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Making the Most of Leaner Times: A
Contractor’s Guide to Common English Law
Issues—Part II

By James Brown*

The sudden and sustained crash in the oil market between June 2014 and
January 2016 continues to cause pain for those operating in the offshore
sector. In this new era contractors will face many challenges. The purpose
of this guide is to consider a number of the typical client scenarios arising
in the present market, and to provide an overview of the relevant English
law issues to which these give rise for contractors. In the first part of the
guide, which appeared in the November/December 2017 issue of Pratt’s
Energy Law Report, the author focused on issues arising in the negotiation
of prospective contracts. This second part of the guide will discuss issues
arising in respect of existing contracts.

This two-part guide considers a number of the typical client scenarios arising
in the present market, and provides an overview of the relevant English law
issues to which these give rise for contractors. This second part will discuss
issues arising in respect of existing contracts.

ISSUES ARISING IN RESPECT OF EXISTING CONTRACTS

In respect of long-term contracts, which are common in the oil and gas
industry, contractors continue to be faced with questions such as:

1) Might the changed economic circumstances of the new lower oil price
era be effective to reduce a client’s obligations, undertaken prior to the
decrease in the price of oil, and/or to excuse failure(s) by the client to
adhere to the terms of that contract?

2) How might a sympathetic contractor agree to continue its existing
long-term contractual arrangements with a client, albeit on terms that
are more reflective of the current changed commercial realities?

3) Faced with an unsympathetic contractor, might the client nevertheless
be entitled unilaterally to walk away from an existing contract without
sanction (i.e. without the contractor having any redress against it)?

4) What rights may arise if a client or other commercial party fails to
perform its contractual obligations?

* James Brown is a partner at Haynes and Boone CDG, LLP, litigating and arbitrating
complex, high-value engineering/construction disputes for international clients operating in the
shipping and offshore oil and gas sectors.
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Again, although the answer to these questions will depend on the particular
facts of a case, we will set out an overview of the general position under English
law.

1) Might a dramatic fall in the price of oil during the life of a long-
term contractual arrangement be effective to reduce a client’s obligations
and/or excuse their failure(s) to adhere to the contract’s terms?

As a matter of English law, the freedom of commercial parties to determine
their own commercial arrangements is generally recognized without significant
limit.

As such, it is possible that astute commercial parties to a long-term contract
may have had the commercial foresight to make express, specific provision in
their contract as to the consequences for their contractual arrangement that
would follow a significant fall in the price of oil. In such a case, provided that
the parties have with sufficient certainty provided for the consequences of such
a fall, we would expect a court or tribunal applying English law to generally be
willing to uphold the parties’ agreement as to the consequences.

Far more usually, however, parties will not have expressly provided for the
consequences of such a dramatic change in a fundamental aspect of the market
in which they are operating. In that case, clients or other contractual
counterparties may look to other provisions of the contract (addressed
hereafter) to seek to alleviate some of the difficulties to which the situation has
given rise.

The Potential Impact of a “Force Majeure” Provision

It is common to include a force majeure clause in most long-term commercial
contracts.

Broadly, such a term is typically intended to excuse one or both of the parties
from such further performance of the contract as would otherwise be required
of them, whether in whole or in part, or to entitle one or both of them to
suspend performance under the contract, or to claim an extension of time for
their performance, or indeed to cancel the contract, upon the occurrence of
some specified event or events which are beyond their control.

Such clauses, however, are tightly controlled by the English courts and have
led to numerous court judgments over the years.

Faced with a claim by a client or other counterparty that, for example, the
change in the economic environment in the offshore oil and gas industry is an
event of force majeure entitling the client to be excused from performance of its
contractual obligations, certain key issues will tend to fall for consideration:

i. “Force majeure” in itself has no commonly recognized meaning under
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English law. A provision within a contract that excuses a party from
further performance “in the event of force majeure” will therefore be, if
not hopeless, then at least an invitation for incredibly complex and
expensive legal proceedings.

ii. Rather, what is intended by a reference within an English law contract
to force majeure will depend on the terms of the individual contract
and the provision made therein by the parties.

Accordingly, at the negotiation stage of a contract, parties should take great
care to seek to define precisely those matters which they intend to constitute
events of force majeure under the contract.

Faced with a force majeure claim by a client, we would consider very carefully
for a contractor whether the relevant events or occurrence relied upon properly
fall within the relevant contractual provision.

iii. It will be for the party who seeks to rely on a force majeure event to
excuse performance to prove that the facts are within the particular
clause.

iv. In addition to proving that one of the relevant events of force majeure
has occurred, it will then generally also be for the party who relies on
it to establish that it has prevented, hindered or delayed his perfor-
mance (depending upon the wording of the relevant provision).

