Monesh Mehndiratta, Contract Of Indeminity, ipleader, 1 Feb. 2023
12|LR (1914) 37 Mad 270

Page 14 of 30


http://www.ijlra.com/

www.ijlra.com
Volume 2 Issue 7| March 2024

holder proves that there was no fault on his end, the indemnifier has a duty to pay for the costs

ISSN: 2582-6433

that he incurred while reducing the claims. The indemnifier must also compensate the
indemnity holder for all the amounts paid by the indemnity holder during any proceedings in a

case.’?

13 Sneha Mahawar and Monesh Mehndiratta, Contract Of Indeminity, ipleader, 1 Feb. 2023
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STAND IN INDIA

section-124 acknowledges only such a contract as an indemnity contract where there is a
guarantee to save another person from harm that may be incurred by the actions of the promiser
himself or by some other person's conduct. It does not cover a commitment to compensate for
the loss due to human activity not occurring Therefore, the scope of section- 124 does not
extend to an insurance plan. Therefore, if an insurer agrees to pay compensation in the case of
damage by fire under an insurance policy such a policy does not fall under the purview of
section-124. Such contracts are contracts that are valid as contingent contracts as described in
section 31.

In United India Insurance Co. vs. M/s. Aman Singh Munshilal'®>. The cover note stipulated
delivery to the consigner Moreover, on its way to the destination the goods were to be stored
in a godown and thereafter to be carried to the destination. While the goods were in the godown,
the goods were destroyed by fire It was held that the goods were destroyed during transit, and

the insurer was liable as per the insurance contract.

STAND IN EUROPE:

Under English law the term "indemnity" has a far wider sense than the Indian Contract Act
gives it It requires a guarantee to save the pledge from failure, be it caused by human
intervention or some other incident such as an accident and fire. By English law an insurance
contract (other than life insurance) is an indemnity contract Nevertheless, the Life Insurance
plan is not an indemnity plan, since specific factors apply in such a contract For example, a life
insurance policy may include payment of a certain sum of money either upon a person's death

or upon the expiry of a defined period of time (even if the insured person is still alive).

For such a case, there does not arise the issue of the amount of damage incurred by the insured,
or compensation for the same However, even though a certain sum is due in the event of death,

because a person's life cannot be measured unlike property, the entirety of the guaranteed
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14 https://www.legalserviceindia.com/legal/article-4039-contract-of-indemnity-and-guarantee.html

15(1994) 107 PLR 293
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DIFFERENCE BETWEEN CONTRACT OF INDEMNITY AND
CONTRACT OF GUARANTEE

<> There are two parties in a contract of indemnity whereas a contract of guarantee has three
parties.
<> Three contracts exist in contracts of guarantee whereas in contracts of indemnity, there is

just one contract.

< The liability of the indemnifier in the contract of indemnity is primary whereas for a

contract of guarantee the liability of the surety is secondary and the primary liability is of the debtor.

< A contract of indemnity serves the purpose of saving the other party from suffering loss.
However, in a contract of guarantee, the purpose is to assure the creditor that either the contract will be

performed, or liability will be discharged.

0,

R the liability in a contract of indemnity only arises when the contingency occurs while in

the contract of guarantee, the liability already exists.

0,

< the promisor cannot file the suit against third person, in a contract of indemnity, until the
promisee relinquishes his right in favour of the promisor whereas the surety does not require any

relinquishment for filing of suit in a contract of guarantee.®

16 https://www.legalserviceindia.com/legal/article-4039-contract-of-indemnity-and-guarantee.html
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CASE LAWS

Analyzing relevant case laws is crucial for understanding the practical application and
interpretation of the Contract of Indemnity. Here's an in-depth analysis of some significant case

laws:

1) Hornby v. Butterworth?’: In this landmark case, the court established the principle that
for a contract to be considered a Contract of Indemnity, there must be a primary liability between the
parties. The case involved a situation where the defendant undertook to pay a debt owed by the plaintiff
to a third party. The court held that this was not a contract of indemnity since there was no pre-existing
liability between the parties.

2) Gloucester Grammar School Case'®: This historic case illustrates the application of
indemnity in the context of contract law. The plaintiff, a schoolmaster, sued the defendant for failing to
pay him his wages. The defendant argued that he had been discharged from his obligation to pay the
plaintiff's wages due to a change in the school's management. However, the court held that the defendant

was still liable to indemnify the plaintiff for his services rendered.

3) Derry v. Peek!®: This case is significant for its discussion on the interpretation of
contractual terms and the principle of indemnity in the context of insurance contracts. The House of
Lords held that the defendant, who made fraudulent misrepresentations regarding the capabilities of a
tramway system, was not liable to indemnify the plaintiffs for their losses. The case highlights the

importance of establishing the scope and limitations of indemnity clauses in contracts.

