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AGREEMENTSAND NOVATION

Subj ect:
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Part IX of the Excise Tax Act (the ETA) and the Regulations made there under
Effective Date:
January 1, 1991 for GST, and April 1, 1997 for HST
National Coding System File Number (s):

11605-1, 11705-1

I ssue

At issueis how to determineif an agreement has been modified, varied or otherwise
materially altered to the extent that the existing agreement is terminated and a new
agreement is entered into and, as aresult, whether novation has occurred.

The scope of this policy isonly to address the principles of novation and is not intended
to determine whether or not, in any particular circumstance, a supply is grandfathered
under transitional rules.

Whether an existing agreement has been terminated and a new agreement entered into
may be relevant when applying the provisions of Part IX of the ETA. However, even if
novation does not occur, amendments to an agreement may still have GST/HST
consequences when applying specific provisionsin the ETA. Additionaly, it may be the
case that a new agreement is created even if the existing original agreement has not been
terminated.

Novation has the effect of replacing an existing agreement with anew one that either
extinguishes a debt or obligation or introduces a new party as debtor or creditor, as the
case may be. Therefore, a novation serves to substantially alter an existing agreement
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and generally provides for anew liability in respect of adebt or the performance of some
obligation, or both. In essence, a novation creates new rights, entitlements and liabilities.

Decision
Whether a novation has come into existence is a question of fact. However, the Canada

Revenue Agency (CRA), on a case-by-case basis and at the request of all parties, will
provide its views as to whether or not novation has occurred.

Discussion

The following text sets out our understanding of the application of law that would apply
to determine whether a novation has occurred, taking into account the nature of novation
and the indicators of novation. It will aso identify certain situations where a novation
may not have occurred.

Deeming Provisions

Before applying the established legal principles of novation to agreements, as examined
below, one must ensure that novation is not deemed by provincial or federal statute to
have occurred or not occurred.

Natur e of Novation

Novation is a process by which:

* Anexisting obligation by one party to another is extinguished because a new
obligation between the same parties has been created and substituted for that
previous obligation;

* Anexisting obligation is transferred from a party to another person who
undertakes liability in respect of the obligation. The former party is discharged
from the liability; or

* A party transfersits claim against another party to anew person. The other party
isthen discharged from its liability to the first party but now has aliability
towards the new person.

Conditional Novation

If the agreement constituting a novation depends upon a condition being fulfilled,
novation takes effect only when the condition is fulfilled. Until that time, the existing
obligation remains unchanged. Should the condition never be fulfilled, the novation
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never occurs. Also if the obligation is extinguished before the condition is fulfilled, the
novation agreement has no effect because there is no longer any obligation to be novated.

An event that is certain to take place is not acondition. Therefore, for example, fixing a
date for payment in the future is not a condition attached to aliability; the liability exists
independently of the due date for payment.

Consent Requirement

The pivotal element of novation is that, at a minimum, there must be consent of the
parties that have continuing rights and obligations which arose under the former
agreement and that remain in effect under the new agreement. Novation may sometimes
also require the consent of a party who's right under the original agreement isto be
relinquished. This consent must also be arrived at even if the parties have only entered
into a new agreement to settle a dispute.

In no case will anovation occur unless the parties who have continuing rights (obligee)
and obligations (obligor) agree to replace an existing obligation, or, in the case of an
introduction of another party, the person to whom an obligation is owed (i.e., the obligee)
accepts the delegated party in place of the original party being replaced. A novation
agreement does not have to be in writing (unless the original agreement was required by
law to bein writing). It can either be implied by the circumstances of the case or inferred
from the conduct of the relevant parties.

Novation may be voluntary through consensus or compromise. Novation may also arise
out of judicial proceedings or at law (i.e., bankruptcy, receivership, etc.). Furthermore,
with respect to an estate of a deceased debtor, unless an administrator, executor or a
personal representative appointed under the deceased person’s last will and testament, or
otherwise by law (e.g. by a court grant of administration where the deceased died
intestate), accepts the estate of the deceased, there cannot be a novation.

I ndicator s of Novation

There are several indicators that must be considered when determining whether a
novation has occurred. The most essential ones are as follows;

Existing Obligation Extinguished / New Obligation Created

* There must be aprior obligation.

An agreement must have existed between at |east two parties that provides for the
performance of some obligation by at |east one of the parties.

* A new obligation must be created.
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The essence of novation is that a new obligation replaces a previous obligation
where the previous obligation is extinguished.

* Theobligations must be different from each other.

In circumstances where no new party is introduced, the obligation to be
performed by either party to the novation contract must be significantly different
to require altering the original agreement. For instance, varying the form, terms
and conditions of an agreement to such an extent that a fresh undertaking is being
concluded and agreed upon between the same parties, would usually result in a
novation.

* The parties must have expressed their intention to novate (except where novation
isinvoluntary, for example, where novation arises out of judicial proceedings).

Clear and unequivocal evidence of the circumstances of the case and the conduct
of the partiesis required before novation will be considered to have occurred.