If the clause requires the party to prove that he has been “prevented” from
performing under the contract or is “unable” to do so, what must be shown is
not merely that performance of the contract has become more difficult or
unprofitable, but that its performance has become physically or legally
impossible.

If, however, what is required is to show that performance has been “hindered,”
the English courts have given that word a wider scope.

v. Further, the party seeking to claim force majeure will usually (again
depending on the terms of the clause) be required to prove:

(a) that his non-performance was due to circumstances beyond his
control; and

(b) that there were no reasonable steps that could have been taken
to avoid or mitigate the event or its consequences.

Very careful consideration must be given to whether a force majeure event has
arisen such as to excuse a party from further performance under the contract,
or to permit suspension or termination.

Also, force majeure clauses will typically specify the procedure by which such
a claim has to be invoked, and the potential may therefore exist (depending on
the terms of the contract) for a claim to fail if such procedure is not adhered to.
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Often, there will be a requirement to give notice of force majeure in writing
within a particular period of time. In cases where this does not take place,
complicated questions about whether the giving of proper notice is a condition
precedent to bringing a claim will arise. In other words, does a failure to give
proper notice prevent a claim being brought (i.e. bar it), or is it just a breach of
contract giving rise to a claim for damages for loss? Any party believing that it
may be entitled to invoke a force majeure clause must ensure that the correct
steps are taken to claim the relevant benefit.

As to whether the drastic fall in the market price of oil might be found to
constitute an event of force majeure in respect of contractual commitments
undertaken prior to the fall, the position will always depend on the wording of
the relevant provision. However, a number of cases following the 2008 financial
crash considered whether, as a matter of English law, those events amounted to
force majeure events, and generally speaking the courts in England were not
sympathetic to such arguments.

Key Points

We are not aware of the English courts having yet considered whether the oil
price collapse constitutes an event of force majeure under any particular
contract, but in the absence of very clear express words, we would not expect
that commercial parties will be able to rely on this as amounting to an event of
force majeure.

The English Law Doctrine of Frustration

The English common law1 has long recognized a principle, which is distinct
from that of force majeure,2 by which parties to a contract may be discharged
from further performance of a contract when something takes place after the
formation of the contract which either (1) makes it physically or commercially
impossible for a party to perform its obligations or (2) transforms an obligation
into something radically different from that which the parties had contractually
agreed. In such a case, the contract is said to be “frustrated.”

In the current difficult low oil price environment, a party to a contract
entered into before the fall in the price of oil may try to rely upon this doctrine
to excuse itself from further performance under a contract which has become
unprofitable or difficult to perform.

1 The “common law” means that body of law which is made by the courts through their
judgments, rather than by the legislature.

2 Force majeure deriving rather from the parties’ agreement itself.
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However, the possibility of invoking this English law doctrine to bring a
contract to an end is limited these days, due to the narrow ambit given to it by
the English courts. We are doubtful that a defence based on a plea of frustration
would be likely to succeed.

There are two main reasons why the English courts are slow to recognize that
a contract has been frustrated.

First, the courts are not prepared to allow parties to invoke the doctrine to
escape from what has proved to be a bad commercial bargain.

Second, as commercial parties to a contract will commonly have included a
force majeure clause within it which will expressly provide for the consequences
if certain specified events arise, the contract cannot be said to be frustrated
because the parties simply have to look to the contract to determine the
consequences of the event.

Key Points

As in the case of force majeure, whether a contract has in law been frustrated
will always have to be considered in light of the particular facts and
circumstances of a case.

The English courts have been very reluctant to recognize mere inconve-
nience, hardship or financial loss involved in performing a contract as being
sufficient to frustrate it.

It is unlikely that a party will be entitled to claim that its contract has been
frustrated by the recent fall in the oil price so as to excuse further performance.

2) How might a sympathetic contractor agree to continue his existing
contractual arrangements with a client on different terms?

Faced with a desire to maintain relationships for future business, anecdotal
evidence suggests that some contractors in the oil and gas sector are permitting
their struggling clients and other contractual counterparts to renegotiate
existing long-term contractual obligations, agreed before the collapse, to
account for the radically different commercial realities of today.

It may therefore be helpful to consider some of the issues which arise in this
context.

What are “Subject to Contract” Negotiations?

The first is to consider the employment of the words “subject to contract” in
the course of any written or oral commercial discussions for the renegotiation
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of an existing contract.3

This phrase is often overlooked when negotiations are under way and yet it
can be an extremely useful way of avoiding the risk that parties are later held
by a court or tribunal to have agreed a contract (or variation to an existing
contract) even though they did not intend to do so or believe that they had
done so.

In short, the use of the expression “subject to contract” will generally be
regarded by the English courts or arbitral tribunals as denoting that the parties
did not intend their negotiations, whether written or oral, to be effective to
bring about a variation of their agreement or indeed a new agreement until they
have reduced their agreement into writing and executed that written contract,
at which stage the “subject” is lifted.

