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Yazbeck, Marielle Brisbois, Ruwendika deSilva and Michael Lee Zamora with the South Texas College of Law Houston. Please
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I also encourage you to contribute to our Journal by submitting article(s) for review and possible publication. We also welcome
and encourage our readers to submit feedback regarding this issue.

Sadly, the Section lost 2 of its past chairs in 2020: Bob Myers of Dallas and Bob Wachsmuth of San Antonio. Bob Myers was
the section’s 3 chair, serving from 1991-92, and received the Section’s Pioneer Award in 2014. Bob began his legal career in the
United States Air Force JAG corps and concluded it as manager of Jones Day’s worldwide construction practice. As one of his
partners has said, “Bob was a giant of a person”.

Bob Wachsmuth followed Bob Myers as the Section’s 4" chair, serving from 1992-93. Bob was a Captain in the United States
Marine Corps and served as a JAG Officer. Bob’s areas of practice included construction, of course, as well as business litigation,
ADR, and antitrust. He has been described as “Brave and courageous as a Marine. Tough and detailed as a lawyer.”

We thank each of them for their leadership, their example, and their commitment to the law. They are missed.

Please contact me with any questions, suggestions, or thoughts about Construction Section events and programs as we continue
to work for the benefit of our members.

Best Regards,

Laird E. Lawrence

Lawrence Arbitration
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William W. Allensworth
Allensworth & Porter, L.L.P

We are proud to present this latest edition of the Construction Law Journal to our readers. The Journal provides insight on
current and compelling topics in the construction law field. The articles in this issue of the Construction Law Journal address
timely issues relating to freedom of contract in uncertain times, like COVID. We hope you find the articles as compelling as we

did.

In Engineering, Procurement, and Construction Contracts in Texas: Key Provisions, Issues, and Pitfalls, authors Amy K. Wolfshohl
and Cornelius M. Sweers provide a deep breakdown of EPC projects and contracts, along with a comprehensive assembly of
practical tips and contracting suggestions for owners and EPC contractors. If you are around EPC projects, this is a must-read
article.

The Force Majeure Doctrine and Standard Construction Form Contract Provisions: Revisiting an Old Contract Provision During These
Uncertain Times, by Matthew S. C. Moore and Cornelius E “Lee” Banta, Jr., takes force majeure clauses, and attendant Texas
law, down to its studs. This timely article also addresses specific force majeure provisions in the AIA, EJCDC, AGC, and DBIA
contract forms and will provide practitioners the information they need to assert and defend against delay claims in the new
paradigm that the pandemic thrust all of us, and our clients. The paper will help those engaged in delay disputes, and drafting
around future ones, alike.

Jonathan Miles, in Freedom of Contract and its Limits: Selected Issues for the Construction Industry, persuasively resolves the tension
between the Supreme Court’s most recent affirmation of its commitment to freedom of contract in Energy Transfer Partners and
existing limits on that freedom, especially in the construction context. Jonathan’s historical treatment on contract law will provide
a lasting and valuable resource for construction lawyers regardless of which side of contractual freedom your clients land.

Finally, we are thrilled to introduce the Journal’s first student note, Construction Ahead, Expect Delays on Governmental Immunity,
by student editors, Krystal Ann Joseph, Elias Yazbeck, Marielle Brisbois, Ruwendika deSilva and Michael Lee Zamora. In it they
dive deep into the Supreme Court’s recent, monumental Austin Bridge case, addressing every nook and cranny of the holding as
well as its practical implications. If your practice is affected by governmental immunity or arbitration, please pay close attention
to that important case, and this note.

As always, we solicit all feedback and encourage submission to the Journal of article(s) for review and possible publication. The
Journal strives not only to educate on what the law of construction s in Texas, but also to inform what it should be, and we
hope that you will consider contributing to that endless endeavor. As we cannot do it alone, the editors encourage you to direct
articles, suggestions, comments, or questions to the following addresses. Thank you for reading.

Allison J. Snyder William W. Allensworth

Porter Hedges L.L.P. Allensworth & Porter, L.L.P.
1000 Main Street, 36th Floor 100 Congress Avenue, Suite 700
Houston, Texas 77002 Austin, Texas 78701

(713) 226-6622 - Telephone (512) 708-1250 - Telephone
(713) 226-6222 - Facsimile (512) 708-0519 - Facsimile

Email: asnyder@porterhedges.com Email: wallensworth@allensworth.com




BY:

AMY K. WOLFSHOHL®! & CORNELIUS M. SWEERS®

1.

Nl

Engineering, procurement, and construction (“EPC”)
contracts are commonly used in the construction of large
infrastructure and energy projects, such as ports, airports,
power plants, refineries, petrochemical plants, and oil-
storage terminals. Unlike the typical design-bid-build

Large energy and infrastructure projects are particularly
suited to EPC contracts. One reason is such facilities
typically have objective performance criteria, such as
generation capacity for a power plant or storage capacity
for a crude-oil terminal, that can be translated into the
contractual design basis. Instead of providing a set of
plans and specifications generated by an architect, in
an EPC arrangement the owner typically provides the
performance requirements that the facility has to meet
and the EPC contractor in turn designs the facility to meet
those performance requirements. Also, aesthetics are low
on the priority list when developing industrial projects so
owners generally are willing to cede this design role to

ENGINEERING, PROCUREMENT, AND CONSTRUCTION
CONTRACTS IN TEXAS: KEY PROVISIONS, ISSUES AND
PITFALLS

I.

INTRODUCTION - WHAT IS AN EPC CONTRACT? A can be put out to bid. Another reason owners turn to the
EPC model is that coordinating the various moving parts
of the design and construction of such large projects is a
challenge, and owners often prefer to hire a single “one-
stop shop” EPC contractor with experience in delivering
such complex projects.

construction arrangement where the owner contracts From the owner’s perspective, a key purpose of EPC
with separate firms to design and construct a project, the contracts is to shift the risk of integrating project design,
key distinguishing feature of an EPC agreement is that engineering, procurement and construction from the
it bundles all or some of the project design, engineering owner to the EPC contractor. An EPC contractor tends
and procurement of materials and equipment, and to have little room to complain to the owner about
construction of the facility, with a single EPC contractor. design or engineering changes in project drawings or late-

delivered equipment, because the EPC contractor is the
one responsible for preparing the drawings, procuring
the equipment, and constructing a finished project.
EPC contractors of course do not assume these risks for
free. Thus, the disadvantage of EPC contracts from the
owner’s perspective and potential advantage from the
contractor’s perspective is that they tend to include a
higher risk premium built into the contract price than
one would find in a typical design-bid-build contracting
arrangement.’ In return for the higher risk premium, the
owner (at least in theory) tends to gain greater certainty
regarding the project’s schedule, cost, as well as additional
options for project financing.*

the contractor in return for other benefits. By contrast, When drafting or negotiating an EPC contract, while there
in commercial or residential projects, aesthetics are an is much in common with other types of design-bid-build
important consideration and the owner/developer usually construction contracts, there are significant differences
wants input and the final say on what the finished product that need to be kept in mind. The purpose of this article is
looks like. Consequently, owners and developers play a to highlight key issues, pitfalls, and provisions to be aware
greater role in the design stage of such projects and tend of when drafting or negotiating an EPC contract, with
to engage architecture firms to prepare the “design basis” a focus on Texas law.” Section II of this article provides
of the facility in the form of plans and specifications that \] an overview of the core EPC contract components of

Amy Wolfshohl is certified by the Texas Board of Legal Specialization in Construction Law and is a construction partner in Porter Hedges LLP’s
Houston office. She represents clients in analyzing risk and resolving problems in connection with highly complex construction transactions, with an
emphasis on industrial construction, energy construction, commercial construction, and EPC contracts, as well as all areas of construction litigation.
Ms. Wolfshohl graduated magna cum laude from the University of Houston Law Center. Before practicing law, Ms. Wolfshohl was a project engineer
for general contractors in Texas and California.

Cornelius Sweers is a construction litigation associate in Porter Hedges LLP’s Houston office. He advises clients on a wide range of construction matters
and disputes including contract negotiation, lien issues, delay claims, and construction defect claims. Mr. Sweers graduated with highest honors from
the University of Texas School of Law in 2016.

Dr. Patricia D. Galloway, The Art of Allocating Risk in an EPC Contract to Minimize Disputes, 38 Construction Law. 26, 27 (Fall 2018).

Id.; see also Damian McNair, EPC Contracts in the Power Sector, DLA Piper Asia Pacific Projects Update at 3—4 (2012).

Nothing in this article should be understood to represent or constitute legal advice, and parties should consult their own legal counsel when drafting
or negotiating EPC contracts. In addition, several sample contract provisions are presented in this article as illustrations and examples of the concepts
discussed. These provisions have been simplified for purposes of this article.
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engineering, procurement, and construction. Section IIT
of this article addresses key contract provisions and issues
to consider when negotiating or drafting an EPC contract.
Section IV of this article addresses EPC-specific lien and
bond issues and considerations under Texas law. Finally,
Section V addresses alternative security for EPC contracts.

ITI. UNDERSTANDING THE CORE E, P, AND C
COMPONENTS OF THE EPC MODEL

A. Engineering

Unlike a traditional construction contract, a true EPC
contractexplicitly places some or all the design/engineering
responsibility on the EPC contractor. To achieve this
intended result, the EPC contract should expressly address
key design and engineering issues. These include the scope
of work for design/engineering, the extent to which the
owner or contractor is responsible for the facility’s design
basis, the standard of care for design/engineering services,
and warranties on design/engineering services.

1. Scope of work for engineering

The “design basis” is typically found in larger EPC
agreements where the engineer has full design responsibility
or the project is more complex. The design basis usually
lists the applicable codes, statutes, regulations, and overall
project requirements. Project requirements include the
essential purposes of the facility (i.e., how many barrels
per day of crude a facility is designed to process, what type
of petrochemicals are stored in a tank, how petrochemicals
are stored, and the type of bags to be processed in a facility).
In some instances, the design basis is not contractual. The
design basis may be created before the EPC agreement or
during the project. The attorney assisting with an EPC
contract should inquire as to whether a design basis exists
and attempt to facilitate a discussion with the client’s
technical team as to whether it should be incorporated
into the agreement. In litigation, frequently the original
assumptions in the design basis form the largest claims.
(For example, the dispute may rest on one project
participant’s failure to identify the relevant technical code
that applies under given project conditions.) If the design
basis is not contractual, a possible ambiguity may exist
regarding whether the requirement was intended to be
incorporated into the agreement.

Depending on the nature of the project, the owner, EPC
contractor, or both, may be contractually responsible for

the contents of the design basis. Joint responsibility may
be appropriate in some cases where the owner is more
sophisticated, more familiar with the site conditions or
permitting, or is designing portions of the facility. For
example, if the owner controls the permit process and
the permit dictates which codes apply, the contract could
potentially allocate responsibility for the design basis
jointly to the owner and EPC contractor. Alternatively,
the EPC contractor may require the owner to approve the
design basis where appropriate before moving to more
detailed design documents.

Industrial and petrochemical facilities are rarely
constructed entirely by the same contractor. As a result,
it is important for the EPC contractor and owner to
delineate the scope of work, which may be less obvious
than in commercial construction. At times “battery”
limits are discussed in EPC agreements to delineate a
contractor’s responsibility for design and construction.
The terms Inside Battery Limits (“ISBL”) and Outside
Battery Limits (“OSBL”) are often used, but ambiguity
is created through these terms as there is not necessarily
an accepted way to define which portions of the facility
are ISBL. The EPC’s scope documents should spell out in
some way such responsibility to remove ambiguity.

In connection with many EPC agreements, the
engineering piece is limited to engineering unrelated to
the process design. For example, a cryogenic gas processing
facility may include a cryogenic kit that is designed and
manufactured by a third party who owns the process
design. However, engineering of the pipes and vessels
and ancillary pieces of the facility, which are typically
mechanical design, may still be necessary. If the EPC is
only responsible for mechanical design, design provisions
should delineate these partial design responsibilities
(perhaps in a definitional way) so that the EPC contractor
is not unwittingly accepting responsibility for others
design. Keeping in mind that under Texas law as of the
date of this article, the Lonergan case and subsequent cases
require the contractor to expressly disclaim responsibility
for design, otherwise the contractor may bear the risk of
design defects and errors.®

Senate Bill 219, however, may alter the application of
Lonergan to construction contracts should it become law.
S.B. 219 provides that the Contractor “is not responsible
for the consequences of defects in and may not warranty
the accuracy, adequacy, sufficiency, or suitability of

Lonergan v. San Antonio Loan & Trust, Co., 104 S.W. 1061, 1065-66 (Tex. 1907); Interstate Contracting Corp. v. City of Dallas, 407 E3d 708, 720-21,

726 (5th Cir. 2005); El Paso Field Services, LP v. MasTec North America, Inc., 389 S.W.3d 802, 811 (Tex. 2012); Amy K. Wolfshohl, Never Can Say
Goodbye: Lonergan Reaffirmed by Texas Supreme Court 100 Years Later, at 7-8, Presented to the 28th Construction Law Conference, San Antonio, Texas

(2015).
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plans, specifications, or other design or bid documents A members of the profession would exercise under similar
provided to the contractor by: (1) the person with whom circumstances.”"! Contracting for professional services
the contractor entered into the contract; or (2) another can give rise to this common law duty by the professional
person on behalf of the person with whom the contractor under Texas law,'* and common form design contracts,
entered into the contract.”” S.B. 219 would require the such as the American Institute of Architects form, often
Contractor to disclose known defects in the plans and restate this common law standard of care."

specifications within a reasonable time.* However, S.B. 219
exempts contracts for construction or repair of a “critical
infrastructure facility” as defined by Section 423.0045
of the Texas Government Code, and further states that
critical infrastructure facilities include (1) “pipelines and
pipeline appurtenances or facilities,” and (2) “facilities
used to manufacture or produce transportation fuels and
similar products[.]” S.B. 219 further exempts “involved
contractor contracts —defined as contracts where “a
single contractor agrees to: (A) construct, repair, alter,
or remodel an improvement to real property; and (B) be
responsible for the development of plans, specifications,
or other design or bid documents used by the contractor
to construct, repair, alter, or remodel the improvement.”'°

For EPC contracts with respect to engineering/design
services, the common law standard of care is typical.
Nevertheless, some owners may wish to go further than this
common law standard and negotiate for a contractually
heightened “best” or “highest level” standard of care.
While this may provide additional contractual protection
to the owner,' it carries a potentially unintended risk.
Design and engineering professionals typically carry
professional liability or errors and omissions policies to
insure against professional negligence claims based on
the common law standard of care. However, such policies
often contain exclusions for contractual liability beyond
professional practice, and no cases have been found under
Texas law addressing whether professional liability/errors

Id. - . . .

and omissions coverage is available to cover claims for
As aresult, if S.B. 219 becomes law as is expected, it would breach of a contractually heightened standard of care. As a
overrule Lonergan and its progeny in many but not all result, including such a “highest” or “best” standard in the
instances. Key instances where S.B. 219 would probably contract may have the unintended effect of contracting
not apply by its own terms include (1) “full wrap” EPC the parties out of otherwise available errors and omissions
contracts and (2) construction contracts for pipelines coverage.

and petrochemical facilities (if such facilities meet the
fairly broad definition of a “critical infrastructure facility”

3. Engineering warranty

articulated in S.B. 219). While design professionals often refuse to give warranties

on their services in standalone design or engineering
agreements due to the lack of professional liability

2. Standard of Care

Another crucial design/engineering issue to consider coverage, EPC contracts are somewhat different in that
with respect to EPC contracts is the standard of care for the typical purpose is to produce a project that meets
design/engineering services. Under Texas law and the law certain performance guarantees. For this reason, from
of most common law jurisdictions, design professionals the owner’s perspective it is important to make sure that
such as architects and engineers are held to a common the warranty provisions of the EPC contract are broad
law standard of care, i.e. the duty “to exercise the degree enough to include engineering services. For example, the
of care, skill, and competence that reasonably competent v parties could use the following warranty clause:

7. Tex.S.B. 219, 87th Leg., R.S. (2021).

8. Id

9. I

10. 7d.

11. E.g, Collective Asset Partners, LLC v. Schamburg, 432 S.W.3d 435, 441 (Tex. App.—Dallas 2014, pet. denied). However, at the time this article was
published, the Texas House and Senate had passed (but the Texas Governor had not yet signed, vetoed, or otherwise allowed to become law) Senate
Bill 219, which contains a new statutory standard of cares for architectural or engineering services. See Tex. S.B. 219, 87th Leg., R.S. (2021). S.B. 219
provides that “[a] construction contract for architectural or engineering services or a contract related to the construction or repair of an improvement
to real property that contains architectural or engineering services as a component part must require that the architectural or engineering services be
performed with the professional skill and care ordinarily provided by competent architects or engineers practicing under the same or similar circumstances
and professional license.” /4. It further provides that contract provisions establishing a different standard of care are void and unenforceable. /4.

12. E.g, Averitt v. PriceWaterhouse Coopers, LLP, 89 S.W.3d 330, 334 (Tex. App.—Fort Worth 2002, no pet.).

13. See, e.g., AIA Document B101 — 2017 § 2.2, available at https://help.aiacontracts.org/public/wp-content/uploads/2020/12/AIA-B101-2017-sample.
pdf. (“The Architect shall perform its services consistent with the professional skill and care ordinarily provided by architects practicing in the same or
similar locality under the same or similar circumstances.”).

14. As noted in a preceding footnote, S.B. 219, if it becomes law, would void contractual standards of care that deviate from S.B. 219’s statutory standard

and replace such provisions with S.B. 219’s statutory standard. See Tex. S.B. 219, 87th Leg., R.S. (2021).
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Warranty.  Contractor  represents
and warrants that the Work will: (i)
be carried out consistent with the
generally accepted practices, methods,
skill, care, techniques, and standards
employed by experienced and skilled
engineers and contractors with respect
to the engineering and construction of
work or facilities, or portions of work
or facilities, like the Project described
in the Agreement; (ii) conform to the
Agreement, Drawings, Specifications,
Applicable Codes and  Standards,
Applicable Law, and the Performance
Guarantees; and (iii) be carried out in a
good and workmanlike manner.”

In addition, it is important to make sure that the
contractual definition of the “Work” includes engineering
services. Otherwise, warranties like the above clause may
not extend as far as intended. Use of this type of warranty
clause that includes a warranty for the EPC contractor’s
engineering services has the further benefit of reducing
disputes over whether a particular issue is a matter of
construction or engineering services. EPC contractors
should be aware that professional liability coverage may
not exist for accepting such responsibilities and try to
limit warranties to that which is consistent with coverage.
From any owner’s perspective, regardless of whether
coverage exists, it is more reasonable for the engineer to
take this responsibility than the owner given the purpose
of the agreement.

B. Procurement

Another important issue the EPC contract must address is
the extent the EPC contractor is responsible for procuring
materials and equipment for the project. With respect
to procurement, EPC contracts tend to come in two
varieties: (1) “curnkey” or “full wrap;” and (2) and “partial
wrap.”'® In “turnkey” or “full wrap” EPC contracts,
the EPC contractor is responsible for procuring all
equipment and materials, as well as the risks of equipment
and material delivery delays and defective materials/
equipment. Lenders and equity investors tend to prefer
this approach, as it reduces the owner’s risk with respect

15. Each of the capitalized terms should have careful appropriate definitions.

to major equipment defects or delays.”” The downside
from the owner’s perspective, and benefit from the EPC
contractor’s prospective, is an increased risk premium built
into the contract price to account for the EPC contractor
taking the material and equipment risk.'®

By contrast, in a “partial wrap” EPC contract, the owner
often procures the major equipment and certain materials
with the EPC contractor responsible for installing and
incorporating the equipmentand owner-supplied materials
into the work."” This approach is in tension with the
overarching purpose of an EPC contract to shift risk to the
EPC contractor, including the risk of equipment/material
delays. By procuring materials and equipment, the owner
gives up some of the benefits of shifting procurement risk
to the contractor and runs the risk of disputes with the
EPC contractor in the event of late-delivered or defective
equipment. However, owners may choose a partial wrap
approach for several reasons. Sometimes, the owner may
be able to procure equipment and materials at a much
lower cost than an EPC contractor would charge. Other
times, the owner will be positioned to procure materials
at an earlier point in the project than the EPC contractor,
allowing the project to be completed more quickly. If an
owner wishes to supply materials to mitigate owner risk,
it is important for the owner to understand and carefully
track when material and equipment must be delivered.
The best tool for this purpose is a well-written scheduling
clause which requires the EPC contractor to regularly
update a critical path schedule. Additionally, the owner’s
negotiation of the change order clause and owner-caused-
delay provision takes on more significance.

C. Construction

In addition to addressing engineering and procurement,
the EPC contract must address the issues found in an
ordinary construction contract. Key specific construction
provisions will be addressed in the following Section III of
the article. However, depending on whether a “turnkey”
or “partial wrap” EPC approach is desired, there are several
big picture issues to keep in mind.

If the goal is to achieve a “turnkey” EPC, it is important
to define the scope of work as broadly as possible to
accomplish the parties’ goal of entering a single contract

16. Jill Van Dalen and Laura C. Fraher, Not all Contract Models Have the Same Risk: Tips for Managing Power and Energy Projects, 38 No. 9 ACC Docket 50,

52 (Nov. 2020).
17. Id.
18. Id.
19. .
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for a complete facility. As an example, consider the
following clause that provides a broad general definition
of the scope of work, while also incorporating a specific
scope of work attachment

Scope of Work. The Work will include all
engineering and procurement of material
and labor necessary to complete the
construction of the Project, including,
but not limited to, consumable
materials, Construction Equipment,
Equipment, inspection, installation,
delivery, transportation, storage, and
all other items or tasks that are set forth
in [Attachment], or otherwise required
to achieve Substantial Completion
and Final Completion of the Project
in accordance with the requirements
of this Agreement. Contractor will
perform the Work in accordance with
Applicable Law, Applicable Codes and
Standards, Good Industry Practices,
Drawings, Specifications, all other
terms and provisions of this Agreement,
and in a manner sufficient to achieve
any Performance Guarantees. It is
understood and agreed that the Work
will include any incidental work that
can reasonably be inferred as required
and necessary to complete the Project
in accordance with this Agreement,
excluding only those services, materials,
Equipment, labor, items, or tasks which
Owner has specifically agreed to provide
under [Attachment]. Without limiting
the generality of the foregoing, the Work
will be more specifically described in
[Attachment].

An accurate description of the “Project” is also necessary
given that in EPC agreements that concept is less
understood than the typical building project and in many
instances little or no drawings are developed.

By contrast, in a “partial wrap” arrangement, care should
be taken at the outset to expressly define which portions
of the facility are the responsibility of the contractor, and
what the ownerwill provide or supply. For example, in some
partial wrap scenarios, the contractor is simply responsible
for assembling or integrating owner-supplied equipment
modules (as well as the engineering and procurement of
material to connect all the modules). If that is the case,

the EPC contract needs to be specific regarding where the
owner responsibility stops and contractor responsibility
begins. In other scenarios, the owner may only want
the EPC contractor to construct a portion of the overall
facility, while reserving other portions of the facility to
be built by other specialized contractors. In any of these
partial wrap situations, carefully defining the scope of
work for construction is important at the outset to avoid
unpleasant surprises and change order disputes during the
project.

III. KEY PROVISIONS AND ISSUES TO CONSIDER
IN DRAFTING OR NEGOTIATING EPC CONTRACTS

When drafting or negotiating an EPC contract, there are
several key provisions and issues to consider. While many
of the issues are like those found in typical construction
contracts, the one-stop shop nature of many EPC contracts
means that additional issues need to be addressed beyond
those found in a typical construction contract.

A. Pricing

EPC contracts tend to use a variety of pricing models,
which represent different methods for allocating risk on
the project. The classic pricing model for an EPC contract
is “lump sum” or fixed price. However, fixed price is not
the exclusive approach, and other pricing models are
commonly used. These other models include:

e Cost + Fixed Fee: Contractor bills the owner for
the cost of the work performed, as well as a fixed
contractor fee stated as a percentage or a lump sum
amount.