The evidence must clearly establish anew contract. Asindicated earlier, the
intention of the parties need not be formally expressed or declared, but it should
not be too readily presumed. If there is doubt, the new obligation will not
extinguish the old.

Substitution of a Party to a Contract

The courts have established athree-part test, as follows, for determining if, by the
introduction of athird party to an agreement, a novation has occurred:

1. The new party must assume the complete liability.

As aparty to the new agreement, the new party has to voluntarily accept
its obligation towards the continuing party and the resulting liability and
effects. The new party signing the novation contract and/or the conduct of
the new party towards the continuing party can confirm this.

2. The continuing party must accept the new party in place of the original
party.

The original party will be discharged and novation will occur only if the
new party undertakes the obligation of the original party and the
continuing party agrees to accept him/her in place of the original party.

Generally, a party to an agreement cannot divest itself of its obligations
without the consent of the continuing party.
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3. The continuing party must accept the new contract in full satisfaction and
substitution for the old contract.

Where the continuing party accepts the new contract in full satisfaction of
the old one, the old contract is extinguished, along with any obligation
included in the old contract. Without this happening, a novation cannot
occur.

Effects of Novation

As previously mentioned, the effect of novation isto extinguish a debt or obligation and
to create anew one. Therefore, if one of several parties who have an obligation under an
agreement, jointly and severally contracts a novation, the other parties who had an
obligation are also released from the old obligation. Likewise, if one of several parties
who possesses rights under an agreement contracts a novation, the party who has an
obligation isreleased from liability under the original agreement to the other continuing
parties as well.

Form of Novation

No particular form or formality is necessary to effect a novation, unless a particular
statute or enactment requires a particular form or formality to make novation effective.
Thus, even if the original contract wasin writing and a new verbal contract has been
entered into in substitution for it, there is nothing to prevent novation by means of the
new verbal contract, unlessthe original contract was required to be in writing.

Situations when Novation might not occur

. Extending the time for payment of an existing debt;

. Changing the place of payment;

. Accepting something other than money for the sum due;
. Paying asmaller or larger sum than is due; and

. Paying a higher or alower rate of interest.

Transactions Sometimes Confused With Novation

1. Abandonment means the intention or act of surrendering, relinquishing,
disclaiming, or ceding property or rights. It includes the voluntary relinquishing
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of all rights, titles, claims and possessions, with the intention of not reclaiming
those rights.

Usually, abandonment occurs where an obligee surrendersits rights towards a
particular obligor, dueto the latter’ s financial hardship or such other like
considerations. In determining whether a person has abandoned property or
rights, the person’ sintention is the determining factor.

. Assignment is the transfer of an obligee’ s rights against the obligor to another
person. For instance, consider the case where atransfer is effected without the
participation of the obligor. The obligor’s obligation remains the same. The
obligor also remains liable to the obligee and has no direct obligation to the other
person to whom the obligee has transferred rights. The other person might be the
obligee of the original obligee, such that the latter is not released from its liability
to the other person by the assignment. Even though the original obligee may have
discharged its obligation to the other person, the obligor remains liable for its
original obligation, regardlessif the payments are now to be paid to the other
person.

Assignments may also occur between an obligor and another person, who, under
the instrument creating the assignment, takes on the rights and obligations of the
obligor towards the obligee. In such situations, novation may have occurred if the
obligee releases the original obligor from its obligation and accepts the other
person (i.e., the assignee) in substitution for the latter. For example, a mineral
exploration company A, which isfinanced by C, assignsits mineral exploration
rights to amining conglomerate B. So long as C consents to the assignment,
releases company A from its obligation and accepts in substitution conglomerate
B as obligor, novation has occurred.

. Commitment is an order by an obligor in favour of the obligee made upon athird
person to pay the obligor’s debt to its obligee. Thisis merely a mandate to the
third person to make payment, not to promise payment. Thereis no transfer of
the obligation of the obligor to the third person, nor, if the third person is under an
obligation to the obligor, isthere any transfer of the third party’s obligation to the
obligee.

. Nominee is a person designated to act for another as his or her representative, in a
rather limited sense. A nominee can act for an obligee or an obligor. Thetermis
sometimes used to signify an agent or trustee.

The nominee does not affect the obligor’s obligation to the obligee. For instance,
the indication by an obligee of a person to whom its obligor may make payment
of adebt is merely the addition of a person to whom payment may be made.
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5. Payment by a Third Party in place of the party who has an obligation (obligor), is
atransaction that releases the obligor. Thisis done independently of the existing
obligor, not on the obligor’ s instruction or direction, and possibly, without the
obligor’s knowledge. Although the same obligation remains, there is no novation.
An example would be when athird party gives abank a promissory note for the
payment of the obligor’ s debt, which the bank, as obligee, accepts.

6. Rescission amounts to the unmaking of a contract, or an undoing of it from the
beginning. A rescission can be executed by mutual agreement of the parties, or
by one of the parties declaring rescission of the contract without the consent of the
other if alegally sufficient ground exists. The effect is asif the contract never
existed and as aresult, each party is, in such a case, bound to restore to the other
anything already received.