Accordingly, the use of the expression will tend to be effective to protect a
party from the other party to negotiations later contending that a variation or
a new agreement had been reached even though the parties did not sign any
written agreement.

Key Points

Unintended consequences can be avoided by expressly describing as “subject
to contract” any preliminary commercial discussions for a prospective contract
or any negotiations about a potential variation to an existing contract
undertaken to alleviate difficulties suffered by a party to that contract.

How to Effect an Agreement to Vary Existing Terms

As a matter of English law, parties are free by mutual agreement to vary,
modify or alter the terms of a contract.

Unless the existing contractual terms provide otherwise, such a variation may
be made orally or in writing. However, contracts will often provide for the
means by which the terms of the contract may be varied. They will commonly
stipulate that the variation must be effected in writing and that such variation
should be signed by certain authorised persons on behalf of each party. Care
should be taken to closely follow any specified procedure.

Failing to do so will not necessarily invalidate any subsequent variation, but
often it will do so.

Alternatively, the parties may decide to release themselves from any further
performance required under their existing contract so as to put in place instead

3 The use of the “subject to contract” prefix can equally be employed in the context of a
negotiation for a new contract.
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a new contractual arrangement. A contractor may, for example, wish to agree to
allow a client or other counterparty to make a reduced regular payment.
Implementing this by means of a new contract may be considered a cleaner
method of defining the parties’ new contractual obligations applicable in the
new environment.

In such a case, the parties will wish to carefully document the client’s (and
contractor’s) release from those future contractual obligations which remain
outstanding under the current contract. As a matter of English law, we would
expect a client to require that its release by the contractor be effected by means
of the parties executing a deed4 as this dispenses with the necessity of the client
proving that the client gave some consideration5 in case there is any dispute
later about the binding nature of what was agreed. The deed should be drafted
to make it clear that its intent is to discharge the client (and the contractor)
from further obligations under the relevant contract. No particular form of
words would be required to constitute a valid release, but care should be taken
to ensure that the words are sufficient to release the relevant obligations. The
release would also be drafted so as to ensure that any claims which may have
arisen under the parties’ agreement to date are also settled and released so as to
avoid the possibility of claims being brought later. In the event, that a
contractor wishes to preserve known claims that he may have against a client,
the contractor will wish to “carve out” these claims from the general release and
settlement.

Key Points

A variation of existing terms should be clear and should follow any
requirements of the contract itself.

When executing an agreement to release the parties from their outstanding
obligations, remember to address potential accrued claims.

3) Faced with an unsympathetic contractor, might the client
nevertheless be entitled unilaterally to walk away from an existing
contract without sanction (i.e. without the contractor having any
redress)?

If the client is struggling to perform or has determined that the deal it made
when prices were higher is now a bad deal for it, it will be looking for
opportunities to exit its contract.

4 This is a particular type of legal agreement recognized under English law, which involves
certain formalities being met if it is to be legally effective.

5 As detailed elsewhere in this guide, consideration is something of value which the courts
require to be given if they are to recognize an agreement as binding under English law.
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As detailed above, it is unlikely that the doctrine of frustration will allow the
contractor’s client an escape route from his costly contract. Unless, there is an
express provision in the contract which entitles the client to walk away due to
the collapse in the price of oil or to be excused from performance of its
obligations, the client may instead seek to contend that the contract has been
brought to an end by the contractor’s own breach of contract.

A breach of contract by a contractor may indeed provide an invaluable “get
out” for a client looking to exit a now unprofitable contract. In the current
difficult financial times, we would expect ever more cash-strapped clients and
other commercial parties to be actively monitoring the performance by
contactors of their long-term contracts agreed prior to the oil price collapse. In
particular, clients of contractors who are no longer able or willing to bear the
burden of contracts entered into in better times, will be looking to identify
opportunities to exit costly contracts by contending that a breach of contract by
the contractor has given rise to such a right of termination and exit.6

Key Points

From the perspective of a contractor providing services to a client under a
long-term contract agreed when the oil price was significantly higher, care
should be exercised to ensure compliance with contractual obligations.

This will minimize the risk of a contractor “gifting” to any client a right to
walk away from a long-term contract which may now be very costly for the
client, but lucrative for the contractor.

4) What rights may arise in the event that a struggling client or other
commercial party fails to perform its contractual obligations?

As a general proposition, any failure by a contractor’s client to perform as
required by the contract will give rise to a cause of action entitling the
contractor to claim damages in respect of its losses flowing from the client’s
breach.

In addition, a breach of contract by the client may also entitle the contractor
to treat itself as discharged from its future obligations under the contract. (In
a case where such a right is exercised by the contractor, the contractor will also
usually be entitled to bring a substantial damages claim for compensation to be
paid by the client or other party in respect of the losses the contractor has
suffered by the contract coming to an end.