® Unit Price: Where the parties negotiate rates for
various units of work. For instance, on a pipeline
project, a rate per foot of pipeline constructed, with a
different unit rate for horizontal directional drilling.
Unit rates are fixed up front in the EPC contract, but
unit quantities and the ultimate contract price can
vary.

e Time & Material (T&M): Where the owner agrees
to pay the Contractor based upon agreed rates relating
to labor and equipment. There is no cap built into this
type of agreement and as a result it is very risky for
owners that have no control over labor productivity.

Another way to think of these various models is to place
them on a continuum based on their relative risk to the
owner and contractor by relative certainty regarding the
project price. These models are arranged on a continuum
in the table below, with the T&M model representing the
greatest risk to the owner regarding the ultimate project
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price, while the lump sum model represents the greatest
risk to the EPC contractor with respect to the contract
price.

of all pipe welding, including tie-in welds (which are
usually one of the last things done on a pipeline project).
In that case, the EPC contractor may be financing the

Greatest risk
to Owner

Greatest risk to
EPC Contractor

T&M Cost Plus Fixed Fee | Unit Price Lump Sum

However, these models are not set in stone and hybrid
payment provisions combining elements of two or more
of these models are also common. For instance, parties
could negotiate for different payment terms on different
milestones or portions of the project. One portion may
be for a lump sum price, another portion may be for a
target price. Significant disputes can arise relating to
inattention to appropriately describing the contract price.
The EPC contract attorney must fully understand how the
pricing is structured to make appropriate revisions to the
agreement. Moreover, change order pricing may include
a different type of pricing than the original scope. For
example, the contract price may be lump sum, but change
orders might be T&M. If this is the case, two separate
clauses are necessary.

B. Payments

With respect to payment terms, the two most common
arrangements are progress payments and milestone
payments. Progress payments are typically based on
a schedule of values agreed to at the beginning of the
project. The EPC contractor is paid monthly based on the
percentage of work complete, using prices for the work
established in the schedule of values. This arrangement
is the most common in commercial contracts and is less
common in EPC construction.

By contrast, milestone billing involves making payments
when the EPC contractor achieves some stated stage
of engineering or construction. These milestones are
commonly based on contractually specified criteria, such
as procurement of all or certain sets of the equipment for
the project. Often these are expressed as a percentage of
the lump sum price. In milestone arrangements, owners
need to avoid front-loaded milestones, such as: (1) for
“setting” equipment, which would not necessarily require
the equipment to be assembled or connected to the rest
of the plant; or (2) fabrication of components tied to
delivery. EPC contractors likewise should rarely agree
with too few milestones or milestones spaced too far apart,
as that may present cash flow issues. For example, on a
pipeline project, one milestone might be completion of
all ditching, but the next milestone might be completion

project for a long time without payment. This can cause
cash flow issues and difficulty with subcontractors, who
are often compensated on a progress payment schedule.
EPC contractors may also factor invoices,” which can
cause a whole host of problems if defects or completion
issues arise.

Whichever method for billings and payment is selected,
an important concern for both the owner and the EPC
contractor is when and under what circumstances
the owner is permitted to withhold payments. For
instance, does the contract allow the owner to withhold
payments for defective work, is notice required to the
EPC contractor for withholding, and are there limits
on what can be withheld? Sometimes EPC contracts
are insufhiciently specific on the circumstances in which
the owner may withhold payments or address the issue
tangentially in multiple provisions of the agreement. Lack
of specificity in this regard tends to lead to disputes or
withholding when it is not expressly authorized. Instead,
consider a standalone withholding clause setting forth the
specific circumstances where the owner may withhold
payment for specified reasons. This sample clause includes
an owner friendly expansive list:

Payments Withheld. In addition to
Retainage and disputed amounts set
forth in an Invoice, Owner may, in
addition to any other rights under this
Agreement or under Applicable Law,
withhold payment on an Invoice or a
portion of an Invoice with respect to the
Work, or any other contracts entered
into for other work with Contractor or
Contractor’s Affiliates, in an amount
and to the extent as may be reasonably
necessary to protect Owner from loss
due to (i) Defective Work not remedied
in accordance with this Agreement; (ii)
any breach by Contractor of any term
or provision of this Agreement; (iii)
the assessment of any fines or penalties
against Owner as a result of Contractor’s

20. Factoring invoices involves a party selling its invoices or accounts receivable at a discount to a third-party financing company (in order to obtain funds
before the invoice is paid or the receivable is collected), who then collects the factored invoices or accounts from the contractual counterparty.
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failure to comply with Applicable Law
or Applicable Codes and Standards; (iv)
amounts previously paid by Owner to
Contractor incorrectly or for which there
was insufficient or inaccurate supporting
information or if Owner discovers
that Work invoiced under a previous
payment was not in fact performed;
(v) any delay damages (including
liquidated damages) which are due and
owing by Contractor to Owner; (vi)
failure of Contractor to make payments
to Subcontractors as required under
their respective Subcontracts; (vii) any
other costs or liabilities which Owner
has incurred or will incur for which
Contractor is responsible; (viii) liens or
other encumbrances on all or a portion
of the Site or the Work, which are
filed by any Subcontractor, any Sub-
subcontractor or any other Person acting
through or under any of them; or (ix)
any other reason for which Owner is
entitled to withhold payment under this
Agreement.

A contractor friendly clause might require notice before
an owner can withhold payment, would be restricted to
the project at issue, and would be much narrower. For
example:

Owner may only withhold payment
otherwise due to Contractor following
30 days prior written notice where
Contractor has materially breached
the Contract by: (i) failing to pay
subcontractors amounts previously paid
to Contractor for the subcontractor’s
work; (ii) failing to correct defective
work in a commercially reasonable time;
or (iii) significantly delaying the project
schedule and failing to demonstrate the
recovery schedule will achieve project
milestones.

Identifying clear withholding conditions benefits both the
owner and the EPC contractor in that it gives the owner
leverage in the event of a dispute while also protecting the
contractor from over-withholding by the owner.

21.

C. Change Order Provisions

Although the goal of EPC contracts is to limit the owner’s
risk of a contract price increase, changes in the work are
inevitable on large construction project. Change orders
can quickly become a source of contention on EPC
projects and are often the subject of major disputes. As
a result, it is important for owners and contractors to
carefully draft and negotiate the change order and related
provisions up front.

In drafting or negotiating change order provisions, Owners
will want to negotiate for, and EPC contractors will want
to negotiate against, language providing that compliance
with the change order procedure is a condition precedent
to payment for the work subject to the change order.”
Another important provision to include in a change order
clause is a requirement that the party seeking the change
give notice within a certain time after the change arises.
Owners typically want to shorten this period and EPC
contractors seek to expand or eliminate it altogether. If a
notice of change provision is left out entirely, it may lead
to disputes as the project nears completion because EPC
contractors sometimes seek to use cumulative change
orders for things such as weather delays or productivity
impacts to offset losses or to negate liquidated damages
for delay. It is also important to carefully draft the notice
provision so that both parties understand when the clock
begins to run.

In addition, change order provisions should address
both the cost and time components, as many clauses
fail to address how and when the project schedule will
be modified because of a change. To address the cost
component, one option more commonly seen in larger
EPC contracts may include pre-negotiated amounts for
anticipated potential changes, or pre-negotiated time and
material rates to use in pricing change orders. To address
the time component, change order provisions typically
require the EPC Contractor to include all proposed
adjustments to the contract time as part of the proposed
change order. To make sure that change orders include
this information and to help the project teams follow the
change order clause, including a form change order as an
exhibit to the contract is recommended.

If the owner wants to have the ability to change the work
and have the EPC contractor proceed with the work
without coming to an agreement on price, it is important
to include a unilateral right for the owner to issue change

To do so, the Texas Supreme Court has stated that “[i]n order to make performance specifically conditional, a term such as ‘if,” ‘provided that,” ‘on

condition that, or some similar phrase of conditional language must normally be included,” otherwise courts are likely to construe the terms as a
covenant.” Solar Applications Engyg, Inc. v. T'A. Operating Corp., 327 S.W.3d 104, 109 (Tex. 2010) (quoting Criswell v. European Crossroads Shopping, Ctr.,

Lrd., 792 S:W.2d 945, 948 (Tex. 1990)).
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orders, commonly referred to as change directives.
Naturally, a method or procedure for resolving pricing of
the change directive after the fact should be included in
the change order provision as well. Further, if the owner
wishes to maintain flexibility to issue “deductive” change
orders to remove scope from the EPC contractor (as
discussed further in Section III.H.3 of this article), it is
important to spell out in the change order provision that
changes may increase or decrease the contract price. EPC
contractors will want to carefully negotiate and often resist
such a provision, as a partial termination for convenience
often would put contractors in a better position than a
deductive change order de-scoping certain work.

Finally, most owners desire a single negotiation over the
effect of a change, including the cumulative effect of
changes. If the change order provision and change orders
themselves provide that the change order includes all
claims prior to the change order and includes a release,
the EPC contractor will likely be barred from asserting
additional claims after the fact.”? If the change order
provision does not indicate that all claims addressed in a
change order are released or that all cumulative changes
to date are addressed, it is possible that parties will later
assert that the change order did not represent the parties’
final, integrated agreement on the subject.

D. Schedule and Allocating Responsibility for Delay

In EPC contracts, time is typically more critical than in
other types of agreements. Monetary stakes for missing
deadlines are high. As a result, the method of setting out
contractual deadlines takes on critical significance.

1. Establishing relevant milestones

Inserting a “time is of the essence” provision is the
beginning of establishing clear and enforceable deadlines
in a sophisticated EPC agreement.” Without identifying
deadlines in some way, they can be much harder to
enforce.

As a threshold matter, the owner and EPC contractor
must negotiate the key milestones that the EPC contractor

will achieve. The owner and contractor should carefully
negotiate the stage of completion that is required for each
milestone because the milestones are often the same for
schedule and for payment purposes.

In an EPC contract, key milestones often include some or
all the following depending on the nature of the work: (1)
mechanical completion; (2) completion of commissioning;
(3) substantial completion; (4) final completion; and (5)
completion of performance testing. Typically, however,
it is most important to define mechanical or substantial
completion and final completion. Mechanical completion
definitions can include the concept that the work has
reached the level of completion such that it can be used
for its intended purpose or something short of that
concept. For example, the point at which the facility is
ready for commissioning activities. Final completion may
include completion of the performance testing or again
something less than that if the EPC contractor is unlikely
to participate in that process.

The drafting attorney should be aware of how each of
these milestones is understood by the engineers working
on the project. Different technologies will drive the
definitions of these milestones. When creating a form, a
space should be provided to tailor each of these definitions
for the purposes of a specific project. From the owner’s
perspective, it is important to include definitions that
require compliance with applicable laws, environmental
regulations, and permits at one of these key milestones.
At some point, the project must be ready for its intended
commercial operation. This is likely at substantial or final
completion.

2. Establishing the schedule

After defining key milestones conceptually, the deadlines
for the milestones must be established in some way.
Some EPC contracts either include or require the EPC
contractor to prepare and follow a detailed critical path
schedule. Others simply set substantial/final completion
dates and leave details of scheduling to the EPC contractor.
A middle ground approach to scheduling, which some

22. See MMR Constructors, Inc. v. Dow Chem. Co., No. 01-19-00039-CV, 2020 WL 7062325, (Tex. App.—Houston [1st Dist.] Dec. 3, 2020, no pet.)
(mem. op.) (affirming summary judgment for owner on mechanical contractor’s $17MM claim, finding that release language included in change orders
throughout the project barred subsequent claims, where each change order signed by the contractor and owner contained the following release language
“THIS CONTRACT MODIFICATION REPRESENTS FINAL ADJUSTMENT FOR ANY AND ALL AMOUNTS DUE OR TO BECOME
DUE TO CONTRACTOR FOR CHANGES REFERRED TO HEREIN. CONTRACTOR FURTHER RELEASES ALL OTHER CLAIMS, IF
ANY (EXCEPT THOSE CLAIMS PREVIOUSLY SUBMITTED IN WRITING IN STRICT ACCORDANCE WITH THE CONTRACT), FOR
ADDITIONAL COMPENSATION UNDER THIS CONTRACT, INCLUDING WITHOUT LIMITATION ANY RIGHTS CONTRACTOR
MAY HAVE FOR ADDITIONAL COMPENSATION ARISING OUT OF DELAYS OR DISRUPTION OF CONTRACTOR’S SCHEDULE
AS MAY HAVE ARISEN PRIOR TO THE DATE OF THIS CONTRACT MODIFICATION. UNLESS OTHERWISE EXPRESSLY PROVIDED
HEREIN, THETIME OF COMPLETION AND ALLOTHERTERMS AND CONDITIONS OF THE CONTRACT REMAIN UNCHANGED.”).

23. See Mustang Pipeline Co., Inc. v. Driver Pipeline Co., Inc., 134 S.W.3d 195, (Tex. 2004) (“[IIf it is clear the parties intend that time is of the essence to a
contract, timely performance is essential to a party’s right to require performance by the other party.”).




GNGINEERING~ PROCUREMENT. AND CONSTRUCTION CONTRACTS IN TEXAS: KEY...

EPC contracts employ, is to set out a “milestone”
schedule with target dates for milestones that correspond
to milestones for billing purposes. Using a milestone
scheduling approach may be helpful when the owner
is coordinating multiple contractors (such as an EPC
contractor to construct a crude oil storage terminal and a
specialty contractor to construct a marine dock adjacent
do it), and where completion of intermediate steps is
necessary to complete the work of the other contractor.
It also provides a way to set out scheduling in the EPC
contract at a higher level than trying to incorporate a full
project schedule into the agreement itself.

Time sensitive projects, however, should consider
incorporating a critical path schedule. Delays to the critical
path are more easily analyzed when a thoughtful schedule
is included. Moreover, progress can be tracked against a
baseline. If a critical path schedule is not feasible from the
outset, consider whether to require such a schedule which
will become part of the agreement after sufficient design
work is underway.

In addition to addressing the project schedule itself, the
EPC contract should allocate responsibility for delays,
whether caused by force majeure, weather, or the fault or
responsibility of one of the parties to the contract.

3. Risk allocation for force majeure and weather

delays

Force majeure clauses typically address when performance
is excused because of either “acts of God” (such as
hurricanes), or human events beyond a party’s control
(wars or riots). Under Texas law, courts look first to the
language of the force majeure clause and only use common
law rules to fill in gaps where the contract is silent on an
issue.”* As a result, carefully defining what qualifies as a
force majeure event in the EPC contract is important for
both owners and EPC contractors.

Typically, contractors will want to define force majeure
events broadly in the contract, such as by including a
“catch-all” to the force majeure definition that includes
“any other cause not within a party’s reasonable control.”
Contractors also typically seek to negotiate both cost and
schedule relief arising from force majeure events. Because
the owner’s performance is less likely to be impacted by
force majeure events, owners typically want to define
force majeure events narrowly and advocate for only
schedule relief as a remedy for force majeure events. The
following is an example of a clause with recent COVID-
related additions:

“Force Majeure Event” means any
event or circumstance that is not

reasonably foreseeable and arises after
the date hereof, is beyond the reasonable
control of the Party claiming the Force
Majeure Event, is unavoidable or could
not be prevented or overcome by the
reasonable efforts and due diligence of
the Party claiming the Force Majeure
Event and has an impact which will
actually, demonstrably, adversely and
materially affect such Party’s ability
to perform its obligations (other than
payment obligations) in accordance with
the terms of the Agreement. Subject to
the satisfaction of the foregoing criteria,
Force Majeure Events may include the
following: acts of God, natural disasters,
fires, earthquakes, lightning, floods,
storms, civil disturbances, riots, war,
military invasion, epidemic or pandemic
(including COVID-19, except as stated
below). Notwithstanding the foregoing,
the definition of “Force Majeure Event”
shall not include: strikes, work stoppages
(or deteriorations), slowdowns labor
or manpower shortages; unavailability,
late delivery, or reasonably foreseeable
weather conditions in the Project
Site’s  geographic area (Contractor
acknowledges that it has factored into
the schedule a sufficient number of
lost days to account for such weather
conditions). In light of the pre-existing
nature of the COVID-19 pandemic as
of the Effective Date, the Parties agree
that quarantines, shelter-in-place orders,
travel restrictions, social distancing
requirements and other COVID-19
related impacts in effect before the
Effective Date shall not form the basis of
a claim of Force Majeure Event.

Performance Excused. So long as the
conditions set forth in this Section
[__] are satisfied, neither Party shall be
responsible or liable for or deemed in
breach of this Agreement because of
any failure or delay in complying with
its obligations under or pursuant to the

24. E.g, TEC Olmos, LLC v. ConocoPhillips Co., 555 S.W.3d 176, 181 (Tex. App.—Houston [1st Dist.] 2018, pet. denied).
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Agreement to the extent that such failure
has been caused by a Force Majeure
Event, and in such event:

(a) The Party claiming a Force Majeure
Event shall give the other Party notice
describing the particulars of the cause
and nature of the occurrence, with
written notice given promptly after the
occurrence of the Force Majeure Event,
and in no event more than two (2)
Business Days after the affected Party

becomes aware of such occurrence;

(b) The performance of the Party
claiming the Force Majeure Event
of its obligations hereunder shall be
suspended, provided the suspension
of performance shall be of no greater
scope and of no longer duration than is
reasonably required by the effects of the
Force Majeure Event;

(c) The affected Party shall continually
exercise all commercially reasonable
efforts to alleviate and mitigate the cause
and effect of such Force Majeure Event,
remedy its inability to perform and limit
damages to the other Party;

(d) The affected Party shall use all
reasonable efforts to continue to perform
its obligations hereunder and to correct
or cure the evert or condition excusing
performance; and

(e) When the affected Party is able to
resume performance of the affected
obligations under the Agreement,
that Party shall give the other Party
written notice to that effect, and the
affected Party promptly shall resume
performance under the Agreement.

So long as the conditions set forth in
this Section [__] are satisfied, as its sole
remedy, Contractor shall be entitled to
suspension of performance or extension
of time (including an extension of the
Mechanical Completion Date) with
respect to a Force Majeure Event to
the extent agreed upon by both Parties
pursuant to a Scope Change Order.

A Party’s failure to comply with the
provisions of this Section [__] shall
constitute a waiver of any claim of a
Force Majeure Event.

While EPC contracts commonly contain express and
detailed force majeure provisions that address severe
weather events (such as hurricanes, tornadoes, or named
storms), often EPC and other construction contracts do
not expressly address weather delays that do not rise to
the severe storm level. This issue often manifests where
a contractor claims that rainy or snowy days are events
of force majeure or otherwise entitle the contractor to
schedule relief and extra compensation. Dealing with
weather delays in an EPC contract or construction
contract is challenging. While a major storm event such as
the recent arctic blast that struck the entire state of Texas
would likely meet most contractual definitions of a force
majeure event, a month with four more rain days than the
seasonal average probably would not be what most parties
consider a force majeure event. Yet, if the contract is silent
on who bears the risk of unseasonable weather, disputes
on this issue are more likely. This is why contractors often
seek to cap the number of weather days incorporated into
the schedule. Owners on the other hand seek to have the
contractor take the full risk of weather.

One way to expressly address this issue is to provide that
seasonal weather conditions, as defined by a long-term
average for the project location (such as by referencing
a 30-year average for weather published by a reputable
source), do not constitute force majeure and do not qualify
as a compensable or excused delay under the contract.
Another way is to expressly exclude seasonal weather
from the definition of force majeure, while providing
elsewhere in the agreement that the EPC contractor has
inspected the site and assumed the risk of delays as a result
of weather. In either case, the goal is to expressly address
who bears the risk of weather delays up front in a manner
that minimizes the risk of future disputes and allows both
parties to plan for that risk, such as by accounting for rain
days into the schedule and contract price.

4. Other kinds of delays

In addition to force majeure and weather delays, EPC
contracts need to address other events that delay the
project schedule. These tend to fall into two broad
categories: (1) owner-caused delays (such as failure to
timely obtain owner-responsible permits, directing the
contractor to perform out of scope work, or late delivery
of owner-supplied equipment); and (2) contractor-caused
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delays (such as contractor caused productivity issues or
poor management). Generally speaking, EPC contracts
allow contractors to obtain both schedule and cost relief
for Owner caused delays, and liquidated damages for the
owner for contractor-caused delays.

5. Owner’s remedies for contractor-caused delay

With respect to negotiating remedies for contractor-
caused delays, the owner’s goals include incentivizing
the contractor to complete the project timely while
also attempting to compensate the owner for damages
incurred in the event of a delay. Owner remedies for
delay are typically: (1) that which is generally available
at law; or (2) liquidated damages. While damages for
delay provided by common law are an option, many
EPC contracts include payment of liquidated damages to
the owner in the event of a delay that is not otherwise
excused (such as by the force majeure clause). Owner
damages for delay not calculated through liquidated
damages provisions are less common due to the uncertain
risk and the difficulty in calculating an owner’s damages
for delay. From the contractor’s perspective, however, it is
important to understand that the absence of a liquidated
damages provision is not tantamount to a prohibition
on delay damages. If delay damages are not addressed in
the contract, in the absence of some other controlling
provision, they are recoverable.”

In a liquidated damages provision, the parties specify in
advance a method of calculating damages if the contractor
fails to achieve a specified date for completion. In EPC
contracts, liquidated damages for each day of delay are
often used as the owner remedy for failure by the contractor
to meet contract milestones or mechanical completion.?
These are often referred to as “delay liquidated damages”
to distinguish from liquidated damages for other breaches
of the agreement (such as the failure to meet performance
guarantees). From the owner’s perspective, the upside of
delay liquidated damages is that they may result in a credit
to the owner without resort to litigation, as the damages
calculation is relatively straightforward.

While liquidated damages provisions are common, if not
carefully drafted they can frustrate the owner’s goals and
not provide the expected remedy. Importantly, under Texas

law liquidated damages provisions can be enforceable, but
to enforce them, the party asserting

liquidated damages bears the burden to establish at the
time the liquidated provision was drafted: (1) “the harm
caused by the breach is incapable or difhicult of estimation;”
and (2) “the amount of liquidated damages called for is a
reasonable forecast of just compensation.” If the party
asserting liquidated damages meets this burden, the party
opposing liquidated damages can defeat the liquidated
damages provision by presenting evidence that there is an
“unbridgeable discrepancy” between the actual damages
and liquidated damages (i.e., that the actual damages
would be significantly less than the liquidated damages).?®

In addition, liquidated damages provisions have several
downsides for the owner. First, liquidated damages are
not automatically proven if disputed. Second, liquidated
damages provisions on an EPC project typically do not
capture all, or even nearly all, of the owner’s damages for
delay. As a result, negotiating the amount of liquidated
damages should depend on considerations such as: (1)
additional project management and supervision costs the
owner would incur as a result of contractor delays (which
depending on the type of EPC contract and project,
can be significant); (2) whether the owner is liable to
customers for delays in project startup; and (3) projected
lost revenue for the delays in commencing operations.”
However, when sizing a delay liquidated damages
provision, pricing the liquidated damages solely based on
consequential damages (such as lost revenue or damages
due under other contracts) carries some risk. This is
because if the contract contains a waiver of consequential
damages (and many EPC contracts do), in a dispute, the
EPC contractor may be able to argue that consequential
damages cannot be considered in determining whether
the liquidated damage provision is a reasonable forecast
of just compensation, because the parties waived
consequential damages up-front. While Texas courts have
not addressed the issue, it is a potential risk for owners
when negotiating delay liquidated damages provisions.
It weighs in favor of considering other options such as
negotiating for the recovery of consequential damages
for delay or carving liquidated damages out from the
exclusion of consequential damages.

