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NOVATION OF CONTRACTS
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ABSTRACT:
This research study aimed to analyze the concept of novation of contract in India and

internationally, its legal framework, potential benefits and risks, factors influencing the
decision to opt for novation, the role of legal advisors in the novation process, and practical
recommendations for managing novation in different contexts. The study reviewed relevant
legal provisions in India, UK, and US, and analysed case law to identify key issues and
challenges associated with novation. The findings suggest that novation can be a useful
mechanism for modifying contractual obligations, but requires careful consideration of legal
requirements and potential implications for different stakeholders. The study recommends the
adoption of standardized contract templates and procedures, improved communication and
collaboration among parties, and greater awareness and education among legal advisors,
project owners, and contractors. The study contributes to the literature on novation by
providing practical insights and recommendations for managing the novation process

effectively and efficiently in various contexts.
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HISTORICAL BACKGROUND :

The concept of novation of contract stems from the Roman legal tradition, where "novatio™
referred to the substitution of a new debt for an existing one. The idea was that the parties
could agree to replace an old debt with a new one, either to discharge or modify the terms of
the old debt. This concept evolved over time into a more general principle of contractual
substitution, in which the parties could agree to substitute a new contract for an existing one,
effectively discharging the original contract and replacing it with a new set of obligations.?
The concept of novation of contract has been recognised and codified in various legal systems
around the world, including common law and civil law jurisdictions, in modern times. In
common law countries such as the United Kingdom and the United States, novation is
generally understood to require the consent of all parties involved, as well as the termination

of the original contract and the formation of a new one. In contrast, civil law systems may

! The author is a student of law at Kirit P. Mehta School of Law, NMIMS University.
2 Lau, K. H. (2022). Novation and advance consent. The Cambridge Law Journal, 81(3), 581-609.
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permit partial novation, in which certain obligations under the original contract are transferred
to a new party while the original contract remains in force.

Novation of Contract has become increasingly common in complex projects such as joint
ventures, public-private partnerships, and infrastructure projects, where multiple parties with
varying interests and risks must be managed. Novation allows one party to transfer contractual
obligations and risks to another, potentially lowering legal and financial risks and improving
project outcomes. However, the practical aspects of managing novation agreements in various
project contexts are poorly understood, and more research on best practises and challenges

associated with novation is required.®

LEGAL PROVISIONS:

(A) Domestic Provision:

Section 62 of the Indian Contract Act of 1872 governs novation. Section 62 is based on the
principle that those who create something also have the ability to eliminate it. Section 62 of
the Indian Contract Act of 1872 states that when contracting parties wish to terminate a
contract, they may: replace it with a new contract; rescind it; or modify it. Novation is the
process by which a new contract replaces an existing one between the same parties or between
different parties. The crucial point is that a new contract replaces the old one, thereby
discharging the old contract. Novation includes the following components:

« Parties must be in agreement with one another.

* The original contract must not have been violated.

* The new agreement must be legal and enforceable.

« The parties are no longer bound by the prior contract following novation.*

(B) International Provisions:

» Under UK law, the legal framework for novation is largely governed by common law
principles, although there are some statutory provisions that may apply in specific
contexts. Section 62 of the Law of Property Act 1925 provides that a contract may be
varied, rescinded or discharged in the same manner as it is enforceable by law. This

provision has been interpreted by English courts as recognizing the validity and

3 Sharma, A. (2021). Novation of Contracts: Concept, Legal Requirements and Case Laws. SSRN.
https://doi.org/10.2139/ssrn.3820275
% Indian Contract Act, 1872, § 62
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enforceability of novation agreements, which allow parties to substitute a new contract
for an existing one, with the effect of discharging the original contract and replacing it

with a new set of obligations.®

« Under US law, novation is generally recognized as a legal concept that allows parties
to substitute a new contract for an existing one, with the effect of discharging the
original contract and replacing it with a new set of obligations. The legal framework
for novation is largely governed by common law principles, although there may be
some statutory provisions that apply in specific contexts. Section 2-210 of the Uniform
Commercial Code (UCC) provides that a contract may be modified or terminated by
agreement of the parties, and that such agreement may be in any form that is sufficient
to show agreement, including conduct. This provision has been interpreted by US
courts as recognizing the validity and enforceability of novation agreements, which
require the consent of all parties involved and the creation of a new and distinct

contract.®

ROLE OF JUDICIARY:

1. Lata Construction v. Rameshchandra Ramniklal (2000)

Facts: The defendant had commissioned the plaintiff to construct a flat in India. They entered
into an agreement, and the defendant made the due payment and asked for possession of the
flat. However, the plaintiff did not comply, claiming that the flat was not ready. When the
defendant returned, they found that the flat was locked and had a plaque on it which read
‘Indira Joshi.” The parties entered into a fresh agreement where the plaintiff would compensate
the defendant through monetary means. However, the plaintiff did not honour either of the
agreements.

Issue: Whether the old rights in the old contract were completely extinguished and substituted
by a new contract, i.e., whether there was a valid novation.

Judgement: It was held that when only a part of the contract is changed and the new contract
is so inconsistent with the old contract that they cannot stand together, then there is no good
novation. The old rights in the old contract are not completely extinguished and substituted by
a new contract in such cases. The Court found that the new agreement in this case did not

constitute a valid novation, as the parties had not intended to discharge the old contract but

® Law of Property Act, 1925, c. 20, § 62.
® Uniform Commercial Code § 2-210 (Official Comment) (Am. Law Inst. & Unif. Law Comm’n 2019)
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had merely sought to modify it. As a result, the defendants were entitled to claim the benefits

of the original contract.”

2. CITI Bank N.A. v. Standard Chartered Bank (2004)

Facts: Standard Chartered Bank issued a letter of credit in favor of a beneficiary, and Citibank,
N.A. confirmed the letter of credit. However, Standard Chartered Bank subsequently
transferred the credit to another bank, and Citibank was not notified of this transfer.

Issue: Whether the transfer of the letter of credit by Standard Chartered Bank to another bank
amounted to a novation of the contract between Standard Chartered Bank and Citibank.
Judgement: Novation cannot be brought about unilaterally, and requires the consent of all
parties involved. The transfer of the letter of credit did not constitute a novation of the contract
between Standard Chartered Bank and Citibank, and Citibank remained liable under the terms

of the original contract.®

RECOMMENDATIONS:

To improve the novation of contract process it is important to ensure that all parties involved
in the novation process fully understand their rights and obligations under the new contract
and that they are aware of the potential risks and benefits of novation. This can be achieved
through more comprehensive communication and negotiation between the parties, as well as
the provision of legal advice and guidance from experienced professionals. Second,
standardization of novation contract templates and procedures can be introduced to promote
consistency and efficiency in the novation process. This can help to reduce the time and costs
associated with novation, while also ensuring that all legal requirements are met. Finally, the
role of legal advisors in facilitating the novation process should be emphasized, and best
practices and strategies for effective legal representation should be identified and disseminated

among legal professionals.

CONCLUSION:
In conclusion, the novation of contract is an important legal concept that allows parties to

modify or transfer their obligations under an existing contract. This study aimed to explore the
legal framework and practical implications of novation in different contexts. Through a
comprehensive review of the relevant legal provisions and case laws, as well as an analysis of

the factors influencing the decision to opt for novation, this study has identified the potential

7 Lata Construction v. Rameshchandra Ramniklal, (2000) 2 SCC 39 (India).
8 CITI Bank N.A. v. Standard Chartered Bank, [2004] EWHC 2687 (Comm).
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benefits and risks of novation for various stakeholders. Moreover, the study has provided
recommendations for managing the novation process effectively, including the need for clear
and transparent communication, adequate legal representation, and standardized contract
templates and procedures. Overall, this study contributes to a better understanding of the
novation of contract and its role in facilitating commercial transactions and promoting

economic development.
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