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Introduction

One of the most controversial foreign policy issues
between the European Community and the United
States concerns the extraterritorial application of US
economic sactions against third country nationals who
conduct commercial transactions involving states and
. other entities that are targeted by US sanctions. Indeed,
the extraterritorial use of US sanctions has created
important issues of third and fourth party liability for
third country nationals who are parties to contracts that
are collateral to transactions involving US-targeted
states, The doctrinal bases for such peripheral liability
can be found in the English common law rule against
trading with the enemy and in the doctrine of foreign
illegality.! The principal focus of this article will be on
the origins and development of the English law rule

against trading with the enemy and how its principles of

peripheral liability for collateral contracts have been
applied in recent English case law with respect to
English law contracts that violate the extraterritorial
provisions of foreign laws. In particular, important
issues of civil liability and public policy arise regarding
whether to enforce contractual obligations that may
violate the laws of foreign and friendly states. These
issues are crucial for determining whether extraterrito-
rial economic sanctions per se can have any legal validity
under the laws of third countries and consequently
whether such sanctions have any effect in obstructing or
blocking third country transactions with targeted enti-
ties. The effectiveness of extraterritorial sanctions will
depend in part on whether third country courts are
willing to abrogate or modify contractual obligations
arising from transactions that violate the economic
sanctions laws of a foreign state.

Indeed, the extraterritorial use of US sanctions has
created important issues of third and fourth party
liability for third country nationals who have entered
commercial transactions with targeted states. This
article discusses some of the important issues of civil
liability under English law that arise as a result of the
extraterritorial application of US economic sanctions.
The doctrinal bases for such peripheral liability can be
found in the English common law rule against trading
with the enemy and in the doctrine of foreign illegality.'

This article analyses how liability on the periphery may
arise for third country nationals who enter contracts
that are legal under the laws of their home countries but
are, or become, illegal under the economic sanctions
laws of foreign countries. Important issues of liability
and public policy arise regarding the enforcement of
contractual obligations that may violate the laws of a
foreign and friendly state. These issues are crucial for
determining whether extraterritorial economic sanc-
tions per se can have any legal validity under the laws of
third countries and consequently whether such sanc-
tions have any effect in obstructing or blocking third
country transactions with targeted entities. The effec-
tiveness of extraterritorial sanctions will depend in part
on whether third country courts are willing to abrogate
or modify contractual obligations arising from transac-
tions ‘that violate the economic sanctions laws of a

" foreign state. The principal focus of this article will be

on the English common law, and how the doctrine of
foreign illegality has been interpreted by English courts
in determining whether to enforce contracts that are
illegal under foreign law. :
In recent years, English courts have refused to
enforce contracts governed by foreign law on the
grounds of public policy because the contracts as such
violated the export control laws of a foreign and
friendly country.? More significantly, with respect to
extraterritorial US economic sanctions, there is some
authority for the proposition that English courts will
refuse to enforce a contract governed by English law
involving UK nationals if the parties intended the
contract by its terms to violate the laws of a foreign,
friendly state. The English Court of Appeal accepted
this rule in the Foster v Driscoll case in 1929 and has
expanded its application to cover financial instruments

. governed by English law but which violate the banking

or securities laws of a foreign country.® This article
contains three parts. Part I traces the development of
the English common law rule against trading with the
enemy and its statutory equivalent. This section demon-
strates that the doctrinal foundation of the extraterrito-
rial use of economic sanctions can be found in the
common law rule against trading with the enemy and
the British Trading with the Enemy statutes. Part II
examines the doctrinal bases for abrogating or modi-
fying contracts that are illegal or impossible to perform.
Part III discusses the extent to which illegality under
foreign law renders contracts unenforceable and how
this doctrine may be applied in the context of extrater-
ritorial US economic sanctions. ™

I. Common Law Antecedents
A. Trading with the Enemy at Common Law

The legal origins of the use of economic sanctions to
restrict commercial activity with targeted states and
their nationals can be found in the English common



European Business Law Review July/August 1999 315

Civil Liability on the Periphery

law. Indeed, an important principle on which the use of
economic sanctions has been based is the doctrine of
non-intercourse, which restricts commercial interaction
between the residents of belligerent states.* This
doctrine has been given broad application under
English law insofar as it prohibits all intercourse with
the enemy state and its nationals which might result in
detriment to the sanctioning state or in advantage to
the enemy, regardless of whether the intercourse is
commercial. Accordingly, all contracts involving inter-
course with the enemy are abrogated on the outbreak of
war. The basis of the doctrine was originally set forth by
Lord Stowell in The Cosmopolite in 1801 when he stated
that there shall be ‘no intercourse between the subjects
of hostile states.”® This absolute prohibition between the
citizens of belligerent states was later recognised by the
British Prize Courts during World War I and by the
Privy Council (per Scrutton L]).® Indeed, the rule
against trading with the enemy is a corollary of the
non-intercourse doctrine, and both English and US
courts have extended it extraterritorially to apply to
commercial transactions between third country
nationals and the enemy, regardless of whether the
proscribed transaction imposes a detriment against the
sanctioning state or a benefit to its enemy.7 Moreover,
the US Supreme Court’s broad definition of the term
commercial transaction has served as a basis for the
subsequent use of US economic sanctions to invalidate
transactions between third country nationals and
targeted states. As Justice Gray wrote in a 1869 case:

“The law of nations, as judicially declared, prohibits
all intercourse between citizens of the two
belligerents which is inconsistent with the state of
war between their countries; and this includes any
act of voluntary submission to the enemy or
receiving his protection, as well as any act or
contract which tends to increase his resources, and
every kind of trading or commercial intercourse,
whether by transmission of goods or money, or by
orders for the delivery of either between the two
countries, directly or indirectly, or through the
intervention of third persons or partnerships, or by
- contracts in any form looking to or involving such

transmission, or by insurances upon trade by or’

with the enemy.”

This sweeping prohibition against ‘every kind of trading
or commercial intercourse, whether by transmission of
goods or money’ that were ‘directly or indirectly, or
through the intervention of third persons’ benefiting
the enemy state or its nationals raised important issues
of civil and criminal liability for third parties and other
neutrals who traded with belligerent states. Later, in
1917, Congress codified the broad reach of this prohibi-
tion when it enacted the Trading With The Enemy Act
of 1917.9

In addition, there is some support for an overriding
and universal principle of the law of war that recognises

the prohibition against trading with the enemy. Lord
Stowell first intimated this view in The Hoop case, in
which he stated that the principle against trading with
the enemy was not peculiar to English law and had been
recognised by Bynkershoek as a ‘universal principle of
law’.' Later, however, this view was criticised by Lord
McNair in his ‘Legal Effects of Principles of Law’, in
which he examined the various bases for the law prohib-
iting trade with the enemy.!' He stated that it was
controversial whether there is any such rule in interna-
tional law, and according to ‘the law of many or most
European countries, there is no ipso facto prohibition of
intercourse, though the government of any belligerent
State may lawfully prohibit it to its subjects.’'? The
absence of any uniform principle that prohibits trading
with the enemy is also supported by the major treatises
of Oppenheim and Schwarzenberger.!® Indeed, the US
law concerning contracts which cross the line of war
appears to differ from English law insofar as certain
contracts may be held to be suspended during war
which under English law would be held to be abro-
gated.' The variety of views expressed by these author-
ities has led some common law judges to reject the
notion that there is a generally applicable principle of
international law nor uniformly accepted standard
relating to trading with the enemy.!> On the contrary,
some judges have recognised that because the English
common law rule derives from the Royal Prerogative,
one cannot expect the law of countries with written
constitutions to be the same.'® Moreover, the diver-
gence of state practice in this area and the less than
uniform position of publicists confirm the view that
there exists no rule of customary international law nor
general principle of law that espouses a uniform set of
rules against trading with the enemy.

- B. Trading with the Enemy at Statute

As a matter of English law, it is recognised by legislation
that the common law is co-extensive with and comple-
mentary to legislation.'” Accordingly, ss1(2) and 5 of the
Trading with the Enemy Act 1914, expressly preserved
the common law; and section 16 of the Trading with the
Enemy Act 1939, expressly provided that the Act ‘shall’
be without prejudice to the exercise of any right or
prerogative of the Crown’.!® For example, trading with
the enemy was a crime at common law. The British
Government codified this rule by enacting the Procla-
mation of 5 August 1914 that prohibited trade with
Germany and designated, inter alia, any contract to raise
a loan on behalf of the enemy entered into by a British
national or British-controlled entity to be a treasonous
act under the Statute of Treasons.!? By contrast, under
Indian law, there was no such offence at common law
for trading with the enemy, for all such offences were
laid down by the Indian Trading with the Enemy Act. ?
The old common law distinguished between trading
with the enemy and contracting with the enemy.?!
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Trading with the enemy involved the supplying of
goods to, or obtaining goods from, an enemy country,
whereas contracting with the enemy covered a broader
range of transactions that included contracts between
British nationals and third country parties that indi-
rectly benefited the enemy state and certain transac-
tions between third country parties and the enemy
state. When Parliament enacted the Trading with the
Enemy Act 1939, it eliminated this distinction and,
through subsequent Orders in Council, adopted a
broad definition of prohibited trade that included
contracts  between  neutral  countries  and
specially-designated nationals that were for the benefit
of the Axis powers.?? The 1939 Act was given broad
effect by British authorities to prohibit all trade, even
neutral country trade, with the enemy state. The law
against trading with the enemy was considered a
nation’s weapon of self-protection. Moreover, courts
have recognised that it must be applied to modern
circumstances to reflect changes in international
commerce and trade. Although its principal objective
has been to curtail the commercial resources of the
enemy, other authorities have recognised a broader
objective, that is, to prevent all unregulated intercourse
with the enemy altogether.?® Only in certain circum-
stances through Royal licence will trade with the enemy
be permitted.