4) Eley v. Positive Government Security Life Assurance Co Ltd?°: In this case, the court
examined the enforceability of indemnity clauses within insurance contracts. The plaintiff, a solicitor,
was appointed as the medical officer of the defendant insurance company. However, the defendant later
terminated the plaintiff's appointment. The court held that the plaintiff was entitled to indemnity under

the terms of the contract, despite the defendant's attempt to terminate the agreement.

5) Gallie v. Lee?!: This case provides insight into the interpretation of indemnity clauses
within commercial contracts. The court considered whether an indemnity clause in a contract between a

landlord and tenant extended to cover personal injury claims. The court held that the indemnity clause
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17(1815) 1 M & S 184

18 (1410) Y.B. Mich. 11 Hen. 4, fol. 18, pl. 22
19(1889) 14 App. Cas. 337

20 (1876) 1Ex D 20

21(1968) 2 QB 411
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India examined the scope of indemnity provided by an insurance policy. The court held that the insurer
is obligated to indemnify the insured against third-party claims arising from an insured event, subject to
the terms and conditions of the policy. The case underscores the importance of carefully examining the

terms of an insurance contract to determine the extent of indemnity coverage.

7) General Assurance Society Ltd. v. Chandmull Jain & Co.%: This case involved a
dispute over the interpretation of an indemnity clause in a contract of sale. The Supreme Court
emphasized the need to construe indemnity clauses strictly and held that an indemnifier is only liable for
losses specifically covered by the indemnity agreement. The case highlights the importance of clarity

and precision in drafting indemnity clauses to avoid ambiguity.

8) LIC of India v. Escorts Ltd.?*: In this case, the Supreme Court addressed the issue of
indemnification in the context of a performance guarantee. The court held that the indemnity provided
by a bank to secure a performance guarantee is co-extensive with the liability of the principal debtor.
The case underscores the principle that an indemnifier's liability is contingent upon the occurrence of

the specified event or default.

9) Indian Oil Corporation Ltd. v. Amritsar Gas Service?®: This case dealt with the
interpretation of an indemnity clause in a contract for the supply of goods. The Supreme Court held that
the indemnity provided by the seller to the buyer extends to cover losses arising from third-party claims
related to the quality or fitness of the goods supplied. The case emphasizes the broad scope of indemnity

clauses and their application in commercial transactions.

10) United India Insurance Co. Ltd. v. Orient Treasures Ltd.?®: In this case, the Supreme
Court examined the interpretation of an insurance policy's indemnity clause in the context of a fire
insurance claim. The court reiterated the principle that an insurer's liability to indemnify the insured is
limited to the actual loss suffered by the insured as a result of the insured event. The case underscores

the need for insurers to assess the extent of loss before determining indemnity payments.

11) Union of India v. Raman Foundry?’: This case centered on a contract for the supply of
goods where the buyer sought indemnity from the seller for losses incurred due to breach of contract.
The Supreme Court held that the indemnity clause in the contract should be interpreted strictly, and the
indemnifier's liability arises only upon a breach of contract. The case emphasizes the importance of
clear and unambiguous indemnity clauses in contracts.
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12) National Insurance Co. Ltd. v. Saroj Rani?: This case involved a dispute over the
interpretation of an indemnity clause in a lease agreement. The Supreme Court held that an indemnity
clause should be construed strictly, and the indemnifier's liability is limited to losses directly resulting
from the specified event. The case highlights the importance of defining the scope of indemnity clearly
in contracts to avoid disputes.

These Indian case laws offer valuable insights into the application and interpretation of the
Contract of Indemnity in various legal contexts, including insurance, contracts, and commercial
transactions. Analyzing these cases helps clarify the rights and liabilities of parties involved in
indemnity agreements and provides guidance for drafting and enforcing such contracts

effectively in the Indian legal landscape.

28 (1994) 2 SCC 737
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CONCLUSION

In conclusion, contracts of indemnity play a pivotal role in shaping the landscape of commercial
agreements by providing a robust framework for allocating risk and safeguarding the interests
of parties involved. Through meticulous drafting and negotiation, these contracts delineate the
rights and obligations of indemnitors and indemnitees, ensuring clarity, fairness, and

accountability in the event of unforeseen losses or liabilities.

By defining the scope and limits of indemnification, specifying procedural mechanisms for
invoking indemnity, and addressing issues of mutual or unilateral indemnification, these
contracts offer a level of certainty and predictability essential for fostering trust and stability in
commercial relationships. Moreover, the inclusion of insurance requirements bolsters financial

security and enhances the enforceability of indemnification obligations.

However, it is imperative for parties to approach the drafting and negotiation of indemnity
clauses with diligence and prudence, mindful of legal considerations and potential challenges.
Clear communication, comprehensive risk assessment, and careful consideration of each

party's interests are paramount in achieving equitable and effective indemnity provisions.

In navigating the complexities of contractual agreements, contracts of indemnity serve as
indispensable tools for managing risk, promoting fairness, and mitigating uncertainty. As such,
they embody the essence of collaboration and mutual protection, underpinning the foundation

of successful commercial transactions.
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