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Dear clients and friends,

 

In this March edition, we would like to share with you a significant part of business and commercial dealings
which is the validity of a contract or the lack of it if not careful. Depending on how we conduct our
negotiations, many of us would find ourselves in a quagmire if we are not careful, hence the title of the article
suggests. I would also like to take the opportunity to share with you my recent trip to Casablanca, Morocco
where MRCO was involved in discussions exploring the inaugural Sukuk issuance in Morocco. Being a
predominantly Muslim country with almost 100% Muslims, it is poised to become a potential Islamic finance
hub for North Africa. With its rustic charms akin to the movie “Casablanca”, it is a land of many promising
opportunities and hopefully will be able to realise its ambitions especially with the opening of a first Islamic
bank sometime this year. I will keep you posted of the many interesting developments to come, live from
Casablanca.
 
Yours truly,
Mohamed Ridza
Managing Partner
Mohamed Ridza & Co
Kuala Lumpur, Malaysia   

03/2016

SIGNED, SEALED, DELIVERED – THE ART OF MAKING SURE

Signed. Sealed. Delivered. That’s what an agreement ought to be - or so we think. Since the landmark case
decided by the Supreme Court in 1994, Ayer Hitam Tin Dredging Malaysia Bhd v YC Chin Enterprises Sdn
Bhd[1], the courts in Malaysia have since set out principles to be applied in cases where correspondences
are made “subject to contract” or “subject to preparation and approval of a formal contract” and other similar
expressions so as to conclude whether or not there exist valid and binding contracts between the parties
even though formal agreements have yet to be signed. We believe that many organisations are familiar with
such correspondences and this month’s newsletter aims at giving several insights as to what sort of
language used in such correspondences that would create legal relationship between the corresponding
parties.

The case of Ayer Hitam Tin Dredging is a good example to illustrate a scenario that would typically occur in
the area of construction. In this case, a contractor had exchanged several correspondences with an
employer of a housing project for the development and construction of low-cost houses and shop-houses in
Selangor. In one of the letters, the employer had stipulated, amongst others, that the terms and conditions in
the letter were to be “constituted in the form of an agreement and that appropriate indemnity clauses in
favour of the employer in respect of material defects in site work...be incorporated in the said agreement”.
Relying on such letter, with the knowledge but not at the request of the employer, the contractor proceeded
to engage building professionals and commenced preliminary works on the project site. After several
negotiations, no agreement was executed and a dispute arose.

Now, do the above seem familiar? If the answer to that question is affirmative, the next question that one
might ask would be – does the content of the said letter embody any contractual obligations between the
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parties?

The Supreme Court held that when an arrangement is made “subject to contract”, it will generally be
construed to mean that parties are still in a state of negotiation and do not intend to be bound unless a
formal contract has been executed by the parties. Cliché as it may sound, every general rule has an
exception and the exception to this principle is that only in extraordinary circumstances would the “subject to
contract” clause forms a binding contract between the parties.

How then did the Supreme Court decide upon this issue? The Supreme Court had applied the objective test
where it questioned itself as to what would the intention of reasonable men be if they were in the shoes of
the parties of the alleged contract. Guided by the facts that there were several essential terms which
remained to be settled between the parties and that the letter contained a vital qualifying clause i.e. that the
letter is subject to the inclusion of appropriate indemnity clauses in favour of the employer, the Supreme
Court had concluded that the letter did not constitute a contract binding in law but was only a record of terms
which ought to form the basis for a contract to be drawn up.

Such letter may aptly be called as a Letter of Intent. A Letter of Intent, as described in Regalia Knitting Mills
Ltd[2] is an expression in writing of a party’s present intention to enter into a contract at a future date and
save for exceptional circumstances, can have no binding effect. In other words, because the letter
forwarded by the employer insisted for the inclusion in an agreement of a particular clause, the terms of
which have not been stipulated outright in the said letter, the said letter cannot therefore create any contract
as parties are still in the state of negotiations.

Another typical scenario of when “subject to contract” letters are exchanged may well be found in a sale and
purchase arrangement and the case of Charles Grenier Sdn Bhd v Lau Wing Hong[3] illustrates the principle
behind such transaction comprehensively.