25. City of Houston v. R.E Ball Const. Co., Inc., 570 S.W.2d 75, 77 (Tex. App.—Houston [14th Dist.] 1978, writ ref’d n.r.e.); Tennessee Gas Pipeline Co.
v. Technip USA Corp., 2008 WL 3876141, at *7 (Tex. App.—Houston [Ist Dist.] 2008, pet. denied) (mem. op.) (holding that removal of liquidated
damages provision did not mean that owner lacked remedy for delay, but that owner was free to pursue direct unliquidated damages for delay).

26. Derrick B. Carson, Energy Project Construction Means EPC 3, Presented before the 28th Annual Construction Law Conference, San Antonio, Texas

(2015).

27. Atrium Med. Ctr, LP v. Houston Red C LLC, 595 S.W.3d 188, 192 (Tex. 2020).

28. Id. at 197-98.
29. See Carson, supra note 26, at 3.
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Finally, EPC contracts frequently contain caps on delay
liquidated damages, often as low as 60 days of delay or
sometimes set at a portion (or all) of the contractor’s fee.
In the case of a significant delay in excess of the delay
liquidated damages cap, the cap can create an incentive
for the contractor to slow its work after the cap is exceeded
because there is no longer the motivation of additional
liquidated damages to justify acceleration costs.

An additional issue to consider with respect to liquidated
damages is how waivers of other damages in the EPC
contract interact with the liquidated damages clause. As
discussed below, EPC contracts frequently contain mutual
waivers of consequential damages, and Texas courts have
not addressed whether liquidated damages on the parties’
contract can be waived by a consequential damage waiver.
If the consequential damages waiver does not carve out
liquidated damages, the owner runs the risk of losing the
benefit of the liquidated damages provision (or at least
that the provision is later found to be ambiguous) even
though, in the opinion of the authors, that result would
be contrary to existing case law.*

6. Contractor’s remedies for owner-caused or force

majeure delays

On the other side of the coin, EPC contractors should
consider their remedies for owner-caused or force majeure
delays. EPC contractors will typically want to negotiate
for a cost component as well—particularly for owner-
caused delays. For example, the following is an example
of a contractor-friendly clause with both schedule and
cost relief to the EPC contractor for owner-caused delays,
owner changes in the work, and force majeure events:

If the Contractor is delayed at any time
in the commencement or progress of
the Work by an act or omission of the
Owner, or of a separate contractor
employed by the Owner, any of their
separate contractors or consultants, or by
an employee of the Owner; or by changes
ordered in the Work; or Force Majeure
then the Contract Time shall be extended
by Change Order. Delays caused by any
subcontractor or supplier, of any tier to
Contractor, shall be considered to be
beyond the Contractor’s control unless
the Contractor’s active negligence or
wrongful act contributed to the delay or

was the primary cause of the delay. To the
extent that Contractor is entitled to an
extension of the Contract Time pursuant
to this Section, the Contractor shall also
be entitled to an increase in the Contract
Sum for the Cost of the Work incurred
by the Contractor for such delay.

Other possible options for EPC contractors to consider
regarding contractor compensation for owner-caused
delays could include pre-negotiated standby rates (such as
for when late delivery of owner-supplied equipment causes
a critical path delay) or unit prices for move-arounds on
pipeline projects as a result of owner caused right-of-way
delays. These remedies act like liquidated damages for
delays caused by the owner.

Some owners will also seek to negotiate no-damages-for-
delay clauses, providing that the EPC contractor assumes
the risk of any delays and that the contractor’s sole remedy
for the delay is an extension of time. Such clauses are
generally enforceable under Texas law against contractors
within certain commonsense limits, chief of which is
that owners cannot intentionally or recklessly delay the
contractor and benefit from the no-damages-for-delay
clause.” However, no-damages-for-delay clauses are less
common in EPC projects because projects tend to be
more time-sensitive than ordinary construction projects.
This provides an incentive for the owner to avoid actions
that would delay the project.

E. Performance Guarantee and Standards

Performance guarantees and testing are uncommon in
EPC agreements, but they are not included in all EPC
agreements. For example, if the EPC contractor did not
design portions of the facility or is not the most responsible
party for the process or technology, it is less likely the
EPC contractor will be required to meet performance
guarantees. Where appropriate, performance guarantees
are the metrics that the facility or improvements are
designed to meet. For example, in the case of a facility that
processes crude into other petrochemicals, a performance
guarantee may relate to the quality of the propane or
butane derived from the crude. These guarantees are
typically stated as the results of an agreed test under an
agreed testing standard. Other performance guarantees
relate to the quantity the facility is designed to process
over a specified period. For a quantity type test, the
guarantee may be a unit of measurement per hour or day.

30. See, e.g., Powell Elec. Sys., Inc. v. Hewlett Packard Co., 356 S.W.3d 113, 119-20 (Tex. App.—Houston [1st Dist.] 2011, no pet.) (holding that costs to
repair equipment damaged by contractor were direct and not consequential damages because the contract provided for an express remedy to recover those
damages in the form of testing and repair costs to repair contractor’s defective work).

31. Zachry Constr. Corp v. Port of Houston Auth. of Harris Cty., 449 S.W.3d 98, 115-16 (Tex. 2014).
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An owner should make sure to list all guarantees necessary
to meet upstream contractual arrangements. In other
words, if the owner plans to sell products to other parties
and must meet certain criteria to do so, the EPC contract
must have at least as stringent requirements. When
drafting an EPC agreement to evaluate such requirements,
the attorney should be aware of related contracts and any
requirements that may affect the drafting of the EPC.
Performance testing and criteria.

Performance tests may be performed by the contractor,
owner, or some combination of both. For example, the
performance test may be conducted by the owner under
the contractor’s supervision or with the contractor’s staff.
The EPC contract should be specific regarding who is
to conduct the test, when it will be conducted, and the
remedies in the event the performance guarantees are
not met. Contractors may desire to stipulate the time
for the facility to be commissioned before performance
testing is conducted. This time period will demonstrate
whether any issues may be encountered which could be
repaired before the performance test is actually formally
done. Performance testing is expensive and may require
extensive tests. As a result, the owner and contractor likely
will want to see a successful trial operation before formally
conducting a test.

1. Timing of performance tests

Typically, EPC contractors will want to cap the time
period to run any performance tests and limit the use
of the facility to that for which it was intended. While
contractors often want to make sure certain construction
or commissioning issues are worked out before a
performance test is conducted, it is undesirable to wait too
long to conduct a performance test. In many instances,
maintenance issues may begin to affect a facility. As a
result, performance tests are often conducted within
six-months of successful commissioning. If a contractor
negotiates the period under which the performance test
must be conducted, however, an owner should negotiate
a carve-out for contractor-caused delays (i.e., contractor
repairs necessary to address known issues). For example:

The Parties will perform a test run on
each Unit within a period mutually
agreed by both Parties from the date of
the initial charge of feedstock to such
Unit. If Owner has not performed a test
run on a Unit within forty-five (45) days
of consistent feed above ninety percent

(90%) design capacity, such Unit shall

be deemed to be accepted by Owner;
provided, however, that such forty-five
(45) day period shall be extended on a
day for day basis for each day by which
the commencement, performance or
completion of a test run is delayed by (i)
a Force Majeure Event or (ii) any act or
failure to act of Contractor.

2. Opportunit:yﬁ)r contractor to cure

EPC agreements often have separate provisions relating
to remedies for defects in performance guarantees.
Additionally, the notices to the contractor may be unusual,
and the contractor may have a different opportunity
to cure than in a standard warranty provision. For
example, the agreement may provide that in the event
the performance guarantees are not achieved during a
performance test, then the contractor can make repairs,
and then another test will be conducted. Moreover, the
remedies afforded to the owner are frequently different
than in the standard warranty provision, which may be
limited to re-performance. For example, some provisions
allow for more significant remedies, including the return
of prior payments or all costs to perform repairs. Owners
may desire to limit the number of tests in the event of
failures and very strongly evaluate the remedies necessary
for a facility that fails to meet its essential purpose.

3. Performance liquidated damages are an option but
need to be carefully calibrated

More sophisticated contractors often insist upon
performance liquidated damages as the sole remedy for
failure to meet performance guarantees. In large part,
these damages do not compensate the owner for the actual
damages associated with failure to meet the performance
guarantees. In many instances, performance liquidated
damages are not appropriate where the EPC contractor
has fully designed the facility and is not dependent upon
information from the owner in the design. On the other
hand, where the EPC contractor received and relied upon
information pertaining to the design or a product to be
processed, then performance liquidated damages may be
appropriate. Moreover, given the risks these guarantees
may create, an EPC contractor may be financially unable
to take on all the risks.

E. Defective Work

The owner and contractor should agree on procedures to
address repairs to the work: (1) while the work is ongoing;
and (2) after the contractor has completed the work
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or after a certain stage of completion (ie., mechanical
completion).

1. Repair of defective work during the Project

For dealing with defective work identified while the EPC
Contractor is performing work on the Project, EPC
contracts should address the scope of the owner’s rights to
repair defective work and back charge the EPC contractor.
Generally, EPC contracts allow the owner to self-perform
corrective work, but first, the owner must give notice of the
defective work to the EPC contractor and an opportunity
for the EPC contractor to remedy the issue. The following
is an example clause addressing the owner’s right to self-
perform and deduct the reasonable cost of doing so from
the EPC contractor after giving notice:

If any Work is Defective prior to
Mechanical Completion, then
Contractor will, at its own expense,
promptly correct the Defective Work,
whether by repair, replacement, or
otherwise. Subject to Contractor’s right
to pursue a dispute under the dispute
resolution provisions of this Agreement,
the decision of Owner will be conclusive
as to whether the Work is conforming or
Defective, and Contractor will comply
with the instructions of Owner while
pursuing any Dispute. If Contractor
fails to repair or replace any Defective
Work within 1 (one) Week, then, Owner
may (in addition to any other remedies
that it has under this Agreement, under
Applicable Law, or in equity) repair
or replace the Defective Work and
the reasonable expense for repair or
replacement will be paid by Contractor.

Contractors typically seek longer periods to address
defective work and may disagree entirely with the concept
of an owner repair right.

2. Repair of Defective Work Following a Certain Stage
of Completion a/kla Warranty Obligations

The issue of the EPC contractor’s warranty is particularly
important to the owner and the owner’s lender since a
facility with a specific level of performance is often the
collateral securing the project financing.** As noted above

32. See Carson, supra note 26, at 9.
33. Seeid. at 8.

34. Id. A sample EPC warranty clause is provided at Section II.A.3 of this article.

in Section I1.A.3 (Engineering warranty), it is important
from the owner’s perspective to draft the warranty broadly
so that it includes a warranty on the EPC contractor’s
engineering services. One way to accomplish this is
by drafting the warranty to cover “design, materials,
and workmanship.”* Express warranty periods in EPC
contracts typically range from 12-24 months and
generally obligate the EPC contractor to repair, replace,
or otherwise correct deficiencies within that period.**

Simply providing a particular contractual remedy such
as an express warranty does not mean the remedy is
exclusive.”” Consequently, EPC contractors frequently
seek to negotiate a warranty that is the owner’s “sole” or
“exclusive” remedy for defective work and thus bar other
potentially applicable implied warranties or common
law causes of action. In order to provide for the express
warranty as an exclusive remedy, the agreement needs to
clearly indicate the parties’ intent that the warranty is an
exclusive remedy.*® If the parties do not clearly indicate
their intent to do so in the agreement, the default position
under Texas law is that implied warranties and other
common law remedies are available.”” Clearly, this favors
the owner.

G. Contract Termination and Other Remedies for
Default

Contract termination rights and other remedies for
default are rarely a focus at the onset of a business
relationship but given that termination or declaration of
default can cause some of the most significant disputes on
a failed project, it is important for an attorney to review
such clauses closely at the contracting stage. Termination
and default rights and remedies fall into three categories:
(1) termination for convenience; (2) termination for
default; and (3) other remedies such as acceleration,
supplementation, or deductive change orders. In the EPC
context, consideration of these issues and negotiating for
remedies in addition to contract termination is especially
important, given that contract termination is a last resort
and rarely accomplishes the owner or EPC contractor’s
goals for the project.

1. Termination for convenience

Construction contracts regularly contain termination
for convenience provisions, which allow the owner to
terminate the contract at any time for any reason. From the

35. Pelto Oil Corp. v. CSX Oil & Gas Corp., 804 S.W.2d 583, 586 (Tex. App.—Houston [1st Dist.] 1991, writ denied).
36. E.g., Myriad Development, Inc. v. Alltech, Inc., 817 ESupp.2d 946, 964 (W.D. Tex. 2011).

37. Id. at 966-67.
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owner’s perspective, these clauses are more necessary for
EPC contracts because the stakes are higher, and they give
the owner additional options if the EPC contractor is not
meeting expectations. While termination for convenience
provisions commonly allow for immediate contract
termination for any reason upon written notice, they also
require the owner to pay the EPC contractor for all costs
incurred prior to and possibly as a result of termination
(such as the EPC contractor’s costs to demobilize from
the site). Owners should be careful to make sure that the
EPC contractor’s rights are limited to payment for work
performed and to exclude profit on unperformed work.
In this regard, the following is an example of an owner-
friendly clause that details specific owner obligations for
what to pay the EPC contractor upon termination for
convenience:

Owner may terminate Contractor
for convenience on written notice
at any time for any reason. Upon a
convenience termination by Owner,
Contractor will be paid only (i) the
reasonable value of the Work performed
(the basis of payment being based on
the terms of this Agreement, less any
down payments, if any, made under
this Agreement) prior to termination,
less that portion of the Contract Price
previously paid to Contractor; plus
(ii) any cost expressly identified for a
convenience termination in [Reference
to Contract Price or Schedule of
Values]. In no event will Contractor
be entitled to receive any amount for
unabsorbed overhead, contingency, risk,
or anticipatory profit. Contractor will
submit all reasonable direct recoverable
costs to Owner for verification and audit
within 30 Days following the effective
date of termination.

From the contractor’s perspective, consider negotiating
a termination or demobilization payment. Subcontracts
should also include termination for convenience clauses
if the prime EPC agreement includes such a clause.
Also, make sure that the owner agrees to compensate the

contractor for any liability the contractor might incur to
subcontractors or suppliers.

2. Termination for default

Termination for default tends to be the nuclear option
in EPC contracts. The core termination for default
clauses routinely provide that an owner can terminate
the contractor for any material default and then include
a laundry list of specific bases for termination. The clause
also normally includes a cure period. Contractors often
seek to narrow the list of reasons for the default and
negotiate lengthy cure periods with no clear delineation
of when the time period may end (i.e., contractor must
“commence” a cure by a certain date). Owners should
resist such provisions.

While it is certainly common to see termination for default
provisions in EPC agreements, on large EPC projects,
termination for default and replacement of the EPC
contractor probably will not achieve the owner’s goals of
completing the project timely, with good workmanship,
and with enforceable performance guarantees.” Finding
a replacement contractor will take time, almost certainly
cost the owner more than the contract balance, and
replacement contractors typically balk at offering
warranties on work they did not perform. This tends
to invite disputes with the replacement contractor over
whether an asserted warranty item, particularly those
relating to performance guarantees, was the responsibility
of the former EPC contractor.

Moreover, on many EPC projects, the owner is dependent
upon the contractor for documentation needed to
commission, test, and operate the work. Owners should
consider whether such documentation can be provided
prior to termination.

Further, terminating an EPC contractor for default carries
risk for the owner, as to prevail in the imminent dispute
resolution proceedings the owner will carry the burden
of proving that the contractor’s default was material.
Under Texas law, the owner will need to establish it did
not materially breach the agreement first, as a material
breach of contract excuses future performance by the
counterparty.”” If the EPC contractor prevails in showing
the termination for default was unjustified, the owner

38. For an in-depth discussion of the risks and considerations of termination for default on large construction projects; see Timothy C. Ross et al.,
Termination! Will it really get you what you want? (Maybe we'd better talk first), Presented before The Basic Course in Texas Construction Law (Dec. 11,

2020).
39. Mustang Pipeline, 134 S.W.3d at 196.
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can be held liable for damages, which can include A rights to later dispute the change directive while allowing
expectation damages (i.e., all actual damages necessary the owner to proceed with de-scoping the work and
to put the contractor in the same economic position it having it performed by another contractor. While this
would have been in had the contract not been breached), process invites disputes over the value of the de-scoped
and in egregious cases, exemplary damages.*’ To mitigate work and consequent decrease in the contract price, it
these risks, owners will want to include language in is a relatively flexible approach that allows the owner to
the termination for convenience provision providing mitigate the damage of delays on a project without all of
that if the owner terminates the contractor for default the risks and costs of a complete termination of the EPC
and such termination is ultimately determined to be contractor for default or convenience. Contractors must
unjustified (in court or arbitration), the termination for be aware that change order clauses that include rights to a
default is automatically converted to a termination for deductive change order may need to be negotiated in the
convenience. Such clauses are generally enforceable, bar same manner as a termination for convenience to avoid
wrongful termination claims when enforced, and serve the ability to skirt such clauses.

to limit the conFracFor’s damage to 'those recoyejrable H. Environmental Risks

under the termination for convenience provision.!

However, the CXC@ptiOHS apphed by Texas courts preclude EPC contracts also Ol'dillal'ily contain pl‘OViSiOIlS that
converting termination for default into a termination for allocate environmental risks between the owner and
convenience if the terminating party acted in bad faith or the EPC contractor. The most common environmental
if the contractor relied on the termination and changed its risk allocation found in EPC contracts is to place
position as a result.*? responsibility on the owner for all environmental risk that

existed at the site as of the date of the contract and for

3. Other remedies for default the EPC contractor to bear the risk for anything it (or its

Given the risk associated with termination for cause, other subcontractors and suppliers) brings to the site. However,
options may better accomplish the owner’s goals when sometimes owners go further and seek to require the EPC
faced with a struggling EPC contractor. One option is contractor to assume responsibility for all environmental
to negotiate for a provision requiring the EPC contractor risks or other risks associated with delays when they do
to accelerate the work in the event of delays in achieving not immediately bring an environmental issue to the
certain contract milestones, including providing a recovery owners attention. EPC contractors should be aware
plan to bring the project back on schedule. Another option of and consider pushing back against such provisions
that can be negotiated and included in the EPC contract on the grounds that they should not be held liable for
upfront is the owner’s right to self-perform or supplement environmental issues at the project site that were not
the EPC contractor with other contractors in the event of caused by the EPC contractor but only discovered in the
deficient work or delays on the project. process of performing the work. Of course, there may be

some projects where the allocation of all environmental

Finally, an alternative that can be employed during the ) . .
risks to the contractor is appropriate.

project when the EPC contractor is falling behind or

where there are concerns about the quality of the EPC Depending on the type of project (for instance,
contractor’s work is for the owner to issue a deductive redevelopment of a brownfield site for a defunct chemical
change order to reduce the EPC contractor’s scope, which plant), environmental risks can get complicated and
can then be given to another contractor. If, however, the involve multiple state and federal statutes, authorities, and
EPC contractor does not agree to the deductive change regulatory schemes. In many such cases, it is necessary and
order or its pricing, the owner can still usually proceed (if advisable to involve a specialized environmental lawyer to
allowed by the contract) by issuing a construction change make sure that the EPC contract adequately addresses the
directive. This allows the EPC contractor to reserve its L/ site-specific environmental risks.

40. See Tacon Mech. Contractors, Inc. v. Grant Sheet Meral, Inc., 889 S.W.2d 666, 670 (Tex. App.—Houston [14th Dist.] 1994, writ denied) (affirming award
of expectation damages and exemplary damages for subcontractor’s wrongful termination, wrongful interference, and misapplication of trust funds,
where contractor received payment for subcontractor’s work, but frequently withheld payment from subcontractor without justification); Lafarge Corp.
v. Wolff; Inc., 977 S.W.2d 181, 187-88 (Tex. App.—Austin 1998, pet. denied) (affirming lost profits on the contract measure of damages for wrongful
termination, measured by probable payments for remainder of contract less avoided costs of performance due to the breach).

41.  Gulf Liquids New River Project, LLC v. Gulsby Engg, Inc., 356 S.W.3d 54, 67-68 (Tex. App.—Houston [Ist Dist.] 2011, no pet.).

42. Roof Sys. Inc, v. Johns Manville Corp., 130 S.W.3d 430, 442—43 (Tex. App.—Houston [14th Dist.] 2004, no pet.); Accent Builders Co., Inc. v. Sw. Concrete
Sys., Inc., 679 S.W.2d 106, 110 (Tex. App.—Dallas 1984, writ ref’d n.r.e.).
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I. Indemnity Issues

In construction contracts, a one-sided indemnity in favor
of the owner iscommonplace, subject to the limits of Texas’s
Construction Anti-Indemnity Act.” The Construction
Anti-Indemnity Act applies to “construction contracts”
or agreements “collateral to or affecting a construction
contract,”™ such as EPC contracts. The Act provides
that indemnity provisions are void and unenforceable
“to the extent” they require the Indemnitor to indemnify
the Indemnitee for the Indemnitee’s own negligence or
fault.®” However, the Act carves out an exception to this
rule for bodily injury or death claims for employees of the
Indemnitor, its agents, or its subcontractors of any tier,
and permits indemnity for the sole or partial negligence or
fault of the indemnitee for those claims only.* As a result,
indemnity clauses in construction contracts often contain
two-tiered indemnity with one provision providing a full
one-sided indemnity in favor of the owner for bodily
injury claims, and a second indemnity provision applying
to all other claims, requiring indemnity by the contractor
except to the extent claims are caused by the negligence
or fault of the owner. The following is a simple example
of such a two-tiered indemnity in favor of the Owner:*

INDEMNITY FOR  CERTAIN
BODILY INJURY OR DEATH
CLAIMS. TO THE FULLEST
EXTENT PERMITTED BY
LAW, CONTRACTOR  SHALL
INDEMNIFY, @ DEFEND  AND
HOLD HARMLESS THE
COMPANY GROUP FROM AND
AGAINST ALL CLAIMS, LOSSES,
EXPENSES, COSTS, DEMANDS,
SUITS, CAUSES OF ACTION,
AND DAMAGES, INCLUDING
WITHOUT LIMITATION,
ATTORNEYS’ FEES AND

EXPENSES, FOR BODILY INJURY
OR DEATH OF ANY EMPLOYEE
OF CONTRACTOR, ITS AGENTS,
OR ITS SUBCONTRACTORS OF
EVERY TIER, EVEN IF THE BODILY
INJURY OR DEATH IS CAUSED
BY OR ALLEGED TO HAVE BEEN

43, Tex. Ins. Copk §§ 151.101-.105.
44. Id. §§ 151.101-.102.

45. Id §151.102.

46. Id. §151.103.

47. In addition to a carve-out for bodily injury, the statute also allows a carve-out for claims based on copyright infringement. See id. § 151.105(9). This

A

\

CAUSED BYTHE SOLE ORPARTIAL
NEGLIGENCE, FAULT OR STRICT
LIABILITY OF ANY INDEMNITEE.

INDEMNITY FOR ALL OTHER
CLAIMS. FOR ALL CLAIMS NOT
ADDRESSED IN THE PRECEDING
SECTION, INCLUDING,
WITHOUT LIMITATION, CLAIMS
FOR DAMAGE TO OR LOSS OF
USE OF PROPERTY AND CLAIMS
FOR BODILY INJURY TO OR
DEATH OF ANY PERSON OTHER
THAN THAT ADDRESSED IN
THE IMMEDIATELY PRECEDING
SECTION, TO THE FULLEST
EXTENT PERMITTED BY
LAW, CONTRACTOR  SHALL
INDEMNIFY, DEFEND  AND
HOLD HARMLESS COMPANY
GROUP FROM AND AGAINST
ALL CLAIMS, LOSSES, EXPENSES,
COSTS, DEMANDS, SUITS, CAUSES
OF ACTION, AND DAMAGES,
INCLUDING WITHOUT
LIMITATION, ATTORNEYS
FEES AND EXPENSES, OF ANY
NATURE WHATSOEVER ARISING
OUT OF OR RELATED TO THIS
CONTRACT OR THE WORK TO
BE PERFORMED UNDER THIS
CONTRACT, BUT ONLY TO THE
EXTENT OF THE NEGLIGENCE
OR OTHER FAULT OF THE
CONTRACTOR, ITS AGENTS,
REPRESENTATIVES, EMPLOYEES
OR SUBCONTRACTORS OF ANY
TIER.

