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Banco San Juan In ternacional ,  Inc .  v  Pe t ro leos De Venezuela SA (PDVSA)¹  i s  another  case in  which

the e f fec t  o f  US sanc t ions has come before the Engl i sh cour ts .  In  th is  ins tance,  unsurpr is ing ly ,  the

cour t  d id not  agree wi th  PDVSA that  i t  cou ld re ly  on sanc t ions prov is ions in  f inance documents  to

escape i t s  ob l igat ions as  borrower on the bas is  o f  sanc t ions a imed,  in  par t ,  a t  PDVSA.

Shipping and ship finance have always been in the front line in rela�on to sanc�ons,

as some of the other cases referred to below demonstrate. This inevitably con�nues

to be the posi�on, as has been shown by a number of Greek tanker companies being

hit, albeit temporarily, by US secondary sanc�ons earlier this year for trading with

Venezuela. In 2019, shock waves were sent through the industry by Cosco Dalian,

also temporarily, being made subject to US secondary sanc�ons for trading to Iran.

See our earlier ar�cle on sanc�ons and shipping here.

The PDVSA case is the latest manifesta�on of the lack of sympathy, evident from a

number of earlier cases, with which the English courts treat par�es who a�empt,

without good grounds or contrary to the risk alloca�on of the contract, to invoke

sanc�ons or sanc�ons-related contractual provisions to escape liability. The

judgment also addressed issues rela�ng to the doctrine of penal�es in a way which

is of interest and poten�ally helpful in the context of finance and commercial

documents following the re-cas�ng of the law by the decision of the Supreme Court

in Cavendish Square².

THE  PDVSA CASE:  FACTS  AND BACKGROUND

The case arose from the well-known US sanc�ons targeted at the Maduro regime in Venezuela. The defendant, PDVSA, is the

Venezuelan state-owned oil and gas company, which was both indirectly and specifically targeted in a series of sanc�ons made

by Execu�ve (Presiden�al) Order. The effect of these was, among other things, to freeze and block all property of PDVSA in the

United States or in the possession or control of a US person. The relevant Execu�ve Orders have, as usual, a carve-out for

permi�ed or licensed transac�ons.
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The plain�ff, Banco San Juan Internacional Inc (BSJI), a bank incorporated in Puerto Rico, sought summary judgement against

PDVSA under two US dollar credit agreements governed by English law. PDVSA argued that it had a real prospect of defending

the claims, based on the US sanc�ons and the relevant provisions of the credit agreements; a separate argument based on the

doctrine of penalty is addressed further below. PDVSA argued that, by reason of the effect of foreign (US) law illegality BSJI was

prohibited from receiving funds from PDVSA and that any US correspondent bank was prohibited from receiving funds and

processing payments to BSJI. PDVSA placed some reliance on a recent decision of the US District Court for the Southern District

of New York³. In that case, PDVSA had successfully resisted a claim for summary judgement based on illegality under domes�c

(i.e. US) law. The judge in Dresser-Rand held that there were genuine issues of material fact related to the illegality defence, so

summary judgment was inappropriate. The judge claimed at one point: “As a ma�er of law these sanc�ons make it legally

impossible here for PDVSA to pay Dresser-Rand”⁴. It is not at all clear whether this statement is correct, as PDVSA could have

applied for a licence to make payment, or made payment into a blocked account, with respect to which Dresser-Rand could have

applied for a licence to have the funds released. In any event, given that the claim for summary judgment was brought by

Dresser-Rand rather than PDVSA, the judge’s statement must be treated as non-binding dicta. In contrast to Dresser-Rand, the

case before the English courts turned partly on illegality under foreign law, which was a very different ma�er – as the judge was

quick to point out.