7. Suretyship introduces a new party in addition to the existing obligor. Two
obligations now exist, that of the principal obligor and that of the surety. The
surety undertakes that the principal obligor will perform the existing obligation,
failing which, the surety will perform the obligation or indemnify the obligee.

Examples
Example A
Facts:
1- A corporation issued a promissory note to BankCo, with respect to an already existing

2-

3-

4-

loan of $100 million dollars.

The promissory note extended the date of the expiry of the loan by 1 year, and
included another party as guarantor of the promissory note.

BankCo accepted the promissory note and agreed to change the terms of the loan, but
at ahigher rate of interest.

The new document was signed by all parties and endorsed by the guarantor.

Decision:

Novation has not occurred.

Rationale:
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According to the facts, the obligation and the parties remain the same. The extension of
the loan does not affect the main obligation to pay the loan of $100 million. In addition,
the extension of time and the increase in interest rate does not alter the obligation. The
guarantor that was added to the note is not a substituted obligor, within the meaning of
novation, as the guarantor is only providing additional security in respect of the original
loan.

Example B
Facts:

1- BankCo granted a $10 million dollar mortgage to Real Co for the purpose of acquiring
acommercial building.

2- RealCo, because of financial difficulty, defaulted in the performance of its obligation
to BankCo.

3- In settlement of the mortgage arrears, Real Co offered to give BankCo a piece of land,
which BankCo accepted on the condition that Real Co pay the mortgage interest
arrears of $7,000.

4- BankCo registered the real estate transaction with respect to the piece of land.

5

BankCo sold the land and applied some of the sale proceeds to the mortgage arrears.
Decision:

A novation has not occurred.

Rationale:

An agreement involving the acceptance of something other than money for the sum dueis
not, in and by itself, anovation. The essence of the transaction of accepting another form

of consideration does not affect the original obligation between BankCo and RealCo. It
ismerely a partial settlement of the original obligation.

Example C
Facts:

1- LeaseCo concluded aten-year lease agreement with CanCo, in respect of a piece of
heavy equipment.

2- LeaseCo, assigns the lease to FinanceCo, effective January 1 the following year.
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3- FinanceCo then informed CanCo that, beginning January 1, the lease payments are to
be sent to FinanceCo.

4- CanCo, with the approval of LeaseCo, subleases the equipment to MineCo. A clause
in the lease agreement provides that CanCo may enter into a sublease agreement with
athird party provided that CanCo first receives approval from LeaseCo.

5- The sublease begins January 1 and is for the remainder of the lease.

Decision:

A novation has not occurred.

Rationale:

For anovation to occur, MineCo would have had to be the substituted obligor of CanCo.

In this case, MineCo has simply become a co-obligor with CanCo. Furthermore, the

assignment of the lease by LeaseCo to FinanceCo does not result in a novation.

FinanceCo does not assume any liability that LeaseCo has under the terms of the lease
and the contractual obligations of L easeCo have not been extinguished.

Example D
Facts:

1

A municipality contracts with an artist to produce a statue of the town’s founder.
2- Before completing the work, the artist dies.
3- Themunicipality holds the artist’s estate liable for the work to be compl eted.

4- His daughter administers the estate of the deceased artist. Her brother, atalented
artist in his own right, agrees to complete his father’ s work.

5- The municipality contracts with the son.

Decision:

A novation has occurred.

Rationale:

In this case, by mutual agreement between the parties, the son is substituted for his

deceased father. Therefore, a new contract has been created and the old oneis
extinguished.
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Example E

1

Company A has a $10,000 cleaning contract with aretailer, Company B.
Company A isunableto fulfill its obligation to Company B.

Company C, aso acleaning contractor, owes Company A $15,000 for work
performed previously by Company A, on behalf of Company C.

Company B has agreed to meet with both Company A and Company C to resolve the
contract difficultiesit is having with Company A.

At the meeting, the parties verbally agreed that Company C will perform the
obligation of Company A.

Decision

Novation has occurred.

Rationale

Company A has delegated Company C to replace it in the performance contract. As
Company B has verbally agreed that Company C will undertake the cleaning contract,
Company B has in effect extinguished Company A’s obligation under the original
agreement. Thus, isthis case, the actions of the parties are clear evidence that a novation
has occurred.

Example F

1-

2-

A landlord has a 5-year |ease with a lessee who is occupying a commercial building.

At the end of the second year, the lessee wants to | ease space in another commercial
property and wants to assign the current leasehold interest to athird party.

An assignment agreement is entered into between the lessee and the third party, with
the approval of the landlord.

Under the terms of the assignment agreement, the landlord’ s assent to the leasehold
interest assignment does not discharge the lessee of its obligations under the lease in
the event of abreach by the assignee.

Decision
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Novation has not occurred.
Rationale
Although an assignment of the leasehold interest has been agreed to by all parties, the

lessee, under the terms of the original lease agreement is not discharged, a necessary
condition for novation to have occurred.