When EPC contracts relate to oil and gas infrastructure
projects, there sometimes is confusion over whether the
Texas Construction Anti-Indemnity Act or the Texas
Oilfield Anti-Indemnity Act (“TOAIA”)* applies and
consequently how the indemnity provisions should
be drafted to comply with the statutes. These anti-
indemnity acts are mutually exclusive, as, by its terms,

can be addressed in a three-paragraph indemnity schedule with the final paragraph used as a catch-all.

48. Tex. Crv. Prac. & Rem. Cope §§ 127.001-.007.
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the Construction Anti-Indemnity Act does not apply to
agreements that are subject to TOAIA.® TOAIA applies

to contracts for “well or mine service,” which includes

(i) drilling, deepening, reworking,
improving, testing, treating, perforating, acidizing,
logging, conditioning, purchasing, gathering, storing,
or transporting oil, brine water, fresh water, produced
water, condensate, petroleum products, or other
liquid commodities, or otherwise rendering services
in connection with a well drilled to produce or dispose
of oil, gas, other minerals or water; and

repairing,

(ii) designing, excavating, constructing, improving,
or otherwise rendering services in connection with a
mine shaft, drift, or other structure intended for use
in exploring for or producing a mineral[.]*°

TOAIA defines “well or mine” service to exclude the
following, and thus TOAIA does not apply to contracts
for the following items:

(i) purchasing, selling, gathering, storing, or
transporting gas or natural gas liquids by pipeline or
fixed associated facilities; or

(ii) construction, maintenance, or repair of oil,
natural gas liquids, or gas pipelines or fixed associated
facilities.”!

Cases applying TOAIA have affirmed that it is intended
to apply to contracts regarding the drilling or servicing
of wells and that it was not intended to apply to refining,
supply, and transportation of oil and gas products.”> When
it applies, TOAIA provides that indemnity provisions
requiring one party to indemnify for the other party’s own
negligence are void as against public policy.” The TOAIA
exception to this general rule is that indemnity for another
party’s negligence is permitted if the indemnity is (1)
mutual and (2) supported by certain insurance.’ This type
of mutual indemnity is commonly referred to as “knock-
for-knock” indemnity, and the idea behind it is that each
party should take responsibility for claims regarding its
own property or employees. Notably, “knock-for-knock”
indemnities are at least partially unenforceable under the
Construction Anti-Indemnity Act because there is no

49. Tex. Ins. Copk § 151.005.
50. Tex. Crv. Prac. & Rem. Copk § 127.001(4)(A).
51. I4.§127.001(4)(B).

4

\

ability to transfer risk for a parties’ negligence relating to
property damage.

More often than on commercial projects, EPC contractors
on oil and gas projects ask for knock-for-knock indemnity,
and knock-for-knock indemnity clauses are somewhat
more common than one-sided clauses in the owner’s favor
on oil and gas EPC projects. This trend appears to stem
from apparent confusion regarding TOAIA’s application
because even where EPC projects deal with oil and gas,
TOAIA frequently does not apply to the project. As
discussed above, TOAIA does not apply to pipelines and
related midstream facilities (such as processing plants
and storage terminals) as well as downstream facilities
(refineries, chemical plants).” And as noted above, when
TOAIA does not apply to a construction project, the
Construction Anti-Indemnity Act applies and would
render a TOAIA knock-for-knock indemnity provision at
least partially unenforceable. Instead, a better approach
for owners of EPC projects would be to negotiate for
a traditional two-tiered indemnity provision found in
commercial construction contracts, with a provision
for indemnity of employee injury claims and a separate
provision for all other claims limited by the extent of
the owner’s negligence or fault. If knock-for-knock type
indemnity is desired, the reciprocal indemnity for bodily
injury is an acceptable middle ground.

J. Mutual Waiver of Consequential Damages

EPC contracts regularly contain broad mutual waivers
of consequential damages. While mutual waivers of
consequential damages have a benefit to the owner, the
owner usually has more tolose fromageneral, mutual waiver
of consequential damages without any qualifications.
As a result, when negotiating a waiver of consequential
damages, owners should attempt to negotiate carve-
outs favoring the owner, for example, owner damages
arising from the contractor’s indemnity obligations and
warranties. Another problem that arises is the ambiguity
in whether damages are direct or consequential. Somewhat
recently, the Texas Supreme Court may have indicated
that delay damages are categorically consequential.>®
If a contract provides for delay damages, this may raise

52. See Coastal Transp. Co. v. Crown Cent. Petroleum Corp., 20 S.W.3d 119, 127-28 (Tex. App.—Houston [14th Dist.] 2000, pet. denied) (“[ TOAIA] applies
to contracts for services involved in the drilling or servicing of wells. Crown is involved in the refining, supply, and transportation of petroleum products
The Agreement only granted ‘key-stop privileges;’ [at Crown’s gasoline loading terminal,] it did not involve the drilling or servicing of a well. Therefore,
we find [TOAIA] does not encompass this activity and is not applicable to the Agreement and, therefore, does not render the indemnity agreement void

and unenforceable.”) (internal citations omitted).
53. Tex. Crv. Prac. & Rem. Cobe §§ 127.002—.003.
54. Id § 127.005.
55. Seeid. § 127.001(4).
56. See Zachry Constr., 449 S.W.3d at 112.
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a conflict that could potentially be resolved by carving A IV. EPC AGREEMENTS OFTEN RAISE THE QUESTION

delay damages recoverable under the agreement from the OF WHETHER CHAPTER 53 OR 56 OF THE TEXAS
waiver. If delay damages are not addressed, this provision PROPERTY CODE APPLIES, WHICH AFFECTS
could accidentally waive delay damages. RETAINAGE, BONDS, AND LIEN WAIVERS

K. Overall Limitation of Liability Provisions required to address lien law must be reviewed

While less common in commercial construction
contracts, given the dollars involved, EPC contracts
frequently contain provisions placing an overall limit
on the EPC contractor’s liability. In many instances, the
contractor agrees to accept liability up to the amount of
the contract price. In other instances, the contractor’s
liability is expressed as a percentage of the contract price
or a specific dollar amount. Liability limiting provisions
or caps are generally enforceable between sophisticated
parties in Texas,
them as a way to limit their sometimes-substantial overall
risk. In response, owners often negotiate for exceptions to
the liability limit, such as for claims covered by insurance,
indemnity claims, or liens. For example, the clause below
is a limited liability provision with specific carve-outs.

for compliance with statutory requirements if the work
is in Texas®® or if Texas law applies. EPC agreements
uniquely implicate multiple different statutory schemes
due to the frequency with which they are used for
energy-related projects. The legal obligations of owners
are different depending on whether the agreement falls
under Chapter 53 or 56 of the Texas Property Code.
Most of the work performed under EPC agreements will
fall under Chapter 53, to which mechanic’s liens apply.

. However, certain projects involve work categorized as
°7 and EPC contractors often negotiate ’ bro) 5

“mineral activities.” Projects involving contractors that
provide labor or services relating to “mineral activities”
are subject to Chapter 56 of the Texas Property Code, to
which mineral liens apply. “Mineral activities” are defined
as digging, drilling, torpedoing, operating, completing,
maintaining, or repairing an oil, gas, or water well, an

Excluding Contractor’s  liability for oil or gas pipeline, or a mine or quarry.”® According to
warranty,  indemnity  obligations, this narrow definition of “mineral activities,” not all work
and claims covered by insurance, the performed on oil and gas-related projects are subject to
Contractor’s total aggregate liability to Chapter 56 and thus would likely be subject to Chapter
the Owner will in no event exceed fifty 53. Given that Chapter 56 is narrower than Chapter 53,
percent of the Contract Price, adjusted to determine which statute applies, examine Chapter 56
for Change Order(s). first. If the project falls under Chapter 56, it does not fall
60

It is recommended that the owner never include such a under Chapter 53.

limitation unless it is specifically requested. If a limitation Sometimes it may be difficult to determine if the work

is essential to the project from the contractor’s perspective, falls under Chapter 53 or Chapter 56. For example,

countervailing carve-outs are essential and important to projects related to crude oil storage, gas processing, and
the owner. \J refineries likely do not involve “mineral activities” as

57. E.g., Vallance & Co. v. De Anda, 595 S.W.2d 587, 589-90 (Tex. Civ. App.—San Antonio 1980, no writ) (enforcing limited liability provision in burglary
alarm contract to limit liability by alarm company to six months of service charges); Glob. Octanes Tex., L.P v. BP Expl. & Oil, Inc., 154 F3d 518, 523
(5th Cir. 1998) (applying Texas law and enforcing $500,000 damages cap in chemical supply agreement).

58. Under Texas law, for construction projects located in Texas, choice of law provisions that require the application of another state’s law are voidable by
the contractor. See Tex. Bus. & Com. Copk § 272.001 (“(a) This section applies only to a construction contract concerning real property located in this
state [Texas]. (b) If a construction contract or an agreement collateral to or affecting the construction contract contains a provision making the contract
or agreement or any conflict arising under the contract or agreement subject to another state’s law, litigation in the courts of another state, or arbitration
in another state, that provision is voidable by a party obligated by the contract or agreement to perform the work that is the subject of the construction
contract.”).

59. Tex. Prop. CobE § 56.001(a).

60. “Chapter 56 is the exclusive statute governing liens against mineral property to secure payment for labor or services related to mineral activities. Persons

entitled to liens under this statute are not entitled to liens provided by other statutes.” Noble Expl., Inc. v. Nixon Drilling Co., Inc., 794 S.W.2d 589, 597
(Tex. App.—Austin 1990, no writ). In other words, a mechanic’s lien secured under Chapter 53 is ineffective to secure a contractor’s lien rights for work

that should have been liened under Chapter 56.
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defined by statute. Oil and gas pipelines, however, are
sometimes constructed through EPC agreements and are
clearly governed by Chapter 56.° Moreover, certain types
of wells are constructed through EPC agreements.

A. Retainage

1. Does Chapter 53 or Chapter 56 of the Texas
Property Code Apply?

A frequently negotiated provision in high dollar EPC
contracts involves the percentage of retainage that the
owner withholds and the timeline for release to the EPC
contractor. In particular, 10% retainage must be withheld
until the final completion of the work under Tex. Prop.
Code § 53.101. No such requirement exists under
Chapter 56.%

If it is unclear whether the work is a “mineral activity” or
not, comply with retainage requirements for Chapter 53.
However, if a contractor is heavily resistant to retainage, it
is not a requirement under Chapter 56.

2. Does Chapter 535 10% retainage requirement
apply to engineering services? Maybe not

Assuming Chapter 53 of the Texas Property Code is
applicable to the work, it is typically advisable to set out in
the EPC agreement that retainage in the amount of 10%
will be withheld from all payments to the EPC contractor.
This helps to ensure compliance with applicable statutes
and removes surprise when attempting to implement
withholding after the contract work commences. More
EPC contractors, however, resist an owner’s efforts to
withhold retainage despite the statutory mandate the
retainage “must” be withheld because of the higher value
of agreements and the large cash outlays often necessary to
timely secure appropriate skilled craft labor.

As a possible middle ground, consider whether retainage
is required on engineering services. Under Texas Property

Code § 53.101,

[d]uring the progress of work under an
original contract for which a mechanic’s
lien may be claimed and for 30 days after
the work is completed, the owner shall
retain: (1) 10 percent of the contract
price of the work to the owner; or (2)
10 percent of the value of the work;
measured by the proportion that the

61. Tex. Pror. CobpEk § 56.001(a).

62. See generally Tex. Prop. Code Ch. 56.
63. Tex. Prop. CopE § 53.101(a).

64. Id. §53.001(1).

65. Id. §53.101(a).

work done bears to the work to be done,
using the contract price or, if there is
no contract price, using the reasonable
value of the completed work.®

“‘Contract price’ means the cost to the owner for any part
of construction or repair performed under an original

contract.”®

Pursuant to Texas Property Code § 53.101(a), retainage
may be withheld “[d]uring the progress of work under
an original contract for which a mechanic’s lien may be
claimed and for 30 days after the work is completed.”®
There are three elements to address regarding the specific
statutory language used to describe an owner’s obligation
to withhold retainage: (1) the definition of “work”; (2)
the definition of an “original contract” qualified by the
term “work”; and (3) the potential implications of the
phrase “for which a mechanic’s lien may be claimed.”
Applying these definitions below, both parties would have
a reasonable argument that the owner is not required to
withhold retainage on the engineering services provided
by the EPC contractor.

a) The definition of “Work”
Texas Property Code § 53.001(14) defines “work” as

“any part of construction or repair performed under an
original contract.” Focusing on the verbs used to define
“work,” the Texas Legislature chose “construction” and
“repair.” While these two terms are not further defined
by the Texas Property Code, a plain interpretation of the
term “construction” does not encompass design services.
Importantly, the Texas Legislature also included the phrase
“any part of.” “Any part of” signifies that the Legislature
contemplated that an original contract could be for more
than only construction or repair. The original contract
could include types of services that do fall under the Texas
Property Code’s definition of “work” and therefore do not
require the owner to withhold retainage.

b) “Original Contract”
Texas Property Code § 53.001(6) defines “original

contract” as “an agreement to which an owner is a party
either directly or by implication of law.” EPC contracts
would fall under the definition of “original contract” as
the project owner is a party. However, in conjunction with
the definition of “work,” the parts of the original contract
for which the owner is required to withhold retainage may
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be limited to the procurement and construction services
provided by the EPC contractor, and not the engineering
services.

¢) ‘for which a mechanic’s lien may be claimed”

Under Texas Property Code § 53.021(c), “an architect,
engineer, or surveyor who prepares a plan or plat under
or by virtue of a written contract with the owner or the
owner’s agent, trustee, or receiver in connection with
the actual or proposed design, construction, or repair
of improvements on real property . . . has a lien on the
property.” Therefore, an EPC contractor who provides
engineering services is entitled to claim a mechanic’s
lien on the property. Therefore, on its face, there is an
argument that engineering services are work for which a
mechanic’s lien may be claimed.

However, the phrase “for which a mechanic’s lien may
be claimed” is qualified by the term “work.” Therefore, if
“work” is limited to “construction” or “repair,” then a strict
reading of § 53.101(a) provides that the owner would only
be required to withhold retainage for construction or repair
services for which a mechanic’s lien may be claimed—
not design services. In addition, Texas Property Code §
53.021(c) separates the term “design” from “construction”
or “repair.” This further suggests “design” services are not
encompassed within the terms “construction” or “repair,”
and thus that retainage would not need to be withheld
for design services. Given that there are many reasons
for withholding other than subcontractor lien liability,
an owner should negotiate 10% retainage, and the issue
relating to engineering should also be considered as a last
resort.

B. Lien Waivers

Additionally, if a project falls under Chapter 53, statutory
lien releases are required. Such releases are very favorable
to contractors and fall far short of language that may
be desirable for an owner to have in connection with a
complex EPC agreement. For example, an owner may
desire for such a release to have interim claim waivers
when that type of language is not allowed in the statutory
lien releases. Under Chapter 56, given there are no
requirements to use statutory lien waivers, a different,
stronger lien waiver form could be used.

66. See Chapter 53, subchapter L of the Texas Property Code.
67. Tex. Pror. CoDE § 53.203.

68. Id.§53.201.

69. Seeid. § 56.041.

C. Bonds on EPC Contracts

Given the overlap between Chapter 53 and 56, bonding
EPC projects can also be more challenging. A statutory
payment bond under Texas Property Code § 53.202 is
one of the most favorable bonds an owner can require
on any project.” If the owner obtains a bond that is
consistent with these requirements and records it in the
applicable real property records, the owner is relieved
of the requirement to withhold retainage and cannot
be held liable for failing to trap funds.®® Subcontractor
liens no longer attach to the owner’s property and, as a
result, the subcontractor has no lien foreclosure action
against the owner. In other words, the subcontractor’s
remedy is provided by the bond and is not against the
owner. This is a win-win for owners and subcontractors
because a subcontractor’s remedy is not limited to its
proportionate share of retainage plus any trapped funds.
From the owner’s perspective, the owner is not subjected
to a multiplicity of often conflicting subcontractor claims
if bankruptcy, termination, or abandonment occurs at the
prime contractor level.

However, it is unclear whether the statutory payment bond
is available at all for mineral liens. While certain provisions
under Chapter 56 are expressly enforced through Chapter
53,% there is no similar provision which would indicate
that bonds for the two schemes are interchangeable.
Nor have any Texas cases addressed whether Chapter
53 statutory payment bonds serve the same purpose for
mineral lien claims. Thus, if the EPC agreement relates
to something for which Chapter 56 would apply, then an
attorney could unwittingly recommend a bond that may
not offer the intended protection to the owner.

V. ALTERNATIVE SECURITY FOR EPC AGREEMENTS

Letters of credit are used with more frequency in EPC
agreements to secure a portion of the contractor’s
obligations. Letters of credit are almost never used to
secure all the contractors obligations because, unlike
bonds, an issuing bank may require the contractor to
post cash or similar security in connection with a letter
of credit.

For the owner, a letter of credit may be preferable security
to a performance bond because it is typically drawn
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upon demand for stated reasons. Performance bonds
can be trouble given the ease with which one can lose
a performance bond” and the propensity for sureties to
deny claims. Given this, even though a letter of credit may
only provide partial security, it may be preferable to the
limited protection a surety is actually willing to provide
short of a long, drawn-out fight.

An owner should seek a letter of credit that may be drawn
on demand for broad reasons (i.e., any material breach).
Contractors should limit the reasons for which an owner
can draw on the letter of credit and require notice and an
opportunity to cure prior to the owner having the right
to draw on the letter of credit. Contractors should also
attempt to limit the time period for which the letter of
credit can be drawn. Owners must negotiate a time period
sufficient for the intended purpose of the letter of credit.
For example, if a letter of credit will be used to secure

performance guarantees, the letter of credit must allow
sufficient time for a performance test.

VI. CONCLUSION

EPC contracts provide a means for parties to develop
large infrastructure and energy projects and allocate the
correspondingly large risks that come with developing
such projects. By vesting responsibility for the projectin a
single EPC contractor, EPC contracts shift most cost and
performance risks to the EPC contractor in exchange for
a risk premium. This allows owners to quantify project
risks and results more easily in a contract that helps
the owner obtain project financing from lenders and
investors. Because of the many ways EPC contracts differ
in their scope and risk allocation provisions from ordinary
construction contracts, attorneys drafting or negotiating
EPC contracts need to be aware of those differences to
avoid pitfalls and unexpected outcomes.

70. See Thomas R. Barber & Mason P. Hester, Where Did My Performance Bond Go and How Did I Lose It?, Presented before the 31st Annual Construction

Law Conference, San Antonio, Texas (2018).
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THE FORCE MAJEURE DOCTRINE AND STANDARD
CONSTRUCTION FORM CONTRACT PROVISIONS:
REVISITING AN OLD CONTRACT PROVISION DURING THESE
NEW UNCERTAIN TIMES

I. INTRODUCTION A Committee (EJCDC), and Design-Build Institute of

As we approach the first anniversary of the World Health
Orgamz?tl(‘)nﬁ declaration of COVID-19 as a global COVID-19 or other pandemics.
pandemic, its impact on local and global economies and our

way of life cannot be ignored. The effects of COVID-19 to II. HISTORICAL BACKGROUND
the construction industry are wide-reaching. Consequences
on a project site include quarantines or other governmental
restrictions resulting in impacts to the project workforce.
Offsite impacts can cover a much broader scope of
issues implicating the various links of the supply chain
relied upon by the construction industry. For instance,
labor shortages at manufacturing factories or fabrication
facilities resulting in production delays or material price
increases, transportation embargoes causing project supply
issues, or governmental actions inhibit manufacturing and

. . . po 1 Liees excuse to nonperformance.*
production by causing temporarily artificial inabilities to

America (DBIA) through a COVID-19 lens and propose
modifications to balance the risks and exposures caused by

The force majeure doctrine has its historical underpinnings
in the British common law doctrine associated with
frustration of purpose and impossibility of performance.?
As one may recall from their 1L Contracts class, early
British common law imposed absolute liability on parties
that failed to satisfy unconditional contractual promises.’
Unsurprisingly, parties sought to avoid the strictapplication
of this rule, and courts over time softened the rule to allow
a party to assert the defense of physical impossibility as an

This article will discuss the origins of the force majeure
provision and relevant Texas case law. The article will
conclude with an examination of key provisions found
within certain standard form contracts published by

The

ConsensusDocs, Engineer Joint Contract Documents \/

1.

Rl

o

service existing demands. Due to these impacts, project Such a narrow defense did not provide much comfort,
participants are turning to the force majeure provision in prompting parties to include contractual provisions
their contract as a pathway for equitable relief. related to excusable nonperformance.” Borrowed from

the Code Napoleon, the term “force majeure” came into
use in British contracts to characterize these contractual
carveouts.® This French civil law concept represented the
codification of a legal doctrine harkening back to Roman
law and the legal principle impossibilium nulla obligatio est

American  Institute of Architects (AIA), AGC (“there is no obligation to perform impossible things”).”

Matt Moore is the Managing Partner in Peckar & Abramson’s Houston office. Mr. Moore represents general contractors, construction managers, sureties,
owners, developers, and subcontractors in all phases of construction and on a wide variety of construction-related issue. Matt also regularly reviews, drafts,
and negotiates construction contracts. Mr. Moore has been selected each year beginning in 2012 to the Zexas Super Lawyersand Rising Stars lists in the area of
ConstructionLaw. Heisalsoamongthefirstattorneysin TexastobecomeBoard Certifiedin theareaof Construction Lawby the Texas Board of Legal Specialization.

Lee Banta is a Senior Associate in Peckar & Abramson’s Houston office. Lee has experience with lien and bond claim disputes, construction defect
litigation, and general commercial matters. He has represented owners, contractors, subcontractors, and materialmen at all stages in the litigation
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Sun Operating P’ship v. Holt, 984 S.W.2d 277, 282 (Tex. App.—Amarillo 1998, pet. denied).

Paradine v. Jane, 82 Eng. Rep. 897 (1647).

Hinde v. Whitehouse, 103 Eng. Rep. 216 (1806).

Fred R. Pletcher & Anthony A. Zoobkoff, FORCE MAJEURE (AND OTHER USEFUL FRENCH PROFANITIES) IN RESOURCE AGREEMENTS,
59 Rocky MTN. MiIN. L. INst., 17-3 to 17-4 (2013).

Alphonse M. Squillante & Felice M. Congalton, FORCE MAJEURE, 80 Com. L.]J. 4, 5 (1975) (“[t]here is no ground for damages and interest, when
by consequence of a superior force or of a fortuitous occurrence, the debtor has been prevented from [performing]. . .”) (quoting § 1148 of the French
Civil Code from which the concept of force majeure is derived.).

Pletcher & Zoobkoff, supra note 5, at 17-3 to 17-4. For this reason, force majeure provisions are sometimes referred to by the Latin phrase “vis
major”.
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For this reason, force majeure provisions are sometimes 0 during contract negotiations." Hence, Texas jurisprudence

referred to by the Latin phrase “vis major”.