THE  RESULT  OF  THE  CASE ON THE SANCT IONS ISSUE

PDVSA’s case turned in the first instance on the wording in each of the credit

agreements (sec�on 7.03) which stated that PDVSA would not repay the loans with

the proceeds of business ac�vi�es which were the subject of US sanc�ons. Among

the arguments deployed by PDVSA, it cited Mamancochet Mining Limited v Aegis

Managing Agency Ltd⁵ and Lamesa Investments Limited v Cynergy Bank Ltd⁶ as

authority for the proposi�on that “It is perfectly normal and sensible in commercial

agreements to suspend payment obliga�ons where payment would otherwise be in

breach of unilateral US sanc�ons”. The judge’s main findings as regards that can be

summarised as follows:

Those two cases cited by PDVSA, Mamancochet and Lamesa, did not support any
such proposi�on. Those decisions turned on their very different facts and quite

different contractual wording, in one case making the non-liability to pay and in the other making non-payment, where
rela�ng to sanc�ons, an express carve-out to the default posi�on;

Sec�on 7.03 was a nega�ve covenant, separate from the obliga�on to pay and which did not suspend PDVSA’s payment
obliga�on, nor did it create a condi�on precedent to payment. It was for the benefit of BSJI, giving BSJI a right to refuse
receipt and a right of recourse against PDVSA if it were breached; and

The factual matrix and contractual framework also argued against sec�on 7.03 being intended to have a suspensory effect
and an inten�on by the par�es to deal with impending US sanc�ons by a suspension mechanism. PDVSA was obliged by
another term of the credit agreements to obtain all licences and consents to enable it to perform and this obliga�on would
encompass any licences needed under the relevant sanc�ons regime to permit payments.
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PDVSA also sought to rely on the rule in Ralli Bros v Compania Naviera Sota y Aznar⁷ that an English law contract is not

enforceable if performance is required in a friendly foreign state which would be unlawful by the laws of that state. PDVSA’s

argument was that payment to BSJI in US dollars could not be achieved without ac�ons in the US which would be unlawful under

US law. The judge did not agree and noted that the rule in Ralli Bros is of narrow applica�on. The judge noted that, in general,

illegality under foreign law does not frustrate or otherwise relieve a party from performance of an English law contract; the rule

in Ralli Bros operates as a limited excep�on and provides that an obliga�on under an English law contract is invalid and

unenforceable, or suspended in the case of a payment obliga�on, insofar as the contract requires performance in a place where

it is unlawful under the law of the required place of performance. It does not apply if the contract can be performed in some

other way which is legal or if the illegal act has to be performed somewhere else. PDVSA could have made payment to a blocked

US dollar account. Or – with a waiver from BSJI which it was apparently agreeable to – payment could instead have been made

in euros. Above all, a party relying on the doctrine will not be excused if he could have done something to bring about valid

performance (such as apply for a licence) and has failed to do so.

T H E  C O U R T  H A D  L I T T L E  T I M E  F O R  A

D E F E N DA N T  S E E K I N G  TO  T U R N

S U C H  A  C L A U S E  A R O U N D  A N D

R A I S E  I T  A S  A  D E F E N C E  TO  I T S

PAY M E N T  O B L I G AT I O N S .

PDVSA also raised an argument based on implied contractual terms, which does not appear to have been pursued vigorously and

was quickly dismissed. Finally, PDVSA raised an argument based on Ar�cle 9(3) of the Rome I Regula�on which gives the Court a

discre�on to give effect to ‘overriding mandatory provisions of the law of the country where the obliga�ons arising out of the

contract have to be or have been performed, in so far as those overriding mandatory provisions render the performance of the

contract unlawful’. This argument was also unsuccessful, partly on the same basis that the Ralli Bros principle did not apply –

PDVSA could have applied for a licence to make payment – and the judge held it would not be appropriate to exercise the

discre�on afforded by Ar�cle 9(3).

THE  DEC IS ION IN CONTEXT  AS  REGARDS SANCT IONS
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This case should be seen in the wider context of the way English commercial court

judges approach cases involving sanc�ons issues, whether applying the common law,

applicable statute or where – as in the PDVSA case – express contractual provisions

are invoked. From some earlier cases it can be discerned that the courts are not

sympathe�c to defences based on sanc�ons on, at best, specious grounds. These

cases did not involve contracts containing specific sanc�ons provisions. Nonetheless,

the PDVSA case has echoes of DVB Bank SE v Shere Shipping Co. Ltd⁸, where an

obliga�on to repay a loan was held not to be suspended by the effect of sanc�ons

affec�ng the borrower and where, significantly, there was an obliga�on on the

borrower to obtain a licence. Similarly, in Melli Bank v Holbud⁹, where it was the

bank creditor which was the subject of sanc�ons. In Islamic Republic of Iran Shipping

