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For many, the first look at an economic price
adjustment (EPA) clause evokes Kurtz’'s dying words
in The Heart of Darkness: “The horror! The horror!”!
Too often, EPA clauses contain incomprehensible text,
inoperable mathematical formulas, and incorrect
indices for tracking escalation of prices or costs. In
such circumstances, courts have found EPA clauses
to be ambiguous, mistaken, and even illegal,
resulting in judicial surgery to repair the damaged
clause and to achieve a fair allocation of the risk of
inflation.

EPA clauses serve to protect the contractual parties
from fluctuations in price and/or cost (i.e., inflation
or deflation) not predicted at the time the original
bargain was struck. Such protection assumes
particular importance for contracts where the
purchases involve volatile commodity costs, occur
during periods of rapidly changing prices, or cover
a period of many years. For decades, such clauses
have appeared in both Government and commercial
contracts for products ranging from petroleum and
coal to shovel-handles and spectacle frames.?

The discussion below addresses the following key
issues associated with the use of EPA clauses: (1)
the purpose of EPA clauses; (2) typical defects in such
clauses; and (3) common defenses in answer to claims
for adjustments under such clauses.

David Z. Bodenheimer is a partner and |. Chris Haile is
an associate at the law firm of Crowell & Moring LLP,
where they specialize in government contract disputes and
litigation. They can be reached at (202) 624-2713 and
(202) 624-2898 respectively.

The Purposes of EPA Clauses

In many cases, the courts and administrative
tribunals look to the purposes of EPA clauses to
interpret contractual terms and to fashion remedies.
In general, EPA clauses serve two purposes: (1) to
protect the parties from unexpected economic
fluctuations beyond the control of the buyer or seller;
and (2) to eliminate contingencies in the contract
price associated with such economic fluctuations that
may affect the cost of contractual performance.

Protection from Economic Fluctuations

One purpose of EPA clauses is to allocate the risk of,
and preserve the parties’ original bargain from,
unanticipated economic changes - such as
commodity shortages or wartime inflation - that may
result in significant changes in prices or costs.
Indeed, the Federal Acquisition Regulation (FAR)
prohibits the use of EPA provisions unless a
Government agency specifically determines that such
a clause “is necessary either to protect the contractor
and the Government against significant fluctuations
in labor costs or to provide for contract price
adjustment in the event of changes in the contractor’s
established prices.”® Similarly, the United States
Court of Appeals for the Federal Circuit has held that
“the purpose of the EPA clause was to accommodate
inflationary / deflationary changes in the costs of
labor and materials.”* In essence, the EPA clause
protects the parties’ original bargain against the
inherent uncertainty of predicting inflationary or
deflationary trends:

[T]he usual purpose of an escalation clause is
to preserve, substantially, the benefit of the
bargain. Such a clause is intended to protect
against unanticipated or unpredictable changes
which might render the bargain unduly harsh.
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An escalation clause is not ordinarily intended
to enable one party to render the bargain more
profitable to himself.®

Elimination of Contingency Pricing

Another purpose of EPA clauses is to allow the buyer
to negotiate a lower price by removing from the
contract price any contingency costs for escalation.
The FAR specifically addresses this function as
follows:

In establishing the base level from which
adjustment will be made, the contracting officer
shall ensure that contingency allowances are not
duplicated by inclusion in both the base price
and the adjustment requested by the contractor
under economic price adjustment clause.

In some cases, the Government has sought to block
recovery under an EPA clause by claiming that a
contractor should have included a contingency for
such price changes. However, both the courts and
the Armed Services Board of Contract Appeals
(ASBCA) have readily rejected such arguments:”

Without an EPA clause, the contractor would be
forced to submit a higher bid to include a
contingency to cover any unexpected increases
in its costs. By using an EPA clause, the
Government is assured of not having to pay that
contingency. In fact, both the FAR and the
MAPCO [MAPCO Alaska Petroleum] contract
clauses at issue prohibit the contractor from
including such a contingency.?

In seeking recovery under an EPA clause, a contractor
should not overlook the fundamental relationship
between the clause itself and a reduced price secured
by the Government. If the Government seeks to avoid
payment under an EPA clause, the parties” bargain
could be rendered one-sided, with the Government
receiving its price reduction at contract inception, yet
denying the contractor the quid pro quo of protection
against unanticipated inflation or deflation. The fact
that the Government benefits from a lower price
probably helps to explain the vigilance of the courts
and the ASBCA in protecting contractors under EPA
clauses.