Commentators have observed that British lawyers likely

8 has not departed in any appreciable degree from the old

British common law rule on contract performance.

relied on the civil law concept and the corresponding body Though excusable force majeure events are defined by
of law as a way to include by contract what the common contract, Texas does recognize the common law doctrine
law failed to provide.” However, British courts were wary of impossibility.'® The Texas Supreme Court adopted the
of relying on a singular term to incorporate by reference Restatement (Second) of Contracts’ formulation, which
an entire civil law doctrine that had no equivalence in excuses a party’s performance of a contractual obligation
common law.'’ Thus, efforts to contract around the harsh “made impracticable without his fault by the occurrence
applications of the common law appeared to require of an event the non-occurrence of which was a basic
parties to explicitly define the events that constituted assumption on which the contract was made.”"” As the
force majeure. Eleventh Court of Appeals observed, impossibility of

Later, American courts largely followed the British
common law’s general principal of absolute liability for

performance “read([s] into a contract an escape clause that
does not otherwise exist.”'®

nonperformance along with the limited exception of However, courts are cautious to apply this common law
“frustration.” The latter doctrine is often referred to as exception. For one, a party seeking to invoke the excuse
“impossibility” in the U.S."" A “freedom of contract” state of nonperformance due to legal prohibition must make
such as Texas has not departed from this legal tradition." reasonable efforts to avoid the application of the regulation,

For well over a century, Texas courts have recognized that
force majeure is not so much a common law doctrine
as it is a creature of contract.”” Texas case law holds that
supervening events preventing performance (e.g., Acts
of God) do not relieve a party from performance unless
the express terms of the contract provide otherwise.'
Courts are also not inclined to bail out a party by reading
a force majeure provision into a poorly drafted contract,
particularly when the more typical force majeure events

including appealing a regulatory agency ruling even if
the party believes it will be unsuccessful.’” Additionally,
courts often find that a temporary legal restriction
against the purpose of the contract does not give rise to
impossibility.?® This is particularly true when the terms
of the contract in question contemplate the possibility of
delayed performance in connection with compliance with
applicable legal requirements.” Therefore, the doctrine of
impossibility operates as an “escape clause” in only limited
circumstances. The best line of defense remains a well-

affecting performance could be anticipated by the parties \ drafied force majeute provision.

8. Arthur L. Corbin, Corbin on Contracts § 1324 (One vol. ed. 1952).

9. Pletcher & Zoobkoff, supra note 5, at 17-2.

10. See, e.g., Matsoukis v. Priestman & Co. [1915] 1 K.B. 681, 685 (noting that it was not clear whether a British court applying British law would be
bound or entitled to give the words the full meaning as they have under French law); see also Thomas Bortwick (Glasgow) Ltd. v. Faure Fairclought
Led. [1968] 1 Lloyd’s Rep. 16, 28 (commenting that “the precise meaning of this term, if it has one, has eluded lawyers for years”).

11. Pletcher & Zoobkoff, supra note 5, at 17-9.

12. See, e.g., Koltermann, Inc. v. Underream Piling Co., 563 S.W.2d 950, 957 (Tex. Civ. App.—San Antonio 1977, writ ref'd n.r.e.) (“Where the
obligation to perform is absolute, impossibility of performance occurring after the contract was made is not an excuse for nonperformance if the
impossibility might have reasonably been anticipated and guarded against in the contract.”).

13.  See Sun Operating P’ship v. Holt, 984 S.W.2d 277, 283 (Tex. App.—Amarillo 1998, pet. denied) (“Force majeure, is now little more than a
descriptive phrase without much inherent substance. Indeed, its scope and application, for the most part, is utterly dependent upon the terms of the
contract in which it appears.”); see also N. Irr. Co. v. Dodd, 162 S.W. 946, 948-49 (Tex. Civ. App.—Austin 1913, writ ref’d) (“‘[W]here the party of
his own contract creates a duty or charge upon himself, he is bound to make good, notwithstanding any accident by inevitable necessity, because he
ought to have provided against it by his contract.””)

14. See GT & MC, Inc. v. Texas City Ref., Inc., 822 S.W.2d 252, 258-59 (Tex. App.—Houston [1st Dist.] 1991, writ denied); see also N. Irr. Co., 162
S.W. at 948-49 (“‘It is a well-established rule of law that, where a person creates a charge or obligation upon himself by express contract, he will not
be permitted to excuse himself therefrom by pleading an act of God rendering such performance impossible.””) (quoting 1 Am. & Eng. Ency. Law, p.
588).

15. Metrocon Const. Co., Inc. v. Gregory Const. Co., Inc., 663 S.W.2d 460, 46263 (Tex. App.—Dallas 1983, writ ref'd n.r.e.) (defendant-builder
assumed the risk of failure to timely construct a wall due to the occurrence of high winds).

16. See N. Irr. Co., 162 S.W.at 948-49 (noting that the performance of a contract is prevented by law as an exception to the general rule that a promisor is
not discharged where the performance becomes impossible subsequent to the making of the contract).

17. Centex Corp. v. Dalton, 840 S.W.2d 952, 954-55 (Tex. 1992) (quoting RESTATEMENT (SECOND) OF CONTRACTS § 261 (1981)).

18. Key Energy Servs., Inc. v. Eustace, 290 S.W.3d 332, 340 (Tex. App.—Eastland 2009, no pet.).

19. Tractebel Energy Mktg., Inc. v. E.I. Du Pont De Nemours & Co., 118 S.W.3d 60, 69-70 (Tex. App.—Houston [14th Dist.] 2003) (disallowing
impossibility defense where party to the contract dismissed legal challenge to agency decision because the party did not believe the case could be won
in time to effectuate the contract).

20. Walden v. Affiliated Comput. Servs., Inc., 97 S.W.3d 303, 325 (Tex. App.—Houston [14th Dist.] 2003, pet. denied).

21. Id
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Texas case law continues the theme developed by British
common law that magic words alone (e.g., “force majeure”)
will not excuse a party’s failure to perform if there is no
further effort to clarify.

A. Acts of God

A common force majeure event that comes to mind is the
familiar “Act of God.” Courts have defined the phrase as
being “an act occasioned exclusively by forces of nature”
that “could not have been prevented or escaped by any
amount or foresight or prudence, or by any reasonable
degree of care or diligence, or by the aid of any appliances
which the situation of the party might reasonably require
him to use.”” Courts have found that even natural
disasters that occur infrequently can still be “reasonably
anticipated” by the contracting parties.”

The case of Metrocon Construction Company v. Gregory
Construction Company is instructive. The general
contractor sued the masonry subcontractor for breach
of contract and negligence seeking to recover additional
sums spent to repair the masonry walls for a shopping
center project that fell over during a high wind weather
event.”* The subcontractor argued the breach was
excusable because it was caused by an Act of God.”

A

III. SPECIFIC APPLICATIONS OF THE FORCE burdensome than originally anticipated, which is not a
MAJEURE DOCTRINE legally justifiable excuse for failure to perform.*’

Due to the emphasis Texas courts place on the specific Furthermore, a party should be wary about invoking an
language in the force majeure provisions in determining “Act of God” clause in a force majeure provision if the
whether a specific instance constitutes excusable force of nature occurred after anticipated performance.
nonperformance, it is worth considering some of the Long ago, the Texas Supreme Court held that a force
typical force majeure provisions and how they are majeure event is not an excuse for nonperformance
interpreted by the courts. when a prior material breach has occurred.?® Thus, in the

construction industry context, a contractor seeking to
claim a pandemic as an “Act of God” force majeure excuse
for its failure to meet a specific turnover date would have
to demonstrate that no concurrent delays existed.

B. “Catch-All” Language

One should also be cautious about relying on a “catch-
all” clause in a force majeure provision. The following
is example of such a clause: “[A]lny other cause not
enumerated herein but which is beyond the reasonable
control of the [plarty whose performance is affected . .
. ¥ Typically preceding a laundry list of specifically
identified events,* a contractor whose work was impacted
by COVID-19 may be tempted to use this open-ended
clause given that pandemics were not often one of the
specifically enumerated force majeure events in contracts

drafted prior to March 2020.

Faced with this creative contract interpretation argument,
Texas courts would likely apply the familiar doctrine of
ejusdem generis in order to determine if this unspecified
event, which the party claims excused performance, is of
the same kind as the events specifically listed in the force
majeure provision. The specific list of events, and how a
court characterizes them, will determine the outcome.

The Fifth Court of Appeals disagreed, noting that the For instance, in R & B Falcon Corp. v. American Exploration
subcontract agreement did not contain a force majeure Company, the United States District Court for the
provision that excused performance due to an Act of God, Southern District of Texas was asked to decide whether
and that high winds were the type of risk that could be a seabed anomaly affecting the structural integrity of an
anticipated when the subcontract was drafted.?® The court under-construction offshore oil rig fell within the “catch
further noted that the Act of God did not actually prevent all” language of the force majeure provision in the parties’
performance of the subcontract, but merely made it more v drilling contract.’® The provision reads, in relevant part:
22. R & B Falcon Corp. v. Am. Expl. Co., 154 ESupp.2d 969, 974 (S.D. Tex. 2001) (applying Texas law) (quoting BLACK’S LAW DICTIONARY 33
(6th €d.1990)); accord N. Irr. Co., 162 S.W. at 948—49 (defining “Act of God” as being “the result of such natural causes as could not reasonably have
been foreseen and provided against”).

23. N. Irr. Co., 162 S.W. at 948—49 (the lack of a severe drought for the ten years preceding the contract did not constitute an act of God excusing the
defendant from failing to furnish water for irrigation). Of course, more leniency may be shown for a flu-like pandemic, which has not occurred on
such a scale in over a century.

24. Metrocon Const. Co. v. Gregory Const. Co., 663 S.W.2d 460, 461 (Tex. App.—Dallas 1983, writ ref’'d n.r.e.).

25. Id. at 462-63.

26. Id.

27. Id.

28. Gulf, C. & S.E Ry. Co. v. McCorquodale, 9 S.W. 80, 80-81 (Tex. 1888) (unprecedented flood that washed away a bridge an act of God but shipment
of cattle would have passed the juncture prior to the casualty if the shipment left at its original departure time)

29. See, e.g, TEC Olmos, LLC v. ConocoPhillips Co., 555 S.W.3d 176, 179 (Tex. App.—Houston [1st Dist.] 2018, pet. denied).

30. See id. at 186. (specifically identifying “fire, flood, storm, act of God, governmental authority, labor disputes, [or] war . . . .” as force majeure events).
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A

[Elach party to this Contract shall the other hand, changing commodity prices that made a
be excused from complying with the mineral rights lease less profitable were more predictable
terms of this Contract . . . if and for and went to the heart of the farmout agreement.”

so long as such compliance is hindered
or prevented by riots, strikes, wars . . .
, insurrection, rebellions, terrorist acts,
civil disturbances, dispositions or order
of governmental authority . . ., acts of
God . . ., inability to obtain equipment,
supplies or fuel, or by any act or cause
(other than financial distress or inability
to pay debts when due) which is
reasonably beyond the control of such

This pair of cases suggest that a pandemic may fall into
a “catch-all” provision. Under the R & B Falcon court’s
characterization, a contagious disease such as COVID-19
can be viewed as a “supply-chain related event,” external
to the subject-matter construction contract. While the
manpower shortages and material delays caused by the
pandemic may facially be similar to the complained-of
declining market conditions that were the focus in 7EC
Olmos, the root cause is distinguishable. The economic
impacts of a pandemic—arguably a natural or man-made

party ....” disaster—are irregular and distinct from the typical labor
Applying ejusdem generis, the district court interpreted and material fluctuations complained of in the 7EC
the list as being essentially comprised of “governmental Olmos opinion.
instability and supply-chain related events . . . ,” which C. Specifically Identified Commercial Events
the court categorized as being “external to the actual
performance of the contract.”” The event in question Reliance on “Acts of God” or “catch all” clauses may be
(a seabed anomaly), though, related to the set-up and avoided if the force majeure provision identifies certain
operation of the rig, which pertained to the core subject commercial events as excuses for non-performance.”* As
matter of the drilling contract. As such an event could be the construction industry has learned, a major ramification
contemplated by the parties, it did not come within the of the COVID-19 pandemic has been the disruption of
scope of the force majeure provision.* labor markets and material supply chains. However, Texas

courts are quick to scrutinize the specific language in
assessing whether the event in question falls within the
force majeure provision.

The Texas First Court of Appeals reached a similar
conclusion for a less tangible event—changing market

conditions. In TEC Olmoes, LLC v ConocoPhillips

Company, a drilling company sought to invoke the force The case of Sherwin Alumina L.P v. AluChem, Inc.
majeure provision in the parties’ farmout agreement when provides a useful illustration. AluChem contracted with
a market downturn in oil and gas made it difficult to Sherwin Alumina to manufacture a ceramics chemical
obtain the project financing necessary to test-drill land compound.”  Sherwin Alumina began producing
owned by the lessee.”® The provision contained a list of the compound on a specific kiln at its Texas plant,
events like those discussed in the R ¢ B Falcon opinion,* which was initially operated under a temporary Texas
which the Houston appellate court characterized as being Commission on Environmental Quality (TCEQ) permit
natural or man-made disasters, governmental actions, or before a permanent permit could be obtained.*” During
labor disputes.” Although foreseeable, the events were production, Sherwin Alumina had to report several dust
irregular, thus making it difficult for the parties to plan emissions events to the TCEQ. Though no formal actions
for and allocate the risk associated with such events.*® On ] were taken by the TCEQ, Sherwin Alumina eventually
31. R & B Falcon Corp. v. Am. Expl. Co., 154 ESupp.2d 969, 974 (S.D. Tex. 2001).

32. Id.

33. Id.

34. Id. at 975.

35. TEC Olmos, LLC v. ConocoPhillips Co., 555 S.W.3d 176, 179 (Tex. App.—Houston [1st Dist.] 2018, pet. denied).
36. See id. (“Should either Party be prevented or hindered from complying with any obligation created under this Agreement . . . by reason of fire, flood,
storm, act of God, governmental authority, labor disputes, war or any other cause not enumerated herein but which is beyond the reasonable control

of the Party whose performance is affected . . . 7).

37. Id. at 186.

38. Id.

39. Id.

40. See, e.g., Sherwin Alumina L.P v. AluChem, Inc., 512 ESupp.2d 957, 966 (S.D. Tex. 2007) (listing “unforeseen shortages or unavailability of
fuel, power, transportation, raw materials or supplies, inability to obtain or delay in obtaining necessary equipment . . . ” among the specifically
enumerated force majeure events).

41. Id. at 960.

42. Id.
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. . A
sent a letter to AluChem declaring a force majeure event

force majeure must demonstrate that the governmental
due to environmental concerns, and simultaneously filed actions preventing performance were beyond the party’s
a declaratory judgment action seeking to adjudicate its reasonable control.

contractual right to suspend performance.® . .
& pencp For instance, in Hydrocarbon Management., Inc. v. Tracker

The federal district court subsequently granted AluChem’s Exploration, Inc., the parties’ mineral rights lease agreement
motion for summary judgment, finding that the economic excused nonproduction from a well due to government
impact of anticipated costs of environmental regulation regulations.® The well operator sought to invoke the force
compliance did not constitute a force majeure event under majeure provision when the Railroad Commission shut
the parties’ supply agreement.** Specifically, the court in the well due to the operator exceeding the production
rejected Sherwin Alumina’s argument that the extremely quotas.’® The Seventh Court of Appeals held that the
high cost of upgrading the kiln fell within the applicable force majeure provision did not apply because compliance
force majeure provision, which read, in relevant part: with state-mandated production quotas was within the

operator’s reasonable control, and the shut in resulted

Seller shall not be liable for failure or A o o
from the operator’s violation of an existing regulation.

delay in performance under this Order

due . . . to causes such as an act of God, Additionally, the governmental action prohibiting
strike, lockout . . ., [or] inability to performance under the contract must actually occur.
obtain or delay in obtaining necessary Returning to the Sherwin Alumina opinion,* the federal
equipment or governmental approvals, district court noted that force majeure provisions do

permits, licenses or allocations . . . .

not typically provide for hypothetical or possible events
that affect a party’s future performance.”® Thus, the
potential or actual threat that the TCEQ may require a
chemical manufacturer to suspend operations for multiple

violations of emissions regulations was insufficient.*

The court noted that a party could not avoid contract
performance merely because the costs of regulatory
compliance were higher than preferred or anticipated.*
Sherwin Alumina was able to upgrade the kiln and

continue performing under the contract, but instead In the context of pandemic-related government
sought to avoid the expense as it would make the contract regulations, the more stringent state or local government
unprofitable.” stay-at-home orders that did not exempt construction

activities could arguably be the type of regulation
constituting an excusable event under an applicable force
majeure provision. On the other hand, rumors of a general
lockdown, or the temporary closure of a project site for

The Sherwin Alumina opinion cautions construction
contract parties to determine if supply chain disruptions
make performance impossible as opposed to simply

cxpensive. repeat violations of personal protective health regulations,
D. Government Regulations would likely be inadequate.

A final clause often found in a parties’ force majeure The survey of Texas case law provides the reader with the
provision implicated by pandemics is nonperformance current attitudes by the courts. However, seeing as how
caused by government regulations. On this point, the analysis of force majeure provisions is a fact-specific
Texas case law mirrors that of the related common law inquiry based on the express language of the contract, it
doctrine of impossibility.*® As a party must prove efforts behooves the reader to scrutinize the typical force majeure
to avoid the effect of government regulations when provisions prevalent in construction form contracts.
declaring impossibility of performance, a party claiming \/

43. Id. at 961-62.

44, Id.at 967-974.

45. Id. at 966.

46. Id. at 967.

47. Id.

48. Compare the cases discussed in section II above, with those in this section.

49. Hydrocarbon Mgmt., Inc. v. Tracker Expl., Inc., 861 S.W.2d 427, 435 (Tex. App.—Amarillo 1993, no writ).
50. Id.

51. Id. at 436.

52. See Sherwin Alumina, 512 ESupp.2d at 960-69 (discussing opinion in the context of specifically identified commercial events).
53. Id. at 968.

54. Id. at 968—69.
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A
IV. COMMON FORCE MAJEURE PROVISIONS 1IN omissions of Owner, Design Professional, or Others; (b)

CONSTRUCTION FORM CONTRACTS changes in the Work or the sequencing of the Work ordered
by Owner, or arising from decisions of Owner that impact
the time of performance of the Work; (c) encountering
Hazardous Materials, or concealed or unknown
conditions; (d) delay authorized by Owner pending
dispute resolution or suspension by Owner under §11.1;
(e) transportation delays not reasonably foreseeable; (f)
labor disputes not involving Constructor; (g) general labor
AJA A201 - 2017 disputes impacting the Project but not specifically related
to the Worksite; (h) fire; (i) Terrorism; (j) epidemics; (k)

adverse governmental actions; (1) unavoidable accidents

This section of the article will evaluate the force majeure
provisions found in common industry standard form
contracts and will include some suggested modifications
to ensure the force majeure provision includes impacts to
the project caused by COVID-19, or future pandemics
and government shutdowns.

§ 8.3 Delays and Extensions of Time

§ 8.3.1 If the Contractor is delayed at any time in the or circumstances; (m) adverse weather conditions not
commencement or progress of the Work by (1) an act reasonably anticipated. Constructor shall submit any
or neglect of the Owner or Architect, of an employee of requests for equitable extensions of Contract Time in
either, or of a Separate Contractor; (2) by changes ordered accordance with ARTICLE 8. (emphasis added).

in the Work; (3) by labor disputes, fire, unusual delay

in deliveries, unavoidable casualties, adverse weather Commentary
conditions documented in accordance with Section Since 6.3.1 explicitly mentions “epidemics” and “adverse
15.1.6.2, or other causes beyond the Contractor’s governmental actions”, it would be difficult for an owner
control; (4) by delay authorized by the Owner pending to successfully argue that delays to the work caused by
mediation and binding dispute resolution; or (5) by other COVID-19 are not excusable. To avoid all doubt on
causes that the Contractor asserts, and the Architect whether foreseeability is a determining factor as to
determines, justify delay, then the Contract Time shall be whether delays caused by COVID-19 are excusable, this
extended for such reasonable time as the Architect may provision should be modified to state: “If Constructor is
determine. (emphasis added). delayed at any time in the commencement or progress of
Commentary the Work by any cause be'yond the contr'ol of Constr'uctor,
Constructor shall be entitled to an equitable extension of
The inclusion of “unusual delay in deliveries” and the the Contract Time, whether or not such event or condition
catch all are strong points for a contractor whose work is foreseeable unless otherwise stated herein.”

is delayed by COVID-19 to argue that such delays are
excusable. However, in light of the current pandemic
and the subsequent government shutdowns throughout 4.05.C Delays in Contractor’s Progress
the country, there is no good reason for not expressly
including “epidemics” and “adverse governmental actions”
in this provision. Contractors should also insist that the
provision be further modified to state that “...such time
extensions should be afforded whether or not the events
or conditions were reasonably anticipated at the time and
should be equitable and not subject to the Architect’s sole
determination.”

EJCDC C-700 (2018)

If Contractors performance or progress is delayed,
disrupted, or interfered with by unanticipated causes not
the fault of and beyond the control of Owner, Contractor,
and those for which they are responsible, then Contractor
shall be entitled to an equitable adjustment in Contract
Times. Such an adjustment will be Contractor’s sole
and exclusive remedy for the delays, disruption, and
interference described in this paragraph. Causes of
ConsensusDocs 200 (2011, revised 2017) delay, disruption, or interference that may give rise to
an adjustment in Contract Times under this paragraph

6.3 Delays and Extensions of Time
include but are not limited to the following:

6.3.1 If Constructor is delayed at any time in the
commencement or progress of the Work by any cause
beyond the control of Constructor, Constructor shall be
entitled to an equitable extension of the Contract Time.
Examples of causes beyond the control of Constructor
include, but are not limited to, the following: (a) acts or v

1. Severe and unavoidable natural catastrophes such as
fires, floods, epidemics, and earthquakes;

2. Abnormal weather conditions;

3. Acts or failures to act of third-party utility owners or
other third-party entities (other than those third-party
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utility owners or other third-party entities performing 1 8.2 Delays to the Work
other work at or adjacent to the Site as arranged by

8.2.1 If Design-Builder is delayed in the performance of
or under contract with Owner, as contemplated in & i P

the Work due to acts, omissions, conditions, events, or

Article 8); and . .
) ) circumstances beyond its control and due to no fault of
4. Acts of war or terrorism. . . g .
_ its own or those for whom Design-Builder is responsible,
(emphasis added).

the Contract Time(s) for performance shall be reasonably
Commentary extended by Change Order. By way of example, events
that will entitle Design-Builder to an extension of the
Contract Time(s) include acts or omissions of Owner
or anyone under Owner’s control (including separate
contractors), changes in the Work, Differing Site
Conditions, Hazardous Conditions, and Force Majeure

At first glance, this provision seems to adequately address
impacts caused by pandemics such as COVID-19.
However, the use of the word “severe” is problematic
because it is subjective, and the word “unavoidable” is

too strong and certain. Hopefully COVID-19 will be less

severe towards the end of 2021, but the disease may still Events.
impact construction activities if it spreads onsite, thus 8.2.2 In addition to Design-Builder’s right to a time
requiring quarantine. As for “unavoidable,” what does extension for those events set forth in Section 8.2.1 above,
that really mean? If COVID-19 could have been avoided Design-Builder shall also be entitled to an appropriate
had our federal and state governments acted faster or adjustment of the Contract Price provided, however, that
taken more extreme measures to curb the spread, does the Contract Price shall not be adjusted for Force Majeure
that mean COVID-19 was avoidable and not subject Events unless otherwise provided in the Agreement.
to this provision? What if the workforce refuses to get C

) ) ) ) ommentary
vaccinated despite ease of access to vaccines? Does this
mean COVID-19 is avoidable and not subject to this Similar to ConsensusDocs and EJCDC, the inclusion
provision? The inclusion of those words creates confusion of “epidemics” makes clear that COVID-19 would
and uncertainty, so they should be struck. constitute a Force Majeure Event and that any delays

caused by such an event would be excusable. Similar to
the above provisions, to remove any doubt as to whether a
foreseeable delay caused by COVID-19 constitutes a Force
Majeure Event, contractors should make appropriate
modifications, so they get the benefit of the force majeure
relief.

The inclusion of “unanticipated causes” will also cause
problems for contractors whose work may be impacted by
COVID-19 if the contract was executed after March 11,
2020, the date the World Health Organization declared
COVID-19 a global pandemic. It would be wise for
contractors to strike “unanticipated causes” and replace it
with “whether or not such event or condition is foreseeable V. CONCLUSION

. . »
unless otherwise stated herein. During contract negotiations, careful consideration

DBIA Document No. 535 (2010) should be given to drafting the force majeure provision
to provide entitlement to excused performance and
equitable relief. A well-drafted force majeure provision
will help ensure that project participants stand a better
chance of mitigating their risks, and potentially reducing
the likelihood of protracted litigation.