Lines v Steamship Mutual Underwri�ng Associa�on (Bermuda) Ltd¹⁰ the court had to determine whether a marine insurance

policy was frustrated by supervening illegality due to sanc�ons. It held that it was not. In The Nancy¹¹ the issue was whether a

breach of US sanc�ons impacted the ‘mari�me adventure’ for the purposes of the Marine Insurance Act 1906, sec�on 41. It was

held that it did not. These cases – and it is noteworthy that three out of four are shipping cases – indicate a generally careful but

pragma�c approach by the courts to sanc�ons issues in circumstances where no sanc�ons-specific provisions are included in the

relevant contract.

Returning to the PDVSA case, it is perhaps no surprise that the court was unsympathe�c to PDVSA’s defence. Sec�on 7.03 of the

credit agreement was not untypical of provisions now included in finance documents, for the benefit of the lender/creditor, to

try to avoid, among other things, the risk of it breaching or being subjected to US sanc�ons. Lenders who include sanc�ons

clauses in loan agreements – no less than insurers and charterers who include similar or equivalent clauses in their contracts –

may take comfort from the result of the PDVSA case. The court had li�le �me for a defendant seeking to turn such a clause

around and raise it as a defence to its payment obliga�ons. Although neither case was referred to in the PDVSA case, because

the issues were different, it nevertheless has parallels with the approach seen in DVB v Shere Shipping and in Melli Bank v

Holbud in par�cular, as noted above.
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This approach is further shown by the judge’s reac�on to PDVSA seeking to invoke

both Mamancochet and Lamesa (see above). In Mamancochet, the court had to

consider whether an insurer was relieved by a sanc�ons clause from its obliga�on to

pay. The insurer was unsuccessful, but the court considered the ques�on of whether

the sanc�ons clause, if triggered, would ex�nguish the obliga�on to pay and

concluded that the clause would only suspend payment obliga�ons (in an earlier

case, Arash Shipping Enterprises Co. Ltd v Groupama Transport¹², an insurer’s

reliance on a sanc�ons cancella�on clause was upheld, on different facts and in

different circumstances). In Lamesa, a borrower successfully argued that a sanc�ons

clause in a loan agreement had the effect of suspending its obliga�on to repay. The

judge in the PDVSA case said each of Mamancochet and Lamesa were based on very

different facts. Hence, they had no bearing. Lamesa in par�cular was unusual

because the borrower was a bank which was concerned about the risk of being

made subject to US secondary sanc�ons and nego�ated wording in the loan

agreement accordingly. See our earlier ar�cle on Lamesa here.

When sanc�ons clauses come before the courts it is possible to detect and list the following issues which inform the approach of

judges:

A careful analysis of the language will be made to determine its true contractual effect;

An analysis of whether the provisions have been included for the benefit of one party or the other and the purposes for
which they have been included;

An analysis of whether the relevant provisions expressly relate to, and qualify, an obliga�on to pay or perform;

The difference between a covenant or undertaking and a condi�on precedent;

The overriding importance of an undertaking by one party to obtain any necessary approvals and consents (which will
include licenses if the applicable sanc�ons contemplate licenses) where that party is seeking to invoke sanc�ons or a
sanc�ons clause as a defence;

The narrowness of the rule in Ralli Bros as regards foreign illegality in the place of performance and the obliga�on of the
borrower to equip itself to perform (dis�nct from performance itself), irrespec�ve of whether there is a specific contractual
undertaking requiring it to so equip itself; and

Some reluctance to find that an obliga�on is suspended and an even greater reluctance to find that it is discharged or
released.

In rela�on to the last point above, the narrowness of the English law doctrine of frustra�on should also be noted. PDVSA did not

claim that the credit agreements were frustrated, no doubt because had it done so and that claim had been upheld, the effect

would have been that the loans would have been repayable by virtue of the effect of the Law Reform (Frustrated Contracts) Act

1943; see DVB v Shere Shipping on this point.