Defects in EPA Clauses

By their very nature, EPA clauses should include a
warning: “Fragile - Handle with Care.” The clauses
usually come with complicated language and
mathematical formulas, the referenced indices or
benchmarks sometimes change or disappear, and the
cost of contract performance often diverges from the
parties” chosen benchmark. Not surprisingly,
therefore, the courts have encountered many
disputes over a wide variety of defects in such
clauses, as illustrated by the following examples.

Omission of Relevant Cost Index

The courts often have held that the inflation index
included in an EPA clause must be a reasonably
accurate reflection of the contract costs the seller will
likely bear.” As such, an EPA clause may prove to be
defective due to use of a cost index that does not track
costs relevant to a contract’s performance. For
example, one case involved an EPA clause that
omitted a cost index for aluminum - the principal
construction material for tank pump units to be
delivered under the contract.'® The court concluded
that if the EPA clause’s cost index did not have a
logical relationship to the type of contract costs being
measured, the clause violated the applicable
regulations:

The government concedes, as it must, that the
purpose of the EPA clause was to accommodate
inflationary / deflationary changes in the costs
of labor and materials.

If the index failed to achieve its purpose (and
the government does not dispute that the index
did not approximate the change in [the
contractor’s] materials costs), then on its face
the [regulation] was violated.

* * *

If the contract is in violation of the [regulation],
and does not meet the requirement that an index
be selected that approximately tracks the
economic changes affecting this contract, then
reformation is appropriate.

continued on page 17
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Use of Unauthorized Index

The FAR authorizes adjustments under four types of
EPA provisions: (1) adjustments “for standard
supplies that have an established catalog or market
price”; (2) adjustments “for semistandard supplies
for which the prices can be reasonably related to the
prices of nearly equivalent standard supplies that
have an established catalog or market price”; (3)
adjustments “based on actual cost of labor or
material”; and (4) adjustments “based on cost indexes
of labor or material.””> The courts and the ASBCA
have long held that the procurement regulations are
the “law which governs the award and interpretation
of contracts as fully as if it were made a part
thereof.”?

If an agency uses an EPA clause not specifically
authorized by the procurement regulations, the rogue
clause may be illegal. For example, the Defense Fuel
Supply Center (now the Defense Energy Support
Center) developed an EPA clause in the early 1980s
that used a price index reported in the Petroleum
Marketing Monthly (PMM).** This PMM price index
reflected average prices of petroleum refiners or, as
one court stated, “an amalgamation of the previous
month’s petroleum sales data.””* The PMM did not
represent an “established catalog or market price”
because it did “not reflect any specific vendor’s
current price,” but simply an average of market
prices.’ Furthermore, the PMM did not constitute a
“cost” index because it consisted of average prices,
not costs.”” As a result, the courts found the agency’s
EPA clause to be unauthorized under the governing
regulations and therefore illegal.’®

Failure to Make Adjustment to Base Period

As discussed above, one purpose of an EPA clause is
to preserve the parties’ original bargain from
unanticipated cost or price fluctuations. To
accomplish this purpose, the EPA clause’s
adjustments must relate back to the original base
price negotiated by the parties. Indeed, the FAR
refers to “establishing the base level from which
adjustment will be made . . . .”" Similarly, the
Department of Defense’s FAR Supplement (DFARS)
provides for adjustments from a base period that link
to the beginning of the contract.?

In one case, an agency’s EPA clause only permitted
an adjustment for the first 6-month period to tie back
to the base level price:

The Government’s EPA clause . . . measures
price adjustments by using successive new
index base periods, which are subject to change
every six months . . . . As such, it merely
measures market trends in separate and distinct
six month increments, rather than accounting
for all potential economic fluctuations within
the original contract period of performance,
DODFARS 16-203-4(d)(3)(iii).*

The ASBCA found the clause to be contrary to the
regulations, to the purpose of EPA clauses, and to
the parties’ intent. Accordingly, the ASBCA reformed
the contract “by deleting the requirement for
incremental index measurements” and requiring
“adjustments based on cumulative index changes
from a fixed index base.”*

Failure of the Benchmark Price or Index

What happens when the benchmark price or index
is no longer a good benchmark? Such a failure can
happen in a number of ways, including: (1) the
methodology for calculating the index changes;* (2)
the benchmark is split into two prices (e.g., one price
is subject to price controls and one is not);* or (3) the
benchmark price or index ceases to exist. In some
cases, the EPA clause may expressly address these
types of contingencies, such as by requiring the
parties to negotiate new terms if the benchmark index
changes.®® When the EPA clause is silent, however,
the courts have employed a variety of legal theories
to reach a common result - reformation of the EPA
clause to produce a reasonable price consistent with
the parties’ original bargain and the purpose of EPA
clauses.?