1.2.8 Force Majeure Events are those events that are beyond
the control of both Design-Builder and Owner, including
the events of war, floods, labor disputes, earthquakes,
epidemics, adverse weather conditions not reasonably
anticipated, and other acts of God. (emphasis added). \
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BY: JONATHAN MILES?

FREEDOM OF CONTRACT AND ITS LIMITS:
SELECTED ISSUES FOR THE CONSTRUCTION INDUSTRY

I. INTRODUCTION

Freedom of contract has deep roots in American law. It
argues for a basic right of individuals or firms to make
agreements to acquire or dispose of property or services
or to create formal legal relationships. It is recognized
even as a fundamental right and is considered essential
to the functioning of a rules-based market economy and
resultant human flourishing.?

The Texas Supreme Court recently noted that “perhaps
y
no principle of law is as deeply engrained in Texas
. . ”3
jurisprudence as freedom of contract.” Freedom of
contract is embedded in Texas’ constitution* and common
law.> And, as the Court noted, “[w]e reinforce this public
policy virtually every Court Term.”®

Freedom of contract “allows parties to...allocate risk as
they see fit.”” “The liberty to make contracts includes
the corresponding right to refuse to accept a contract

or to assume such liability as may be proposed.”® An
“indispensable partner” to the freedom of contract is
contract enforcement.” “The role of the courts is not to
protect parties from their own agreements, but to enforce
contracts that parties enter into freely and voluntarily.”*°
For example, on freedom of contract grounds Texas courts
have upheld the validity of contractual jury waivers,
“as is” clauses in commercial real estate contracts, and
reliance disclaimers or merger clauses that bar fraudulent
inducement claims."!

But fidelity to freedom of contract has its limits: “[a]s a
rule, parties have the right to contract as they see fit as
long as their agreement does not violate the law or public
policy.”"? Texas courts often decline to enforce freely
reached contractual provisions to vindicate competing
common law principles or on public policy grounds.'
The result is tension between the commitment to freedom
of contract and contract enforcement and the need to

1. Jonathan Miles is Senior Counsel with the Houston office of Peckar & Abramson, PC. He has extensive private practice and in-house experience
in complex litigation and transactions in commercial and energy-related construction. He is a graduate of Washington & Lee University and Drake
University Law School. Mr. Miles appreciates the valuable insights into the subject of this article from Will Allensworth and Jeff Ford.

2. See Ogden v. Saunders, 25 U.S. 213, 222 (1827) (freedom of contract “springs from a higher source: from those great principles of universal law,
which are binding on societies of men as well as on individuals”); Shields Ltd. Pship v. Bradberry, 526 S.W.3d 471, 482 (Tex. 2017) (“[f]reedom of
contract is a policy of individual self-determination” and that “individuals can control their destiny and structure their business interactions through
agreements with other competent adults of equal bargaining power”); St. Louis Sw. Ry. Co. of Tex. v. Griffin, 106 Tex. 477, 171 S.W. 703, 704 (1914)
(“The citizen has the liberty of contract as a natural right which is beyond the power of the government to take from him”). Freedom of contract is
“an aspect of individual liberty, every bit as much as freedom of speech, or freedom in the selection of marriage partners or in the adoption of religious
beliefs.” Richard A. Epstein, /n Defense of the Contract ar Will, 51 U. Chi. L. Rev. 947, 953 (1984). See also, DAVID N. MAYER, LIBERTY TO
CONTRACT: REDISCOVERING A LOST CONSTITUTIONAL RIGHT (2011) (comprehensive examination of the historical and philosophical

foundations of freedom of contract in the United States). The idea that freedom of contract contributes to individual and community welfare is

summed up in the Restatement (Second) of Contracts § 72 cmt. B (1981):

Bargains are widely believed to be beneficial to the community in the provision of opportunities for freedom of individual action and exercise of
judgment and as a means by which productive energy and product are apportioned in the economy. The enforcement of bargains rests in part on the

common belief that enforcement enhances that uility.

Energy Transfer Partners, L.P v. Enterprise Products Partners, L.P, 593 S.W.3d 732, 740 (Tex. 2020).
Tex. Const. art I, § 16 (“No bill of attainder, ex post facto law, retroactive law, or any law impairing the obligation of contracts, shall be made”).

3
4.
5. See Energy Transfer, 593 S.W.3d at 738 and n.18.
6. Id at738.

7

El Paso Field Services, L.P v. MasTec North America, Inc., 389 S.W.3d 802, 812 (Tex. 2012) (citing Gym-N-I Playgrounds, Inc. v. Snider, 220 S.\W.3d

905, 912 (Tex. 2007)).
8. St. Louis Sw. Ry. Co., 171 S.W. at 704.

9. El Paso Field Services, 389 S.W.3d at 812 (citing Fairfield Ins. Co. v. Stephens Martin Paving, L.P, 246 S.W.3d 653, 664 (Tex.2008)).

10. Id. at 810-11.

11. In re Prudential Ins. Co. of Am., 148 S.;\W.3d 124 (Tex. 2004) (enforcing pre-suit waiver of jury trial); Prudential Ins. Co. of Am. v. Jefferson Assocs., 896
S.W.2d 156 (Tex. 1995) (enforcing “as is” clause); Schlumberger Tech. Corp. v. Swanson, 959 S.W.2d 171, 179-80 (Tex. 1997) (enforcing disclaimer of

reliance in fraudulent inducement context).

12. Zachry Const. Corp. v. Port of Houston Authority of Harris County, 449 S.W.3d 98, 117 (Tex. 2014).

13. See, e.g., In re Poly-America, LP, 262 S.:W.3d 337, 348 (Tex. 2008) (provisions precluding workers’ compensation benefits unconscionable and void
under Texas law); Formosa Plastics Corp. USA v. Presidio Engineers and Contractors, Inc., 960 S.W.2d 41, 46 (Tex. 1998) (party is not bound by a
contract procured by fraud or mistake); Mem'! Med. Cir. of E. Texas v. Keszler, 943 S.W.2d 433, 435 (Tex. 1997) (not enforcing exculpatory clauses
that exempt a party for its gross negligence or intentional misconduct). See also Fairfield Ins. Co., 246 S.W.3d at 655 n. 20 (listing cases declaring

contracts unenforceable on various public policy grounds).
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GREEDOM OF CONTACT AND ITS LIMITS:

SELECTED ISSUES FOR THE CONSTRUCTION-. ..

sometimes deviate from that commitment. That tension
is apparent in three issues of interest to the construction
industry:

e Contractual risk allocation and due diligence;
o No-damages-for-delay clauses; and
e Conditions precedent to partnership formation.

II. CONTRACTUAL RISK ALLOCATION AND DUE
DILIGENCE

inadequate
information about a construction project. That may be
in the form of incomplete or non-existent information
regarding site conditions, or faulty, incomplete plans or
specifications. How owners and contractors allocate the
risks of that uncertainty is critical.

Owners and contractors often have

When a contract is silent on risk allocation, a possible
default rule is that the risk should fall on the “Superior
Risk Bearer” — the party in a better position to prevent
the risk from materializing.' In the construction context,
the default rule might allocate risk of unknown site
conditions to the owner, who is better positioned to
know its site than is the contractor. Likewise, the default
rule might allocate risk of faulty plans to the owner who
supplies them, because the owner is better positioned to
specify what it wants built, and the owner usually retains
the professionals responsible for the design.

These default rules, while defensible, do not reflect long-
standing Texas law. In the 1907 case of Lonergan v. San
Antonio Loan Trust, the owner sued the contractor for
breach of contract because a house under construction
collapsed.” The contractor responded that the owner’s
plans were defective.'® The Court found that the owner
was not in a better position to discover the plan’s defects
and there was no express or implied contractual language
that the parties intended the owner to be responsible for
their defects.!” Sounding the call of freedom of contract,
the Court held that “in the absence of fraud or other

A

\

14. Eric D. Beal, Posner and Moral Hazard, 7 Conn. Ins. L.J. 81, 86 (2000).

15. Lonergan v. San Antonio Loan & Tr. Co., 101 Tex. 63, 104 S.W. 1061 (1907).

16. Id. at 1062.
17. Id. at 1065-66.
18. Id. at 1066.
19. Id. at 1067.

improper influence, competent persons may make
their own contracts for lawful purposes and will be
required to perform them.”'® Thus, despite the owner’s
defective plans, because the contract that was silent on
risk allocation, the contractor was not excused from its
obligation to build the house.”

Lonergan established a straightforward rule: absent fraud
or other wrongdoing by the owner, the contractor bears
the risk of faulty specifications unless the contract contains
terms that could fairly imply the owner’s guaranty of the
specifications.”® That reflects “the practically universal
rule” that “where one agrees to do, for a fixed sum, a
thing possible to be performed, he will not be excused
or become entitled to additional compensation, because
unforeseen difficulties are encountered.”!

The Lonergan rule makes parties’ contractual risk allocation
and due diligence obligations critically important. That
was illustrated in E/ Paso Field Services, L. v. MasTec
North America, Inc., where the Texas Supreme Court
held that a pipeline contractor had to bear the costs
of overcoming unknown underground conditions far
different than were described in specifications supplied
by the owner.

El Paso Field Services decided to replace an underground
pipeline between Victoria and Nueces Bay.”” It hired a
surveyor to examine the route and create alignment
sheets that showed 280 foreign crossings in the pipeline
right-of-way, including other pipelines, utility lines, and
other structures.”® The alignment sheets were given to
bidders, including MasTec, along with encouragement to
inspect the right-of-way by air.** MasTec did so, was the
low bidder, and won the work.? In the contract, MasTec
represented that it:

has visited the site of the Work, is
familiar with the local and special
conditions under which the Work is to
be performed and has correlated the on

20. See also Interstate Contracting Corp. v. City of Dallas, 407 £3d 708, 720-21 (5th Cir. 2005) (“In order for an owner to breach a contract by supplying
inadequate plans to a contractor, [Texas law] require[s] that the contract evidence an intent to shift the burden of risk of inadequate plans to the
owner.”). The same might be said of claims arising out of differing site conditions. D2 Excavating, Inc. v. Thompson Thrift Const., Inc., 973 E3d 430,
434 (5th Cir. 2020) (“The default rule in Texas, dating back to [Lonergan), is that the party doing the work bears the risk that it will end up being
more difficult than anticipated unless the contract shifts that risk to the buyer of the services.”).

21. City of Dallas v. Shortall, 131 Tex. 368, 114 S.W.2d 536, 540 (1938).

22. El Paso Field Services, 389 S.W.3d at 803.
23. Id. at 803-04.

24. Id. at 804.

25. Id.
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site observations with the requirements
of the Contract and has fully acquainted
itself with the site, including without
limitation, the general topography,
accessibility, soil structure, subsurface
conditions, obstructions and all other
conditions pertaining to the Work and has
made all investigations essential to a full
understanding of the difficulties which
may be encountered in performing the
Work, and that anything in this Contract
or in any representations, statements
or information made or furnished by
[El Paso] or any of its representatives
notwithstanding, [MasTec] assumes full
and complete responsibility for any such
conditions pertaining to the Work, the
site of the Work or its surroundings and
all risks in connection therewith; ....

That the Contract is sufficiently complete
and detailed for [MasTec] to perform the
Work required...and comply with the
requirements of the contrac; ...

The specifications also stated that El Paso “will have
exercised due diligence in locating foreign pipelines and
utility line crossings. However, [MasTec] shall confirm
the location of all such crossings and notify the owner
prior to any [ditching or horizontal directional drilling]

activity in the vicinity of the crossings.””

As work proceeded, MasTec discovered several hundred
more foreign crossings than were identified in the
alignment sheets, resulting in substantial additional
costs incurred by MasTec.”® MasTec sued for breach of
contract.” The jury found that El Paso breached the
contract by failing to exercise due diligence in locating
the foreign crossings and awarded MasTec over $4 million

A in damages.”® The case ultimately arrived in the Texas
Supreme Court.

MasTec argued that the broad “all risks” provision set out
its general responsibility, but the specifications allocated to
El Paso specific responsibility to locate foreign crossings by
the exercise of due diligence.?’ The Court rejected MasTec’s
argument. It noted that the contract contemplated a
joint effort by the parties: El Paso would exercise due
diligence in locating foreign crossings and MasTec would
confirm their locations.”> And while the contract said
that El Paso “will have exercised due diligence,” MasTec
agreed to assume the “all risks” of unknown foreign
“notwithstanding” any information supplied by El Paso.*
In short, “all risks” meant “a// risks.”**

Notably, there was evidence that El Paso’s due diligence
may have been less than industry standard because so
few crossings were identified in its alignment sheets.®
The Court declined to write a numerical standard into
the contract to define “due diligence” or to set aside the
contract’s express risk allocation.® It held that to do so
would mean that the parties could not determine for
themselves what diligence is due or how to allocate risks
for foreign crossings.”’

The Court noted that its construction of the contract
was consistent with Lonergan because El Paso did not
guarantee that accuracy of the alignment sheets.*® Instead,
the contract made clear that MasTec assumed «// risks
of unknown site conditions and accepted the contract
documents (including the alignment sheets) as sufficient.
Finally, the Court tied the result to Texas’ commitment
to freedom of contract and its “indispensable partner,”
contract enforcement.’” “Were we to hold in MasTec’s
favor, and conclude that El Paso must bear the risk of
unknown underground obstacles under this contract,
we would render meaningless the parties’ risk-allocation

v agreement and ultimately prohibit sophisticated parties

26. Id. at 806. Other portions of the contract contained similar language confirming the allocation of subsurface conditions risk to MasTec. /d. at 806—

07.
27. Id. at 807.
28. Id. at 804-05.
29. Id. at 805.
30. Id.
31. Id. at 808.
32. Id. at 809.
33. Id. at 807-09.
34. Id. at 808.
35. Id. at 809-10.
36. Id. at 810.
37. Id. at 810.

38. Id. at 811. It is worth noting that MasTec did not pursue a fraud claim, thus taking the case out of the Lonergan “absent owner fraud” standard for

defective owner-supplied plans. /4. at 805, n. 3.
39. Id. at 811-12.
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from agreeing to allocate risk in construction contracts.”* A e “The Contractor shall not be liable to the Owner
Because someone had to bear the risk, the Court looked to or Architect for damage resulting from errors,
the contract to determine who that would be. inconsistencies or omissions in the Contract

Documents unless the Contractor recognized such
error, inconsistency or omission and failed to report it
to the Architect.”

The result in this case required the Court to reconcile
“all risks” provision with the due diligence provision.
The Court elevated the former and narrowed the latter.

On its face, it is fair to read a provision that refers to “all e “The Contractor shall carefully study and compare
risks” broadly. And the representations from MasTec the Contract Documents and shall at once report to
that was “fully acquainted” with the site and had “made the Architect any error, inconsistency or omission he
all investigations” made that both easy and fair. But the may discover. The Contractor shall not be liable to
Court read the due diligence provision narrowly — as a the Owner or the Architect for any damages resulting
mere confirmation that El Paso had investigated. Indeed, from any such errors, inconsistencies or omissions in
the lack of importance attached to the due diligence the Contract Documents.”

language is supported by the language immediately
following it, which merely referred to MasTec’s obligation
to notify El Paso before commencing work in the vicinity
of the crossings. A different result might have obtained if

e “The Contractor will be furnished additional
instructions and detail drawings as necessary to carry
out the work included in the contract.”?

the contract contained any language that could fairly have e “Contractor shall be entitled to rely upon the accuracy
been read as either a warranty of the information supplied and completeness of information provided by or on
by El Paso or that the information, complete or not, could behalf of owner regarding subsurface conditions
be relied upon by MasTec. at the work site. If such information is inaccurate

or incomplete and materially affects contractor’s
ability to perform the work as originally priced and
scheduled, then contractor shall be entitled to seek a
change order.”*®

It is worth noting that the Legislature created an exception
to Lonergan in the 2019 session through Transportation
Code Chapter 473, which applies to certain public road
and highway projects.”! As of this writing, the Legislature

appears poised to pass SB 219, which would broaden a These clauses allocate risk of faulty plans and specifications
shift away from Lonergan.** to the contractor:
Practical Points on Risk Allocation and Due Diligence e “The Owner, Architect and Construction Manager

disclaim any responsibility for the accuracy, true
location and extent of the soils investigation that
has been prepared by others. They further disclaim
responsibility for interpretation of that data by
Bidders, as in projecting soil-bearing values, rock
profiles, soil stability and the presence, level and
extent of underground water.”*

“The bargain struck by the parties allocated the risk and
there it ends. We enforce the contract.”® Parties have “an
obligation to protect themselves by reading what they
sign.”* So contract language matters. Risk-allocation and
due diligence clauses are critical to conforming parties’
contracts to a risk allocation scheme that each understands
and can live with.
e “Contractor assumes all risks related to, and waives
any right to claim an adjustment in the contract
price or schedule as a result of and conditions of the

These clauses create an owner’s guarantee of plans and
specifications or allocate risks to the owner:

40. Id. at 812. A similar result was reached by the Fifth Circuit Court of Appeals in D2 Excavating, 973 E3d 430 (5th Cir. 2020). In that case, plans
supplied by a contractor were inadequate and caused the subcontractor to incur substantial additional expense. /d. at 432. But the subcontract
allocated the risk on the subcontractor, where it stated that the subcontractor visited the site, would evaluate conditions, and not be entitled to
additional costs if the conditions were different. /d. at 434 (citing Interstate Contracting Corp., 407 E.3d at 720-21; El Paso Field Services, 389 S.W.3d
at 811; Lonergan, 104 S.W. at 1065-66).

41. Tex. Trans. Code § 473.1, et seq.

42. The version of the bill as of the time of this writing may be found at: https://capitol.texas.gov/tlodocs/87R/billtext/pdf/SB00219H. pdf#navpanes=0.

43.  Milgard Corp. v. McKee/Mays, 49 F.3d 1070, 1073 (5th Cir. 1995).

44. Id. ac 811 (citing Thigpen v. Locke, 363 S.W.2d 247, 253 (Tex. 1962)).

45. Alamo Cmty. Coll. Dist. v. Browning Constr. Co., 131 S.W.3d 146, 155 (Tex. App.—San Antonio 2004, pet. dismd by agr.).

46. N. Harris County Junior Coll. Dist. v. Fleetwood Constr. Co., 604 S.W.2d 247, 253 (Tex. Civ. App.—Houston [14th Dist.] 1980, writ ref'd n.r.e.).

47. Bd. of Regents of the Univ. of Tex. v. S & G Constr. Co., 529 S.W.2d 90, 95 (Tex. Civ. App.—Austin 1975, writ ref'd n.r.e.).

48. Author-drafted provision.

49. Milgard Corp., 49 E3d at 1071.

38




@REEDOM OF CONTACT AND ITS LIMITS:

SELECTED ISSUES FOR THE CONSTRUCTION-...

50.

52.
53.

55.
56.

58.
59.
60.

site or other location where work is to be performed
including (i) river levels (excluding Force Majeure
events), topography and subsurface soil conditions
disclosed in information provided by or on behalf
of the owner (excluding Force Majeure events), (ii)
climatic conditions and seasons (excluding Force
Majeure events)....”°

These clauses address due diligence in site examination
or review of plans and specifications:

e “Execution of this Agreement by the Subcontractor
is a representation that the Subcontractor has visited
the Project site, become familiar with local conditions
under which the Work is to be performed and
correlated personal observations with requirements
of the Contract Documents. The Subcontractor
shall evaluate and satisfy itself as to the conditions
and limitations under which the Work is to be
performed, including without limitation: (1) the
location, condition, layout, and nature of the Project
site and surrounding areas; (2) generally prevailing
climactic conditions; (3) anticipated labor supply and
costs; (4) availability and cost of materials, tools, and
equipment; and (5) other similar issues. Accordingly,
Subcontractor shall not be entitled to an adjustment
in the Contract Price or an extension of time resulting
from Subcontractor’s failure to fully comply with this

paragraph.”!
e “In addition, the CONTRACTOR represents that he

has satisfied himself as to subsurface conditions
at the site of the work. Information, data and
representations contained in the contract documents
pertaining to the conditions at the site, including
subsurface conditions, are for information only and
are not warranted or represented in any manner to
accurately show the conditions at the site of the work.
The CONTRACTOR agrees that he shall make
no claims for damages, additional compensation
or extension of time against the OWNER because
of encountering actual conditions in the course of
the work which vary or differ from conditions or
information contained in the contract documents.

Author-drafted provision.

. D2 Excavating, 973 F3d at 432.
Interstate Contracting Corp., 407 F3d at 721.
Id. at 714.

. Milgard Corp., 49 E3d at 1071.
Author-drafted provision.

Zachry Const. Corp., 449 S.W.3d at 101.
. 1d

1d,

1d.

1d.

All risks of differing subsurface conditions shall be borne
solely by the CONTRACTOR.”*

“Subsurface information shown on these drawings was
obtained solely for use in establishing design controls
for the project. The accuracy of this information is
not guaranteed and it is not to be construed as part
of the plans governing construction of the project. It
is the bidder’s responsibility to inquire of the City of
Dallas if additional information is available, to make
arrangements to review same prior to bidding, and
to make his own determinations as to all subsurface

conditions.”*

“Bidders are expected to examine the site and the
subsurface investigation reports and then decide
for themselves the character of the materials to be
encountered.”

“Contractor has satisfied itself as to the apparent
correctness and completeness of the data and
information contained in the Contract Documents
that were supplied by Company. However,
Contractor shall have no independent obligation to
verify the accuracy and completeness of any data and
information supplied by Company.”>

III. NO-DAMAGES-FOR-DELAY CLAUSES.

“The common law permits a contractor to recover
damages for construction delays caused by the owner,
but the parties are free to contract otherwise.”® Under
a typical no-damages-for-delay clause, the contractor
agrees to excuse the owner from liability for delay caused
by, for example, changes in plans, even if the owner is
at fault or negligent.”” In Zachry Constr. Corp. v. Port of
Houston Authority of Harris County, the Texas Supreme
Court addressed whether a no-damages-for-delay clause
shielded an owner for delay when it deliberately and
wrongfully interfered with the contractor’s work.”® The
Court answered, “no.””

Zachry contracted to construct a 1,660 foot wharf on the
Bayport Ship Channel for the Port of Houston Authority.
The wharf would be a concrete deck supported by piers,
extending out over the water, and large enough for two
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containerized ships to dock stern to bow.®" It would be
built in five sections, each 135 feet wide and 332 feet
long.®? The channel would be dredged to 40 feet around
the wharf and a revetment built along the shore to prevent
erosion.® The Port set a two-year completion schedule
and the total project cost was to be $62,485,733.%

The contract provided that the Port had no right to control
Zachry’s work and that, as an independent contractor,
Zachry was “solely responsible for supervision of and
performance of the Work and shall prosecute the Work
at such time and seasons, in such order or precedence,
and in such manner, using such methods as [Zachry] shall
choose.”® The contract also contained a no-damages-for-
delay provision:

[Zachry] shall receive no financial
compensation for delay or hindrance
to the Work. In no event shall the
Port Authority be liable to [Zachry]
or any Subcontractor or Supplier, any
other person or any surety for or any
employee or agent of any of them, for
any damages arising out of or associated
with any delay or hindrance to the
Work, regardless of the source of the
delay or hindrance, including events of
Force Majeure, AND EVEN IF SUCH
DELAY OR HINDRANCE RESULTS
FROM, ARISES OUT OF OR IS
DUE, IN WHOLE OR IN PART, TO
THE NEGLIGENCE, BREACH OF
CONTRACT OR OTHER FAULT OF
THE PORT AUTHORITY. [Zachry’s]
sole remedy in any such case shall be an
extension of time.®

Zachry’s “innovative” plan to construct the wharf included
building an 8-foot wide, U-shaped berm extending from
the shore into the channel and surrounding the worksite.