THE  PENALTY  ISSUE

Watson Farley & Williams LLP Registered office: 15 Appold Street, London, EC2A 2HB, UK   |   T: +44 20 7814 8000   |   F: +44 20 7814 8141/2 5

https://www.wfw.com/articles/loan-agreements-and-sanctions-lamesa-investments-limited-v-cynergy-bank-limited%C2%B9/


" T h e  j u d g e  t h o u g h t  t h a t

t h e  m i x t u r e  o f  d i f f e r e n t

c i r c u m s t a n c e s  i n  w h i c h

t h e  p a y m e n t  b e c a m e

d u e  m e a n t  t h a t  i t  c o u l d

n o t  b e  a  p e n a l t y  e v e n

w h e n  t r i g g e r e d  b y

b r e a c h  o f  c o n t r a c t . "

" Fo l l o w i n g  B S J I ’s

s u c c e s s ,  i t  s e e m s  t h a t

t h e  r i s k  o f  t h e  d o c t r i n e

o f  p e n a l t y  b e i n g

a p p l i e d  h a s  b e e n

s u b s t a n t i a l l y  r e d u c e d  i n

m a n y  t y p e s  o f

c o n t r a c t . "

Part of BSJI’s claim under one of the credit agreements related to a payment in the

nature of a ‘make-whole’ obliga�on where upon any accelera�on or prepayment of

the loan PDVSA was obliged to pay an amount equal to the discounted present value

of all fees and interest which would have been payable had the loan con�nued to

maturity. PDVSA claimed that this was an unenforceable penalty. This argument did

not succeed and was dealt with more briefly than the sanc�ons issue. In dismissing it

the judge made some interes�ng observa�ons on the law of penalty as it has been

re-cast by the decision of the Supreme Court in Makdessi (see above). The test for

whether an obliga�on is a penalty following Makdessi can be stated as follows:

“a secondary obliga�on which imposes a detriment on the contract-breaker out of all

propor�on to any legi�mate interest of the innocent party in the enforcement of the primary obliga�on.”

The judge noted the contextual point that the decision in Makdessi expressly respects the legi�mate commercial interests of the

par�es – especially in a nego�ated and lawyered contract between par�es of equal bargaining power – and held that it was

significant that the payment obliga�on contained a discoun�ng to net present value. This is of comfort not only to lenders but

also to lessors in the content of the calcula�on of liquidated termina�on sums in leases, hire purchase agreements and

condi�onal sale agreements. It appears from the judgment, although it is not en�rely clear, that all future interest was included,

not just the lender’s profit or margin. It can be argued that only that element of interest equal to a lender’s (or lessor’s) profit or

margin should be taken into account – not the gross amount, including funding costs. Those will cease to be borne by the lender

or lessor and, provided the lender is separately compensated for break-funding or redeployment exposure, the simple inclusion

of the gross amount of interest in any liquidated damages or make-whole payment is open to ques�on. But if indeed the gross

amount of interest was taken into account in the PDVSA case, one can only assume that the legi�mate commercial interest

argument (see above) nevertheless prevailed. The next point meant that, irrespec�ve of amount, the payment was held not to

be a penalty in any event.

In dismissing PDVSA’s defence based on penalty, the judge regarded it as significant

that the relevant payment also became due in circumstances where there was no

default (i.e. voluntary prepayment) and in circumstances where default did not

involve a breach of contract by the borrower (such as insolvency or change of

control). The judge thought that this made it ques�onable whether the obliga�on

was a ‘secondary’ obliga�on, as is required by Makdessi for an obliga�on to be a

penalty. Even if this was not the case, the judge thought that the mixture of different

circumstances in which the payment became due meant that it could not be a

penalty even when triggered by breach of contract.

Watson Farley & Williams LLP Registered office: 15 Appold Street, London, EC2A 2HB, UK   |   T: +44 20 7814 8000   |   F: +44 20 7814 8141/2 6



This last point is of great comfort to lenders – and more especially lessors. It would mean that a liquidated termina�on sum in a

lease, hire purchase agreement or condi�onal sale agreement should not be a penalty if it is payable not only in circumstances

which follow a breach of contract but also in other circumstances. This approach would almost certainly not have saved an

obliga�on from being a penalty where a breach of contract was involved under the pre-Makdessi test, which was whether the

payment was or was not a genuine pre-es�mate of the recipient’s loss. However, following BSJI’s success, it seems that the risk

of the doctrine of penalty being applied has been substan�ally reduced in many types of contract.
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