Typical Government Defenses and Counterclaims

In cases involving defective EPA clauses, the
Government has attempted to avoid liability in a
number of ways. For example, the Government has
argued that: (1) a contractor has lost its right to object
as a result of waiver or estoppel; (2) a claim has been
made too late; and / or (3) the Government has offsets
greater than a contractor’s claims.

Waiver and Estoppel

The Government has often asserted the defenses of
waiver and estoppel against contractors’ claims for
flawed EPA clauses. The success of these arguments

continued on page 18
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may depend upon the unique circumstances in which
they are asserted. Nonetheless, the courts and the
ASBCA have repeatedly rejected such defenses.

In Beta Systems, the contractor sought reformation of
its contract based upon the legal theories of mutual
mistake and violation of the applicable procurement
regulation, because the EPA clause’s index did not
accurately track the costs of contract performance.”
In this case, the contractor had initially objected to
the EPA index during contract negotiations, but later
capitulated and accepted the EPA clause into its
contract.® The Government defended against the
contractor’s claim by asserting that the contractor
had already waived its rights by knowingly accepting
the defective EPA clause.” The Federal Circuit,
however, found the Government’s argument as
defective as the EPA clause:

If the . . . index that was selected does not
comply with [federal regulations], even
approximately, it is not controlling whether or
not [the contractor] or the government foresaw,
or accepted the risk of failing to foresee, this
defect in the index. . . If the contract is in
violation of [regulations], and does not meet the
requirement that an index be selected that
approximately tracks the economic changes
affecting this contract, then reformation is
appropriate.*

In a second case presenting similar facts, the court
found that the EPA clause was “plainly inconsistent
with the FAR,”* but the government argued that the
contractor “waived its right to protest the contract
by acquiescing to the Government’s insistence that
the [invalid index] be included in this and other
contracts . . . .”* In response, the Court of Federal
Claims concluded:

When a contract clause drafted by the
Government is inconsistent with the law,
whether the appellant inquired, protested,
accepted or otherwise assumed any risks
regarding the same is not controlling; the
impropriety will not be allowed to stand.®

Such waiver and estoppel arguments by the
Government have also failed before the ASBCA.**

Late Contractor Claims

For contracts awarded after October 1, 1995, the FAR
specifies that a contractor must generally submit its
claim to the Government “within 6 years after accrual
of a claim.”* In addition, the contract itself may
establish a time by which the claim must be
submitted. In Bataco Industries, Inc. v. United States,
the contractor alleged and the Government conceded
that the contract’s EPA clause incorporated the wrong
index (although the agency disagreed with the
contractor regarding which index should have
actually applied).* Still, the Government defended
by asserting that the contractor failed to comply with
another provision of the clause - a requirement for
making any requests for economic price adjustments
within a 180-day period.” The court agreed with the
Government, finding that the 180-day period had
passed; therefore, even if the index was flawed, the
contractor could obtain no relief due to its tardy
claim.*

Government Offsets

As another defense, the Government may claim
offsets to the contractor’s damages flowing from a
defective EPA clause to the extent that the
Government has made overpayments under the
contract or related contracts. In Barrett Refining Corp.
v. United States, the contractor claimed that its fuel
supply contracts contained a flawed (and therefore
illegal) EPA clause, resulting in payment at less than
a fair price.*” The contractor sought an upward
adjustment in the contract price to reflect fair market
value.?” Because the EPA clause violated the
applicable procurement regulations, the trial court
held that Barrett was entitled to a price increase to
reflect the fair market value of the contract.*!

However, the Government also asserted offsets for
amounts it paid to the contractor under three other
contracts that contained the same invalid EPA
clause.*? On appeal, the Federal Circuit concluded
that, because the Government made these payments
pursuant to an illegal contract clause, the payments
were unauthorized and “the government has a right
to seek and recover the unauthorized payments it
made” in excess of both the fair market value and
the base contract price.*® Still, on remand, the Court
of Federal Claims found no factual basis for the
Government’s claimed offsets because, while the
payments exceeded fair market value, the

continued on page 19
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Government did not make payments “in excess of
the base price.”*

Conclusion

With all of the litigation spawned by EPA clauses,
the sound drafting of such provisions would seem
to require an English professor’s writing expertise,
an economist’s quantitative abilities, and a prophet’s
foresight. Nonetheless, careful selection of the
benchmark price or index, attention to the regulatory
requirements, and precision in drafting the terms will
generally serve the purposes of an EPA clause, which
are to protect the contractual parties against
unanticipated cost and/or price escalation and
preserve the parties’ original bargain. If such
measures fail to serve these purposes, the courts and
the ASBCA stand ready to enforce the regulations.
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