6l. Id

62. Id.

63. Id.at101-02.
64. Id. ac 102.
65. Id.

66. Id.

67. Id.

68. Id.

69. Id.

70. Id.

71. Id.

72. Id.

73. Id. ac 103.
74. Id.

75. Id.

76. Id.

77. Id.

78. Id.

0 A refrigerated piping system would freeze the wall to keep

water out.”” The water inside the berm would be removed
so that Zachry could construct the wharf “in the dry.”®
Timing was critical: two sections of the wharf had to be
completed within 20 months so that a ship from China
could dock and deliver cranes to be used on the wharf.®
Zachry agreed to pay $20,000 per day as liquidated
damages for missing the deadlines.”

After the project started, the Port decided to add another
332-foot section to the wharf.”! Zachry proposed to install
another freeze wall. A “cutoff wall,” through the middle of
the project so that so that the new section could also be
built and completed on time “in the dry” and the rest of
the wharf could then also be completed “in the dry.””? The
Port had concerns that the cutoff wall might destabilize
already-constructed piers supporting the wharf but was
also concerned that if it refused to follow Zachry’s plan,
Zachry might not agree to perform the additional work.”
The Port issued a $12,962,800 change order based on
Zachry’s plan.”*

Two weeks later, the Port directed Zachry to submit a new
plan without the freeze wall. Zachry objected that the
Port did not have the right under the contract to dictate
how Zachry performed the work, but the Port would
not relent.”” Zachry completed the section of the wharf
needed for delivery of the cranes, removed the freeze wall,
and continued work on the rest of the wharf and the 332-
foot extension “in the wet,” which substantially delayed
completion of the project.”®

In negotiating the change order, the Port agreed to not
impose liquidated damages if the ship delivering the cranes
could dock when it arrived but refused to put its promise
in writing.”” After the ship arrived, the Port withheld $2.36
million in liquidated damages from progress payments to
Zachry.”® Zachry completed the project more than two-
and-a-half years after the original deadline.
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Ultimately, Zachry sued and claimed $30 million damages
from delays caused by the Port.”” The Port refused to pay,
citing the no-damages-for-delay clause in the contract
as well as releases Zachry signed in submitting progress
payments.®® At trial, the jury found that the Port breached
the contract by rejecting Zachry’s cutoff wall plan and
therefore caused Zachry to incur $18,602,697 in delay
damages.®! The jury also found that the delay “was the
result of the Port’s ... arbitrary and capricious conduct,
active interference, bad faith and/or fraud.”®* The jury
did not find that Zachry released its claim to the $2.36
million in liquidated damages the Port withheld, but
found that the Port was entitled to offset $970,000 for

defective work.®

The Court of Appeals reversed the judgment for Zachry,
finding that the no-damages-for-delay clause barred

Zachry’s recovery of delay damages and that Zachry
o84

released its claim to the payments withheld by the Por

It held that the Port was entitled to $970,000 for defective

work and $10,697,750 in attorney’s fees.®

In enforcing the no-damages-for-delay clause, the Court of
Appeals relied heavily on its “plain language,” under which
Zachry agreed that it would not seek such damages even
if the delay was caused by the Port’s “breach of contract,
negligence, or other fault.”®® It also concluded that Zachry
failed to establish the clause was also not intended to
apply to the Port’s arbitrary and capricious conduct, active
interference, bad faith, or fraud.*” In reaching that “harsh
result,” the Court of Appeals emphasized the parties’
freedom of contract and declined to rewrite the contract

to afford Zachry relief. The Supreme Court granted

Zachry’s petition for review.

The Supreme Court noted that under Texas law, a
contractor may agree to assume the risk of delays and
to seek no damages for them.*® But the Court cited

79. Id.
80. Id.
81. Id. at 104.
82. Id
83. Id.

A the court of appeals decision in Cizy of Houston v. R.E
Ball Constr. Co., which recognized four exceptions to
enforcement of a no-damages-for-delay clause: where
the delay (1) was not intended or contemplated by the
parties to be within the provision’s scope, (2) resulted
from fraud, misrepresentation or other bad faith, (3)
extended for so long that the delayed party would be
justified in abandoning the project, and (4) is not within
the enumerated delays to which the provision applies.*’
The Supreme Court noted that in Green Intl, Inc. v. Solis,
the Court of Appeals had recognized a fifth exception
based on active interference with the contractor or other
wrongful conduct including “arbitrary and capricious acts”
or “willful and unreasoning actions.”® Zachry argued that
the second and fifth exceptions applied.”

Addressing the “other fault” language in the no-damages-
for-delay provision, the Court doubted that it could be
interpreted to include the kind of deliberate, wrongful
conduct in which the jury found the Port engaged.”” It
cited a cogent point made in an amicus brief: contractors
can assess potential delaying events by making judgments
on the quality of plans, possible material shortages,
weather, or soil conditions, “but they cannot assess
potential delays that may arise due to an owner’s direct
interference, willful acts, negligence, bad faith fraudulent
acts, and/or omissions.””

The Court held that the purpose of the second recognized
exception under Ball was to preclude a party from
insulating itself from liability for its own deliberate,
wrongful conduct.”® It noted that pre-injury waivers
for future liability for gross negligence, and contractual
provisions exempting a party from tort liability for causing
harm intentionally or recklessly, are both unenforceable
on public policy grounds.” “We think the same may be
said of contract liability.”?

84. Id. at 105. See Port of Houston Auth. of Harris Cty. v. Zachry Constr. Corp., 377 S.W.3d 841 (Tex. App.—Houston [14th Dist.] 2012).

85. Port of Houston, 377 S.W. at 850.
86. Id.
87. Id.

88. Zachry Constr. Corp., 449 S.W.3d at 11415 (citing Green Int’l, Inc. v. Solis, 951 S.W.2d 384, 387 (Tex. 1997)).
89. Id. (citing City of Houston v. R.E Ball Constr. Co., 570 S.W.2d 75 (Tex. Civ. App.—Houston [14th Dist.] 1978, writ ref'd n.r.e.)).

90. Id. at 115.
91. Id at115.
92. Id. at 115-16.

93. Id. at 116 and n. 85 (citing Brief of the Associated General Contractors of Texas, Inc. as Amicus Curiae, at 2). Zachry’s position was strongly
supported by several amici from the construction industry. /2. at n. 85.

94. Id. at116.

95. Id. (citing Fairfield Ins. Co., 246 S.W.3d at 687 and Restatement (Second) of Contracts § 195(1) (1981)).
1d,
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It then turned to the Port’s argument that not enforcing
the no-damages-for-delay provision is in derogation of
freedom of contract:

But that freedom has limits. As a rule,
parties have the right to contract as they
see fit as long as their agreement does
not violate the law or public policy.’
Enforcing such a provision to allow one
party to intentionally injure another
with impunity violates the law for the
reasons we have explained.”

Zachry will continue to be the subject of interest and
debate. In one sense, it is conceptually related to fraud-
in-the-inducement cases, in which courts will not enforce
contracts procured by fraud.”® That is a pro-freedom of
contract position. The case affirms that courts should not
incentivize bad behavior.” Thus, the Court declined to
enforce a clause that excused a party from intentional
misconduct. Again, that is a pro-freedom of contract
position, but Zachry obviously concerns conduct during
performance. While the court made it clear that it was
not recognizing a duty of good faith in performing a
contract,'” a substantive look at how a party performs
under a contract is an inevitable byproduct of Zachry. The
Court may have rejected a “good faith” standard, but it
at least adopted a “no deliberate misconduct” standard.
Some level of cooperation is implied in every contract:
without that, the bargained-for rights and obligations are
illusory. The “no deliberate misconduct” standard is akin
to the concept of prior material breach, which excuses
the non-breaching party from further performance. But
inquiries into how parties perform may cause or deepen
disputes that will turn on what may look a lot like an
inquiry into parties’ good or bad faith.

Practical Points on No-Damage-for-Delay Clauses

Zachry gives force to the five recognized exceptions to
enforcement of no-damages-for-delay clauses. The case
also highlights evidentiary and drafting challenges for

contractors, owners, and their counsel.

Some of the exceptions are highly fact intensive. For
example, determining what conduct rises to the level of

“arbitrary and capricious acts” or “willful and unreasoning
actions” or “bad faith” will turn on possibly unclear or
conflicting evidence. Contractors and owners will have to
stay attuned to how they communicate and what they do
as delay-causing events or circumstances arise. Contractors
should clearly communicate not only about the facts and
their causes, but also about why they believe that they
fall outside of the no-damages-for-delay clause and what
specific costs they believe are attributable to the delay.
Owners should clearly communicate any reservations
or disagreements and take care to avoid any internal or
external communications that could be construed as proof
of intentionally wrongful conduct.

For contract drafters and negotiators, a critical question is
whether a no-damages-for-delay clause is either so specific
or so global that it will cover and preclude application
of the five exceptions. A clause that permits conduct that
is or could be described as deliberate misconduct would
be unenforceable on public policy grounds. But a clause
might be crafted to enumerate specific permissible acts
that the parties agree will not support a Zachry-based
deliberate misconduct claim.

Another issue is whether a clause that limits the contractor
to only a time extension as relief for the delays would
bar monetary relief for acceleration, compression,
resequencing, inefliciencies, design changes or other
matters caused by delays.'” A precise clause would address
and either permit or exclude a range of possible damages,
including lost productivity, impact damages, increased
performance costs, or other enumerated measures of
damage.

Drafters should consider:

e The types of delays that the parties considering and
defining;
e Whether to define what conduct by the owner is

permitted;

o The types of damages that are permissible or precluded;
and

e How the no-damages-for-delay clause and a liquidated
damages clause may create a substantial hardship to
the contractor.

97. Id. at 117-18 (citing, inter alia, In re Prudential Ins. Co. of Am., 148 S.W.3d at 129). The court reversed the court of appeals on the issue of whether
Zachry’s progress payment released applied to claim to recover the liquidated damages withheld by the Port and reversed the award of attorney’s fees to

the Port. Id. at 119-20.

98. See, e.g., Formosa Plastics Corp., 960 S.W.2d 46 (party is not bound by a contract procured by fraud or mistake).

99. Id. ac116.

100. Zachry Constr. Co., 449 S.W.3d at 117 (citing English v. Fisher, 660 S.W.2d 521, 522 (Tex. 1983).
101. See, e.g., Central Ceilings, Inc. v. Suffolk Constr. Co., Inc., 91 Mass. App. Ct. 231 (2017) (no-damages-for-delay-provision did not preclude
subcontractor’s recovery of damages for increased labor force due to compressed work schedule).
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IV. CONDITIONS PRECEDENT TO PARTNERSHIP
FORMATION

Firms often explore the possibility of forming a joint
venture or partnership to pursue a business opportunity.
They routinely agree to conditions that must occur before
they go from a pursuit phase to a formal relationship.
In Energy Transfer Partners, L.P v. Enterprise Products
Partners, L.P, the Court enforced contractual conditions
precedent to the formation of a partnership to build
a pipeline despite conduct of the parties that arguably
formed a partnership, even though the contractual
conditions precedent had not occurred.'** In doing so, the
Court upheld parties’ freedom of contract - specifically,
it determined that parties may bargain for conditions
precedent to partnership formation to avoid becoming
“accidental partners” by conduct.

Energy Transfer and Enterprise Products own and operate
oil and gas pipelines and are competitors.'” In 2011,
they entered discussions over a possible joint venture
to develop a crude oil pipeline to send oil south from
Oklahoma to Texas Gulf Coast refineries.'” They made
three preliminary agreements describing their intent and
potential relationship.'® The agreements stated that their
exploratory efforts would not result in a partnership or
other binding relationship until two conditions occurred:
approval by each company’s board of directors and
execution of formal documents to create and define the
relationship.'® There was no provision in the agreements
obligating either party to deal exclusively with the other

102. Energy Transfer, 593 S.W.3d 732.
103. Id. at 734.

104. Id.

105. /d.

A

3

in pursuing a project to develop an Oklahoma-to-Texas
pipeline.'”

ETP and Enterprise took several steps toward the
proposed project. They publicly announced an agreement
to form a “50/50 JV” to construct the pipeline and
marketed the pipeline’s capacity under the name “Double
E”1% They sought shipper commitments to determine
whether Double E would be economically viable.'”
After determining that the proposed project was not
viable, Enterprise and ETP exchanged verbal and written
communications that appeared to show a clean break-
up.'"” ETP wrote to Enterprise confirming that Double
E “was not viable” and the parties “would not move
forward” together.!"" Before that occurred, however,
Enterprise and another midstream company, Enbridge
(US), Inc. began discussions about jointly developing an
Oklahoma-to-Texas pipeline. They ultimately did so, and

it was a financial success.''?

ETP sued Enterprise, claiming that that the parties
engaged in conduct that created a partnership as defined
in the partnership provisions of the Texas Business
Organizations Code (“TBOC”)'* and that Enterprise
breached its statutory duty of loyalty to ETP by taking the
Seaway opportunity and leaving ETP out of the mix.'"

At trial, the jury found that a partnership was formed
under the TBOC and that Enterprise breached its duty
of loyalty.' It awarded ETP $319 million in actual
damages."® The trial Court entered judgment against

106. A Letter Agreement and Non-Binding Joint Venture Term Sheet described the proposed transaction. It stated, in part: “[n]either this letter nor

107.
108.
109.
110.
111.
112.
113.
114.
115.
116.

the JV Term Sheet create any binding or enforceable obligations between the Parties and, except for the Confidentiality Agreement...no binding or
enforceable obligations shall exist between the Parties with respect to the Transaction unless and until the Parties have received their respective board
approvals and definitive agreements memorializing the terms and conditions of the Transaction have been negotiated, executed and delivered by
both of the Parties. Unless and until such definitive agreements are executed and delivered by both of the Parties, either [Enterprise] or ETP, for any
reason, may depart from or terminate the negotiations with respect to the Transaction at any time without any liability or obligation to the other,
whether arising in contract, tort, strict liability or otherwise.” /d.

A Confidentiality Agreement facilitated sharing information. It stated, in part: “The Parties agree that unless and until a definitive agreement
between the Parties with respect to the Potential Transaction has been executed and delivered, and then only to the extent of the specific terms of
such definitive agreement, no Party hereto will be under any legal obligation of any kind whatsoever with respect to any transaction by virtue of this
Agreement or any written or oral expression....A Party shall be entitled to cease disclosure of Confidential Information hereunder and any Party may
depart from negotiations at any time for any reason or no reason without liability to any party hereto.” /.

A Reimbursement Agreement provided for sharing engineering costs. It stated, in part: “[n]othing herein shall be deemed to create or constitute a
joint venture, a partnership, a corporation, or any entity taxable as a corporation, partnership or otherwise....” /d.

Brief of Respondent at p. 8.

Id.

Id. at 736.

Id.

Brief of Respondent at p. 11-12.

Id.

Id.; see Tex. Bus. Orgs. Code § 152.001, ef seq.

Id.; see TBOC § 152.205.

Id.

Id.
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Enterprise in an aggregate amount of $535 million, 0 ETP argued that the conditions precedent in the parties’
including $319.4 million in actual damages, $150 million agreements were only evidence of factor 2 (expression
in disgorgement for the alleged benefit Enterprise received of intent to be partners) and the unfulfilled conditions
due to a breach of fiduciary duties, and prejudgment precedent did not preclude partnership formation.'**
interest.'”” The Dallas Court of Appeals reversed the Conduct that ETP contended created a partnership under
judgment and rendered a take-nothing judgment against the TBOC, including holding the joint venture out as
ETP"8 ETP appealed to the Texas Supreme Court. an existing entity, soliciting contracts for the entity, and

The main issue in the case was whether the TBOC or
Texas common law permits parties to conclusively agree
that, as between themselves, no partnership will exist
unless certain conditions precedent are satisfied.'”

creating a joint project team and sharing expenses.'” ETP
argued that the TBOCs totality of the circumstances test
controls partnership formation despite the common law
and that intent was merely one factor to consider.'* In
sum, ETP’s position was that parties cannot contractually

TBOC section 152.051(b)(1) states that “an association preclude partnership formation until a condition precedent
of two or more persons to carry on a business for profit occurs and to avoid an “accidental partnership” the parties
as owners creates a partnership, ‘regardless of whether the must also avoid conduct that establishes a partnership
persons intended to create a partnership.”'?* The statute under the other factors set out in the TBOC.127

identifies five factors indicating that parties have created
a partnership: (1) right to receive a share of the profits of

the

(3) participation in control of the business, (4) agreement
to share losses of the business or liability for third party
claims against the business, and (5) contribution of money
or property to the business.'””! Proof of all factors is not
required and no one factor is determinative; the factors

are

test and a partnership may be formed regardless of the

Principles of law and equity supplement TBOC Chapter
152 “unless otherwise provided” in the TBOC.'*® Texas
common law strongly favors freedom of contract.'” Texas
courts resist interfering in risk allocations bargained
for by sophisticated parties in substantial commercial
transactions.'*” They specifically recognize that agreements
can set conditions precedent to partnership formation.'!

Those conditions have been enforced in many other
132

business, (2) expression of an intent to be partners,

considered under a “totality of the circumstances”
contexts.

parties’ intent to form or not to form a partnership.'?* The Enterprise relied heavily on the parties’ freedom of
statutory scheme provides and courts have recognized that contract, including to contractually protect themselves

partnerships can be created by conduct.

117.
118.
119.
120.
121.
122.

123.

124

130.
131.

132.

133.

12 from unwanted partnerships by agreeing to conditions

v precedent.”” It emphasized the preliminary agreements’

Id.

1d. See Enterprise Products Partners, LD, et al. v. Energy Transfer Partners, L.P, 529 S.W.3d 531 (Tex. App.—Dallas 2017).

Id. at 733.

TBOC § 152.051(b)(1).

Id. at § 152.052(a).

Ingram v. Deere, 288 S.W.3d 886, 898 (Tex. 2009). Ingram analyzed a predecessor statute containing substantially the same TBOC provisions. . at
894, n. 4.

See TBOC § 152.051(b)(1) (five-factor test); Thompson, 500 S.W.2d at 209 (condition precedent to partnership formation may be waived if parties
proceed with the business of the partnership).

. Enterprise Products, 529 S.W.3d at 538.
125.
126.
127.
128.
129.

See Energy Transfer, 593 S.W.3d at 735.

Id. at 740.

1d,

TBOC § 152.003.

Energy Transfer, 593 S.W.3d at 738 (citing Gym-N-I Playgrounds, Inc. v. Snider, 220 S.W.3d 905, 912 (Tex. 2007)). See also Nat! Plan Adm’rs, Inc. v.
Natl Health Ins. Co., 235 S.W.3d 695, 702 (Tex. 2007) (Texas law recognizes “right of persons to define the terms of their relationships”).

Id. at 738 and n. 20 (citing MasTec, 389 S.W.3d at 811; Schlumberger Tech. Corp. v. Swanson, 959 S.W.2d 171, 180 (Tex. 1997)).

Thompson, 500 S.W.2d at 209 (Tex. Civ. App.—Dallas 1973, no writ) (“when an agreement provides a condition precedent to the formation of a
partnership, it will not come into existence until the condition has been met”). “Persons who have entered into a contract to become partners at some
future time or on the happening of some future contingency do not become partners until or unless the agreed time has arrived or the contingency has
happened.” Arnold v. Caprielian, 437 S.W.2d 620, 625 (Tex. Civ. App.—Tyler 1969, writ ref'd n.r.e.); Root v. Tomberlin, 36 S.W.2d 596, 601 (Tex. Civ.
App.—El Paso 1931, writ ref'd n.r.c.) (recognizing and enforcing existence of condition precedent to partnership formation).

Texas courts enforce letters of intent in which parties agree that a relationship or transaction will not be created or binding until formal documents are
executed or other conditions are met. See, e.g., COC Services, Ltd. V. CompUSA, Inc., 150 S.W.3d 654, 665-70 (Tex. App.—Dallas 2004, pet. denied)
(enforcing letter agreement making execution of franchise agreement a condition precedent); W7G Gas Processing, L.P v. ConocoPhillips Co., 309
S.W.3d 635, 645-49 (Tex. App.—Houston [14th Dist.] 2010, pet. denied) (enforcing condition precedent to acceptance of terms under a purchase
and sale agreement); John Wood Grp. USA, Inc. v. ICO, Inc., 26 S.W.3d 12, 19 (Tex. App.—Houston [1st Dist.] 2000, pet. denied) (enforcing
condition precedent to contract for sale of corporate assets).

Energy Transfer, 593 S.W.3d at 740.
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clear non-binding language expressing the parties’ intent

not to deal exclusively with each other.'?

The Court emphasized Texas” “deeply engrained” devotion
to freedom of contract.'”” It also noted that freedom
of contract is reinforced where unambiguous contract
language results from arm’s length negotiations between
sophisticated parties should be enforced.”® In addressing
the role of parties’ intent in light of the TBOCs test for
partnership formation, the Court affirmed that evidence
probative of other factors should not be considered,
otherwise, all evidence of the parties’ dealings could be
an expression of intent, making “intent” a catch-all factor
rather than one to be separately considered and proved.'”
In this case, definitive, board-of-directors-approved
agreements were required to form a partnership. While
performance of a condition precedent can be waived
by word or deed, there was no evidence that Enterprise
disavowed that condition precedent or intentionally
acted inconsistently with that requirement.'* The parties’
holding themselves out as partners and working closely
on the Double E prospect did not establish a waiver of
definitive, board-approved agreements.'* Thus, the Court
held “that parties can conclusively negate the formation of

a partnership under Chapter 152 of the TBOC through

contractual conditions precedent.”'*

Practical Points on Conditions Precedent to Contract

Formation

Energy Transfer disposed of any uncertainty about
parties” ability to set conditions precedent to partnership

formation. It is consistent with already-recognized strict
141

enforcement of conditions precedent in other contexts.

Parties considering formation of a partnership, joint
venture or teaming agreement would be wise to draft

preliminary documents carefully.

e Identify the nature and scope of the opportunity being
considered and expressly exclude any opportunities

not identified.

e Express the non-exclusivity of the parties’ exploratory
relationship if the parties intend to be free to discuss
the same or similar opportunities with others. If an

134. Id.

135. Id.

136. Id. at 738.

137. Energy Transfer, 593 S.W.3d at 737 and n. 9.
138. Id. at 741.

139. Id. at 742.

140. Id. at 741.

A exclusivity obligation is intended, limit its duration,
and identify the specific opportunity to which the
exclusivity applies and, if possible, those to which it
does not apply.

e Clearly disclaim the existence of a joint venture,
partnership, or other special relationship.

e Identify clear, objectively verifiable conditions to the
formation of a further, formal relationship.

e Include an express waiver of claims based on
partnership-by-conduct.

e Include a provision that any waiver of conditions
precedent must be in writing, executed by all parties.

e Title documents carefully. “Letter of Intent” or
“Proposal” are preferred over “Term Sheet” or
“Agreement.”

e Consider a fixed term for the exploratory period after
which the relationship is terminated unless extended
in writing by both parties for an additional specified
term and purpose.

e Clearly document the end of the exploratory period
and that the parties have no further obligations
regarding the opportunity or to each other in
connection with the opportunity.

e [f an entity must be formed for a preliminary purpose
(e.g., to secure licensing or obtain services from third
parties), limit that entity’s purpose and condition
further obligations or undertakings by that entity on
clear conditions precedent.

If the parties will or expect to perform tasks during the
pursuit phase, specifically identify the tasks and state that
they shall not be considered as evidence of the formation of
a joint venture, partnership, or other special relationship.
The parties should segregate their respective tasks and
financial obligations rather than rely on collaboration or
shared costs, if practicable.