For the reasons detailed below great care must be taken by any contractor in
determining whether such a right to treat a contract as discharged has arisen.

6 A client may similarly be looking to identify a means of exiting an ongoing contract with
a view to renegotiating the terms of that contract (for example, to secure a lower day rate) as the
“price” for not exercising its right to terminate.
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Below follows some headline information on some very important aspects of
English contract law.

When Will a Contractor be entitled to Treat a Contract as Discharged?

There are a number of instances in which a contractor would be entitled to
treat its contract with a client as discharged.

Commonly, the right will arise when a client or other counterparty fails to
perform as required under a contract and such failure involves either:

• a breach of a term of the contract which as a matter of English law is
to be regarded as a condition of the contract; or

• a breach of a term of the contract which is not regarded as a condition
but rather what in law is known as an innominate term and the breach
is so serious as to deprive the contractor of substantially the whole
benefit of the contract which it was the intention of the parties (as
expressed in the contract) the contractor should obtain as consideration
for performing his further undertakings under the contract.

It is beyond the scope of this guide to consider how English law goes about
classifying the various terms of a contract (i.e. whether a term is a condition or
an innominate term).7

However, as indicated above, in the event of a serious breach of contract by
a client or other counterparty, a contractor would be well advised to seek legal
assistance in determining what consequences may arise from such a breach,
particularly given the risks identified below which may arise if prompt action is
not taken in respect of such a breach.

An alternative circumstance in which a contractor may become entitled to
treat a contract as being discharged arises when the client or other counterparty
renounces the contract.

A renunciation results when one party to a contract by its words or conduct
evinces an intention not to perform the contract, or expressly declares that it is
unable or will be unable to perform its obligations under the contract in some
essential respect. It can occur before or at the time fixed for performance.

In a case where a party expresses an intention before the time at which it is
required to perform the contract that it will break it or act in such a way as to
leave a reasonable person to conclude that it does not intend to fulfil its part of
the bargain, this is said to constitute an “anticipatory breach of contract”.

7 There is a third class of contractual term under English law—“warranty”—the breach of
which cannot ever give rise to a right to treat the contract as discharged, but which upon a breach
only sounds in damages.
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What Should a Contractor do when a Right to Treat a Contract
as Discharged May Have Arisen?

In any situation in which a contractor considers that a client may through its
words or conduct have given the contractor the right to treat the contract as
discharged, great care must be taken.

As a priority, the contractor should seek legal advice to determine that such
a right has in law arisen.

One very serious possible outcome if care is not taken is that a right to
terminate has not arisen, and yet a contractor purports to exercise a right to
treat the contract as discharged. Such an act by a contractor would then itself
be unlawful and would probably entitle its client to treat the contract as
discharged (and to bring a significant damages claim against the contractor).

Even if the contractor has obtained a right to treat the contract as discharged,
the contractor will still have to determine quickly whether it wishes to “accept”
the discharge of the contract by the other’s breach or to “affirm” the contract.
The consequences of such a decision are significant.

On a contractor’s acceptance of a repudiatory breach by its client, the
contract will be treated as discharged, the parties will be excused from any
further performance due under the contract and the contractor will instead be
entitled to sue the client for such losses as the contractor has suffered (which
might8 include the profits that the contractor expected to make over what
would have been the remainder of the life of the contract).

However, where a contract is affirmed, not only will the parties be required
to continue to perform their outstanding contractual obligations, but the
contractor’s claim for damages in respect of the breach will be limited as
compared to those available on the acceptance of the repudiatory breach. This
is because, where the contract is affirmed, such damages claim will be calculated
having regard to the continuance of the contract.

Key Points

A contractor must be very careful to ensure that he does not, when deciding
whether to affirm the contract or to treat it as discharged, inadvertently take
some step, or by inaction, affirm the contract.

If a contractor affirms the contract, any subsequent attempt to treat the
contract as discharged may be a repudiatory breach of contract by the
contractor, thereby entitling the client to treat the contract as discharged and
claim damages from the contractor.

8 This is subject to any applicable and effective exclusion/limitation of liability clause.
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xpath-> core:para,  Default,  para-list,  style_01
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xpath-> core:para,  Default,  para-list,  style_01
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CONCLUSION

With the sustained lower oil price, contractors continue to face operating in
a radically different commercial environment with different commercial
challenges. There continues to be great uncertainty and risk in the market
because the effect of the sustained fall in the oil price has been to destabilise
previous long standing commercial relationships. Parties’ commercial motiva-
tions and behaviours are now often changed and contractors need to be aware
of the risks that exist under English law as detailed in this guide, and to be ready
to act appropriately to avoid or to minimize these risks. An astute contractor
should, however, be able to navigate his way round the challenges and avoid the
worst consequences through a proper appraisal of the legal rights and duties
existing in the changed circumstances.
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