In this case, a registered proprietor of two shop houses intended to sell the said shop houses to a particular
purchaser. The negotiations were communicated by exchange of letters between the estate agent
representing the proprietor and the purchaser’s solicitors. The estate agent had written in its letter that its
client offers to sell the shop houses at a price of RM450,000.00 and stipulated that if the offer was accepted,
a deposit of 10% was to be paid by a certain date and that the balance purchase price be paid within three
months from the date of execution of an agreement. The purchaser’s solicitors then responded that its client
accepted the offer and enclosed a cheque being payment of the deposit and additionally reiterated the
terms and conditions set out in the estate agent’s letter. The counsel for the proprietor contended that there
was no concluded contract on the premise that the agreement to sell the shop houses was subject to
contract which he said showed that parties were still negotiating.

Did the Federal Court agree to this contention? Whilst the Supreme Court in the Ayer Hitam Tin Dredging’s
case has decided that there was no binding contract between the contractor and the employee, the Federal
Court in this case has decided otherwise, given that parties to the sale and purchase transaction have been
identified sufficiently, so too the property, the price and essential terms. The Federal Court in this case had
referred to the judgment in Masters v Cameron[4] in which it stated that “subject to contract”
correspondences may belong to three classes:

One is where the parties have agreed to the terms of their bargain in totality and intend to immediately be
bound by them but at the same time propose to have the terms restated in an agreement. Secondly, parties
have completely agreed on the terms of the bargain and intend no departure therefrom but have made
performance of the terms subject to the execution of a formal contract. Thirdly, parties’ intention is not to
make a concluded bargain at all unless a formal contract is executed.

In each of the first two cases, there is a binding contract between the parties. It goes to show that in the end,
the deciding factor as to whether the correspondences exchanged exemplify the creation of a contract is the
parties’ intention as to the extent they wish to bind one another.

At present, the coming into an era of technological growth sees that correspondences come in many forms.
The Courts in this day and age are not hesitant to use correspondences that are exchanged via electronic
mails as in the case of Deutsche Bank (Malaysia) Bhd v MBF Holdings Bhd & Anor[5] and the English case,
Proton Energy Group SA v Orlen Lietuva[6]. For example, in the case of Proton Energy Group SA, Proton
had vide email, offered to sell crude oil mix to Orlen whereupon, after a series of emails, Orlen then replied
“Confirmed”. Two weeks thereafter, Orlen then wrote to Proton to withdraw from negotiations. The UK High
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Court held that pursuant to the email sent by Orlen, a contract was concluded between the parties and
Orlen was ordered to pay damages to Proton.

Exchanging a trail of emails is not unusual in the running of the day-to-day operations of many organisations
and thus we cannot emphasise enough as to the importance of making points clear in such emails that
these emails are “subject to contract” and that there are terms that have yet to be ascertained by the parties
which ought to be incorporated in a formal contract, if such is the intention of the parties, so as to avoid
parties to be bound by contract if it is not the initial intention of the parties when communicating with one
another.

Although we have only narrated two varying areas in which the “subject to contract” clauses were applied,
we believe that the deciding factors in the two cases are essential and should be observed particularly
where a unit or department in an organisation exchange emails and letters with third parties on a daily basis
to negotiate on a particular contract on behalf of such organisation. Do consider this when ascertaining
whether or not the “subject to contract” correspondences create legal relationship between the parties –
what is the parties’ approach when exchanging “subject to contract” correspondences? If the parties insist
that the execution of an agreement is, in fact, a condition of the negotiation, there is therefore no
enforceable contract because the law does not recognise a contract to enter into a contract. However, if an
agreement is a mere expression of the desire of the parties as to the manner in which the transaction
already agreed to will, in fact, go through then there is already a binding contract and reference to a formal
contract may be ignored.

How essential is it then for an agreement to be signed, sealed and delivered? We’ll let you ponder on this.

Putri Nurul Ain Mohd Adzmi
Senior Associate
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This publication is for general information purposes only. It does not purport to provide comprehensive full legal or other
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