Conduct and communications matter because they can
undermine carefully drafted documents. Parties would be
wise to:

141. See, e.g., Emerald Forest Utility Dist. v. Simonsen Constr. Co., 679 S.W.2d 51 (Tex. App.—Houston [14th Dist. 1984, writ ref'd n.r.e.) (if a contract
provides for a particular form of notice, “compliance with such provisions is a condition precedent to invoking the contract rights which are
conditioned on the notice”). But see James Constr. Group, LLC v. Westlake Chem. Corp., 594 S.W.3d 722 (Tex. App.—Houston [14th Dist.] 2019, pet.

filed) (rejecting strict compliance with contractual notice provision as condition precedent to termination of contract).
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* Not violate or ignore confidentiality or exclusivity
provisions in the exploratory documents.

* Avoid sharing costs, personnel, facilities, or other
resources, if practicable. If such sharing is necessary, it
should be done in strict compliance with preliminary
documents setting out rules for such activities.

* Control and jointly approve communications with
third parties, regulatory bodies, and the public.

* Do not characterize the relationship as having been
formalized unless and until it has been formalized
in strict compliance with the parties’ preliminary
documents.

A separate concern may arise when two parties commonly
engage in joint projects. Each project may be a stand-
alone venture, with the parties otherwise remaining at
arm’s length. However, a course of dealing may be viewed
by the other party as having created a deeper relationship

or other more permanent obligations, including
exclusivity. If parties frequently collaborate, they should
carefully document the nature and limits of the ongoing
collaborative relationship to avoid misunderstanding or
dispute.

V. CONCLUSION

The dedication to freedom of contract in Texas law
is laudable. It gives wide latitude to parties to allocate
risks, determine remedies, and otherwise order their
commercial relationships as they see fit. There are limits
to the freedom, however, found in common law principles
or in public policy considerations. While those limits
may sometimes be viewed as undermining freedom of
contract, they often support that freedom by ensuring
that contracts that are enforced by Texas courts serve a
rules-based market economy and encourage commerce.
For Texas lawyers and their clients, the maxim may be,
“Let freedom ring and watch what you bargain for.”
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BY: KRYSTAL ANN JOSEPH.!* ELTAS YAZBECK.2 MARIELLE BRISBOIS,?
RUWENDIKA DESTILVA.% AND MICHAEL LEE ZAMORAS

CONSTRUCTION AHEAD, || oy peciaion and deign s SARA dicgred

and refused to pay the additional costs."* A subcontractor

demanded arbitration, and the general contractor in turn
EX P E CT D E |. AYS 0 N passed that demand on to SARA."
SARA moved for dismissal on grounds of governmental
G OV E R N M E N TA I_ I M M U N | TY immunity, which the arbitrator denied.'® SARA then filed
suitin state court seeking a declaration that the contractor’s
claims were barred by governmental immunity."” The trial
I. INTRODUCTION court held the arbitration provision was enforceable and
that the arbitrator determined if immunity applied.'® The
court of appeals partially reversed, holding that the court
(not an arbitrator) must determine if immunity applied,

. . and that SARA had waived its immunity under Chapter
Government Code Chapter 271° (*Chapter 271%), an 271." SARA appealed and the Supreme Court of Texas

arbitration clause in a construction contract between a
governmental entity and a private contractor is enforceable
(waiving governmental immunity), and second, that the

courts (not arbitrators) decide whether governmental The Court reviewed (A) whether an agreement to
immunity is waived. arbitrate is enforceable against a governmental entity; (B)
if enforceable, whether the courts (rather than arbitrators)
must decide matters of governmental immunity,
notwithstanding the agreement of the parties; and (C)
whether immunity barred the contractor’s breach-of-
contract claim against SARA.

On May 1, 2020, in San Antonio River Auth. v. Austin
Bridge & Rd. (“Austin Bridge”),° the Supreme Court of
Texas, in a 5-4’ decision, held, first, that under Local

granted review.”

III. COURT HOLDING

This case note will undertake an in-depth analysis into the
Austin Bridge case by reviewing its holding, interpreting
the Court’s analysis, comparing the Court’s holding with
similar cases, and anticipating future implications of the
ruling.

II. FACTS A. The Agreement to Arbitrate is Enforceable

The Court held that the agreement to arbitrate between
SARA and Austin Bridge was enforceable.”’ SARA was
authorized to agree to arbitrate disputes arising from the
contract within the express limits of Chapter 271.%

Four governmental entities’ (collectively “SARA”), hired
a contractor to repair a dam built more than a hundred
years ago.'’ The parties agreed to binding arbitration'" for
any claims or disputes arising under the contract.'” During
construction the project suffered from cost overruns.” \/

1. Ms. Joseph is a candidate for Juris Doctor, May 2021, SOUTH TEXAS COLLEGE OF LAW HOUSTON (“STCLH”). She serves as the Student
Managing Editor for the Construction Law Journal (“CL]J”).

Mr. Yazbeck is a candidate for Juris Doctor, May 2022, STCLH. He serves as a Student Editor for the CL/.

Ms. Brisbois is a candidate for Juris Doctor, May 2021, STCLH. She serves as a Student Editor for the CL/.

Ms. deSilva is a candidate for Juris Doctor, May 2021, STCLH. She serves as a Student Editor for the CL/.

Mr. Zamora is a candidate for Juris Doctor, May 2022, STCLH. He serves as a Student Editor for the CL/.

San Antonio River Auth. v. Austin Bridge & Rd., L. (San Antonio River), 601 S.W.3d 616 (Tex. 2020).

Justice Bland, joined by Justices Green, Lehrmann, Blacklock, and Busby writing for the Majority. Justice Boyd, joined by Chief Justice Hecht and
Justices Guzman and Devine, dissented.

TEX. LOC. GOV'T CODE § 271.154 ("Chapter 271. Purchasing and Contracting Authority of Municipalities, Counties, and Certain Other Local
Governments").

9.  San Antonio River Authority; Bexar County; Bexar County Metropolitan Water District; and Edwards Aquifer Authority.

10. San Antonio River, 601 S.W.3d at 618—19.

11. Governed by the Construction Industry Arbitration Rules of the American Arbitration Association. /d. at 619.

12. Id.

13. Id.

14. Id.

15. Id. at 620.

16. Id.

17. Id.

18. Id.

19. Id.

20. Id.

21. Id. at 625.

22. Id.

Nawvmsaed

®

47



@ONSTRUCTION AHEAD-

EXPECT DELAYS ON GOVERNMENTAL TIMMUNITY

As a general rule, a party cannot be forced to arbitrate
without a binding agreement to do so.” Further, the
forum of arbitration is decided based on which forum
the parties chose in their agreement.?* The contract in
Austin Bridge required arbitration of any disputes arising
under the agreement.” At issue was whether SARA (as
a governmental entity) had the authority to agree to
arbitration and therefore, whether the agreement to
arbitrate was enforceable in the first place.?

Initially, in order for SARA to contract with Austin
Bridge, it must have been authorized to do so by the Texas
legislature.”” SARA is a local government created under
the Texas Constitution.”® As such, it can only exercise
powers granted it by statute.”” The legislature granted
SARA “all of the powers of the State of Texas,” which
included the power to “make contracts and to execute
instruments necessary or convenient to the exercise of
powers, rights privileges and functions conferred upon
it[.]”*" The contract in question provided for repairs to the
Medina Lake Dam. Maintenance of dams is specifically
enumerated as a power conferred to SARA in the Texas
Legislative Act.’' Therefore, SARA had the legislative
authority to include a provision requiring all disputes
arising under the contract to be arbitrated.’

The parties joined issue on express authorization,
with SARA arguing that the agreement to arbitrate
required “additional, express authorization” from the
Texas Legislature (rather than general authorization to
contract).” The contractor argued that Chapter 271
provided that authorization, and therefore, the arbitration
clause was valid.*

The court examined Chapter 271, and specifically the
provisions authorizing adjudication of claims arising
under written contract with local government entities.”

waiver of immunity for contracts within the Chapter’s
parameters.®® Specifically the Court determined that
Subchapter I's “Adjudication” provisions authorized
enforcement or arbitration agreements and, by extension,
awards.”’

The Court noted that the chapter defines “adjudication”
under Section 271.154 as both the “bringing of a civil suit
and prosecution to final judgment” and “the bringing of an
authorized arbitration proceeding and prosecution to final
resolution in accordance with any mandatory procedure
established in the contract subject to this subchapter for
the arbitration proceedings.”® Further, the Court held
that agreements to arbitrate claims brought under the
subchapter are enforceable.”

Based on the statutory definitions, the Court also
determined that arbitration to “a final resolution” is
unmistakably authorized as an “adjudication” for which
immunity was waived.” In reading the statutes, the Court
concluded that arbitration falls under “adjudication,” and
because the contract made by SARA met the requirements
of Section 271.154, the provision requiring arbitration
was enforceable.*!

The Court’s analysis of this first issue was almost exclusively
statutorily based. The Court did not cite any case law
which would lend support to its interpretation of the term
“adjudication.” However, there are countless previous
opinions that apply the same interpretation of the word
“adjudication” when examining a government entity’s
authority to arbitrate disputes arising from construction
maintenance contracts.

For instance, in Zachry Construction Corp. v. Port of
Houston Auth. of Harris County, the Court cited the
Section 271.154 term “adjudication” and applied the
definition given by the state legislature.”? Also, in Port

In a nutshell, the Court relied on Chapter 271’s limited 7 Freeport v. RLB Contracting Inc., the Fourteenth Court of

23.  Jody James Farms, JV v. Altman Grp., Inc., 547 S.W.3d 624, 632 (Tex. 2018).

24. In re Merrill Lynch Tr. Co. FSB, 235 S.W.3d 185, 192 (Tex. 2007).

25. San Antonio River, 601 S.W.3d at 620.

26. Id. at 621.

27. Id.

28. Id.

29. Id.

30. Act of April 8, 1981, 67th Leg., R.S., Ch. 60, § 3, 1981 Tex. Gen. Laws 123, 123.
31. Id. § 3(c)(10), 1981 Tex. Gen. Laws at 126-27.

32. San Antonio River, 601 S.W.3d at 621.

33. Id.

34, Id.

35. Id.

36. TEX.LOC. GOV’T CODE § 271.152.

37. San Antonio River, 601 S.W.3d. at 623.

38. Id.at 621 (citing § 271.151(1) (emphasis added)).

39. Id. at 623 (citing § 271.154).

40. Id.

41. Id. at 624-25.

42.  Zachry Const. Corp. v. Port of Houston Auth. of Harris Cty., 449 S.W.3d 98, 106-08 (Tex. 2014).
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Appeals also cited the definition of adjudication found in A requires the exercise of state judicial power, courts are
Section 271.154 in its holding that adjudication applies empowered to decide whether or not a local governmental
to government entities.* entity, such as SARA, had waived its governmental

B. Court, Not Arbitrator, Decides Governmental
Immunity

FOR CERTAIN CLAIMS,” states that

The Court held that a court, not an arbitrator, must decide ) )
a local governmental entity that is

authorized by statute or the constitution
to enter into a contract and that enters
into a contract subject to this subchapter
waives sovereign immunity to suit for
the purpose of adjudicating a claim for
breach of the contract, subject to the
terms and conditions of this subchapter.*

for itself the scope of governmental immunity.* Immunity
is a “non-delegable role of the judiciary to determine
whether governmental immunity exists, whether such
immunity has been waived, and to what extent.”® This
is because governmental immunity speaks to the court’s
subject matter jurisdiction—whether the trial court
has the jurisdiction to stay or compel arbitration, allow
the suit to proceed, and enforce a judgment against a

governmental entity. After deciding that SARA was authorized to enter into a
contract without the need for express authorization, the
Court focused on interpreting the language of Section
271.152.%° First, the Court examined the meaning of
“contract subject to this subchapter.”>* The term is defined
as a contract “for providing goods or services to the local
governmental entity . . . on behalf of the local governmental
entity.”” Affirming its reasoning from ten years earlier in
Kirby Lake Dev., Ltd. v. Clear Lake City Water Auth.,>® the
Court explained that the term “services,” for purposes of
Section 271.152, encompassed “any act performed for
the benefit of another.” Since the agreement between
the parties provided for the contractor to perform
C. Chapter 271 Waives Immunity from Suit management and oversight tasks that fall within SARA’s

i Section 271.152 project management role, SARA entered into a contract

The Corpus Christi-Edinburg Court of Appeals came to
the same conclusion in 2009, holding that it was “the
primary function of the courts to determine whether
a government defendant retains immunity as to any
arbitration award.”” This non-delegable role prevents
parties from contractually agreeing to define the court’s
jurisdiction and prohibits an arbitrator from deciding
immunity or conferring jurisdiction.”® Thus, immunity
must be determined as a threshold matter by the trial
court, even if the parties’ arbitration agreement empowers
the arbitrator to decide its own jurisdiction.®

for the purpose of applying Section 271.152.%®
In Texas, the state and other governmental entities are

immune from suit unless the legislature has expressly
waived that immunity.”® In Austin Bridge, the Court held

that Local Government Code Chapter 271 waived SARA’s 271.152
immunity from suit. Thus, the Court was empowered The Supreme Court held that the contract between the
to enforce the contract between the parties. Because parties required the contractor to provide services that

enforcement of a judgment against a local government

43.  Port Freeport v. RLB Contracting Inc., 369 S.W.3d 581, 588-89 (Tex. App.—Houston [1st Dist.] 2012, pet. denied).
44.  San Antonio River, 601 S.W.3d. at 626.

45. Id. at 627-28.

46. Id. at 627.

47. Kansas City S. v. Port of Corpus Christi Auth. of Nueces Cty., 305 S.W.3d 296, 303-04 (Tex. App.—Corpus Christi-Edinburg 2009, pet. denied).
48. San Antonio River, 601 S.W.3d. at 627-28.

49. Id. at 626.

50. City of Houston v. Williams, 353 S.W.3d 128, 134 (Tex. 2011).

51. San Antonio River, 601 S.W.3d at 619.

52. TEX.LOC. GOV'T CODE § 271.152.

53. San Antonio River, 601 S.W.3d at 621-25.

54. Id.at 628.

55. Id.; TEX. LOC. GOV'T CODE § 271.151.

56. Kirby Lake Dev., Ltd. v. Clear Lake City Water Auth., 320 S.W.3d 829 (Tex. 2010).

57. San Antonio River, 601 S.\W.3d at 628-29 (quoting Kirby Lake, 320 S.W.3d 829).

58. Id. at 629-30.

immunity.”" Section 271.152 of the Local Government

Code, titled “WAIVER OF IMMUNITY TO SUIT

ii. The Texas Supreme Court Expanded its
Interpretation of “Services” for Purposes of Section
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“directly benefitted” SARA.® Citing Kirby Lake, the A (the Bexar-Medina-Atascosa Counties Water Control and

Court reasoned that “services” in section 271.151(2)(A) is Improvement District No. 1).%® Unlike in Kirby Lake, in
“broad enough to encompass a wide array of activities.”® Austin Bridge the defendant was not a WCID providing
The Court’s reliance on the precedent set in Kirby Lake is payment consideration for its services, but an ancillary
not a simple adherence to stare decisis, but an expansion organization which was authorized to govern and impose
of the meaning of the word services, for purposes of the ad valorem taxes.”

statute. In Kirby Lake, the plaintiffs (residential developers)
were permitted to sue a defendant local government
corporation.®’ The defendant corporation was formed for
the express purpose of building infrastructure and issuing
bonds for water development purposes and was known
as a water control and improvement district ( “WCID”),
per Chapters 49 and 51 of the Water Code.®* In  Kirby
Lake, the Texas Supreme Court spent a significant portion

Instead of a bargain between parties to pay an invoice for
services rendered, SARA was simply serving as a cooperator
with the District, and so Kirby Lake was not directly on
point. This inclusion of project management services by
a cooperative entity such as SARA in the definition of
services expanded the types of entities for whom immunity
was waived under Section 271.

of their opinion explaining water management in Texas IV. DISSENT

and the rationale behind the defendant’s existence before
concluding that WCIDs waive its immunity from suit
under 271.152 when they contract for services.*?

The dissenting Judges argued that SARA was not
statutorily authorized to engage in binding arbitration.”
In reviewing three separate statutes,”' none would have

An issue in Kirby Lake, like in the instant case, was the granted SARA the authority to enter an agreement
breadth of the term “services.”® The Court held that the requiring binding arbitration (as those statutes only allow
term “encompass[ed] a wide array of activities” and thus nonbinding arbitration or mediation).”” Pertaining to
because the agreement provided that the plaintiff would Section 271.152, the dissent argued that it only waives
provide services “directly” to the WCID, it contemplated immunity to allow arbitration proceedings, but it does not
services under the statute.”® The Court explained that itself authorize the arbitration proceeding.”” According to
that “[tJhe Developers [had] contracted to construct, the dissenters, the majority’s “construction contradicts the
develop, lease” the WCID’s facilities and in exchange the statute’s language, punctuation, and structure.”’*

WCID would seek voter approval for bonds, with which
the WCID would reimburse the Developers.®® Thus, the
WCID’s immunity was waived and it was amenable to
suit by the Developers.”’

Further, the dissent argued that Chapter 271 only
makes a government entity’s participation in arbitration
enforceable, but the arbitration’s decision is not binding
on the State.”” Finally, the dissent argued (and cited

The Court in Kirby Lake did not address whether or not multiple cases in support) that SARA only had the

a “wide array of services” included project management authority to “make contracts and to execute instruments

services by a “[c]ooperative” party in privity with a WCID \

59.
60.
61.
62.
63.
64.
65.
66.
67.
68.
69.

70.
71.

72.
73.
74.
75.

necessary or convenient” to accomplish its purpose (not to

Id. at 629.

Id. at 628-29.

Kirby Lake, 320 S.W.3d at 832-833.

Id. at 835.

Id. at 835-37.

Id. at 839.

1d.

Id. at 839-40.

1d.

San Antonio River, 601 S.W.3d at 619.

Fact Sheet, Fiscal Year 2020/21, SAN ANTONIO RIVER AUTHORITY, https://www.sariverauthority.org/sites/default/files/2020-06/General %20
Fact%20Sheet%202020-21.pdf (last visited Mar. 15, 2021).

San Antonio River, 601 S.W.3d at 632 (Boyd, J., dissenting).

Governmental Dispute Resolution Act, TEX. GOV’T CODE §§ 2009.001-.055 (allows governmental entities to use the alternative dispute resolution
(ADR) procedures as defined in the ADRA act; but draws an exception to using binding arbitration under Section 2009.0005(c) (“Nothing in this
chapter authorizes binding arbitration as a method of alternative dispute resolution.”)); Alternative Dispute Resolution Procedures Act, TEX. CIV.
PRAC. & REM. CODE, ch. 154 (§§ 154.002-.073), (authorizes specific ADR procedures; non-binding arbitration, mediation, mini-trials, moderated
settlement conferences, summary jury trials and if the parties stipulate in advance, binding); TEX. LOC. GOV’T CODE, ch. 271.

San Antonio River, 601 S.W.3d at 633-39 (Boyd, J., dissenting).

Id. at 634-35 (Boyd, J., dissenting).

Id. at 635 (Boyd, ., dissenting).

Id. at 63637 (Boyd, ]., dissenting).
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bind the State through binding arbitration where binding
arbitration is “neither essential to accomplish its purpose
not fairly implied in the authority granted).”

V. IMPLICATIONS

Over 900 opinions have addressed immunity since 2015
at the Texas intermediate appellate courts.”” This decision
adds to the chaos of interpreting the Legislation’s broad
statutes by establishing that disputes between contractors
and local government entities must resolve arbitrability
and jurisdictional issues before the courts.”® As a practical
matter, the holding creates a logistical nightmare for
litigators by setting the fight on three-fronts: (1) the
jurisdiction resolving whether the government may
arbitrate the dispute in the first place; (2) the arbitration
resolving the merits; and (3) enforcement of the arbitration
award after-the-fact by courts (who would be reviewing
whether the damages awarded were in fact waived).

Mechanically, it is not yet clear how these issues will play
out in further cases. It is likely that issues of governmental
immunity will only arise once an arbitrator awards
damages against the governmental entity who will in
turn file a motion in district court to vacate the award
and challenge whether its immunity was waived, and
to what extent, in order to decrease (or eliminate) the
categories and amounts of damages awarded. The holding
should also give parties pause when considering whether
to arbitrate, since by allowing the government entity to
appeal damages awarded after arbitration, it frustrates
judicial efficiency, one of the driving purposes of entering
into arbitration in the first place.

However, in reviewing the landscape of the judiciary’s role
in arbitration matters—to decide on questions relating to
“gateway issues” the existence, enforceability, and scope of
an arbitration agreement—~Austin Bridge fits seamlessly.”
That immunity is jurisdictional, and must be decided by
courts (rather than arbitrators) appeared to be the only
issue all nine justices agreed on. Additionally, upholding
that an arbitration agreement is enforceable with a
local government entity, gives contractors and political
subdivisions more options and freedom to contract. As

76. Id. at 638 n.10 (Boyd, J., dissenting).

stated by the Court, parties can now make arbitration part
of their bargain.®

One cautionary note. Given that the Austin Bridge court
was 5-4 split and Justice Green (who joined with the
majority) has since retired, if these issues are once again
brought up before the Court, the Austin Bridge holding
might be overturned. If the Justices maintain the same
alignment, it would be up to Justice Hubble to decide
the issue. Moreover, in close cases involving challenges
to awards, consider that the current Court still has four
justices (including the Chief Justice) who do not think
Texas law permits governmental entities to submit to
binding arbitration az all.

VI. SIDE BAR: DIRECT DAMAGES NOT
CONSEQUENTIAL DAMAGES

In a brief review, Austin Bridge held that the damages
sought by the contactor were direct damages (recoverable
under Chapter 271), rather than consequential damages.
As such, if the contractors succeeded in the arbitration, at
least some of their damages were recoverable.®!

However, this holding may be premature.®” First, this
finding was limited, as the “parties’ arguments have yet
to fully develop on this point.”® Second, establishing
whether damages are direct or consequential by their
nature implicates a review of a record not before the Court
concerning the damages, causation, and the nature of the
parties’ agreement. It may well be that whether the actual
damages in the case were direct or consequential would
only come to light after a review on the merits yet to be
conducted by the arbitrator.®

VII. CONCLUSION

Austin Bridge establishes that when a governmental entity
executes a binding arbitration agreement adjudicating
damages for which immunity is waived under Chapter
271 of the Local Government Code, immunity will not
bar an arbitration award.®> Further, as a matter of subject
matter jurisdiction, the judiciary, not an arbitrator,
defines the boundaries of governmental immunity.® That
is, it maintains the duty of the court to decide if the local

77. Jonathan G. Brush & Liz M. Rice, Governmental Immunity Update, UT Law’s 3 5TH ANNUAL ScHOOL Law CoNFERENCE 10 (February 20-21, 2020).

78. Specifically, courts remain gatekeepers as to subject matter jurisdiction.

79. See G.T. Leach Builders, LLC v. Sapphire V.I2, LD, 458 S.W.3d 502, 520-21 (Tex. 2015) (discussing the court’s role in arbitration agreements); In re

Weekley Homes, L.P, 180 S.W.3d 127, 130 (Tex. 2005) (same).
80. San Antonio River, 601 S.W.3d at 625.
81. Id. at 630 (citing section 271.153 (a)(1)).
82. Id. at 631.
83. Id. at 631.

84. Arthur Anderson & Co. v. Perry Equip. Corp., 945 S.W.2d 812, 816 (Tex. 1997).

85. San Antonio River, 601 S.W.3d at 623, 631.
86. Id. at 631.
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governmental entity’s immunity has been waived, and the
extent to which an arbitration award includes only waived
(and therefore recoverable) damages against it.”

It upholds the maxim: think before you ink; once you
ink, you will be bound. As such, Austin Bridge warns

87. Id.
88. Id. at 620.
89. Jody James Farms, JV v. Altman Group, Inc., 547 S.W.3d 624, 633 (Tex. 2018).

local governmental entities to be mindful of agreement’s
language. After all, a party will not be forced to arbitrate
absent a binding agreement to do s0.%® “Who is bound
by an arbitration agreement is normally a function of the
parties” intent, as expressed in the agreement’s terms.”
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