Royal Licences

A settled principle of English law is that anyone trading
with an enemy without a licence commits an offence at
common law as well as under the legislation. The Crown
has enjoyed the prerogative of licensing transactions
which it considers in the interests of the realm, and it
may revoke them at any time.?. For Commonwealth
jurisdictions, the Royal Prerogative to issue licences to
trade with the enemy ceases to apply to former colonies
after their independence. Not only may such a licence
be given to a British subject who is within the kingdom,
but a licence may also be given to a British subject to
reside and trade within enemy territory, or to an alien
enemy to reside and trade within the United Kingdom,
or to reside and trade with its native country.?® Royal
licences may be either general or special: a general
licence permits all UK nationals, or foreign nationals, to
trade with a particular country or in certain goods,
while specific licences were typically issued for a specific
transaction and with certain goods.? An example of a
general licence was the Order in Council of 15 April
1854 during the Crimean War which permitted British
subjects to trade with non-blocked Russian ports, if the
goods were transported on neutral ships, but not in
contraband.? Later, in the early days of World War II,
the Board of Trade authorised a general licence as to
fees in respect to patents, designs, and trade marks on 7
September 1939. The general licence authorised
payment on behalf of any person, not an enemy, ‘of any

fees necessary for obtaining the grant or renewal of
pdtents, or for obtaining the registration of designs or
trade marks or the renewal of such registration, in
enemy territory, and the payment to enemies of their
charges and expenses’.?® This licence would have
applied to the payment of German attorneys’ fees
incurred by a British licensor seeking to have its intel-
lectual property registered 'in Germany during the
war.?® The acquisition of such licences and their effect
on commercial transactions involving enemy aliens were
the subject of much litigation during the war years,*

Moreover, regarding business transacted before the
outbreak of war with agencies or branches in enemy
territory which traded solely for the account of a
parent firm or company whose principal place of busi-
ness was in allied territory or neutral territory, there
was no requirement for British nationals to obtain
licences to make payments on outstanding debts owed
to such agencies or branch offices so long as the debts
were incurred before war and such payment was made
directly to the parent company in the allied or neutral
country.®® In the banking business, the Department of
Treasury issued a specific licence authorising the
branch and agency offices in London of Deutsche
Bank, Dresdner Bank and the Disconto-Gesellschaft to
operate in limited transactions involving contractual
rights and obligations that had arisen before war.%
These licences did not prevent a creditor from suing
these foreign banks and other institutions for debts in
English courts.?® Although plaintiffs were allowed to
pursue their lawsuits, they were not allowed, upon
obtaining judgment, to seize the assets of the branches
in the UK of such banks in order to satisfy a judgment
debt, which ordinarily would have been discharged by
these branches. Furthermore, any assets in the UK of
an enemy financial institution that had been frozen by
the Treasury Department could not be subject to
execution pursuant to a civil judgment; all such
post-judgment actions were stayed untii the blockiné
orders were lifted. Similarly, US courts have inter-
preted US economic sanctions as permitting private
plaintiffs to obtain litigation licences to pursue civil
actions against specially-designated nationals in US
court, but prohibiting them from attaching or
pursuing post-judgment remedies against assets that
are owned or controlled by SDNs and have been
blocked by the Office of Foreign Assets Control.>* The
OFAC blocking orders result in a stay against any
party seeking civil attachment, forfeiture, or post-judg-
ment remedies against blocked property until
economic sanctions have been lifted.

The Broad Scope of British Trade Controls

In the Second World War, the 1939 Trading with the
Enemy Act defined trading with the enemy to have
broad effect, covering any commercial, financial or
other dealings with, or for the benefit of, an enemy. In
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particular, and without prejudice to the general defini-
tion, this consisted of:

(i) supplying any goods to or for the benefit of an
enemy, or obtaining any goods from an enemy, or
trading in, or carrying, any goods consigned to or
from an enemy or destined for or coming from
enemy territory; or

(i) paying or transmitting any money, negotiable
instruments or security for money to or for the ben-
efit of an enemy or to a place in enemy territory; or

(iii) performing any obligation to, or discharging any
obligation of, an enemy whether the obligation was
undertaken before or after 3 September 1939;

(iv) doing anything which, elsewhere in the Act, is to be
deemed as trading with the enemy, ¢g purchasing
enemy currency.”

The English courts and British government gave
sweeping effect to these prohibitions by applying them
to indirect trade with third country nationals that bene-
fited enemy states or nationals. British shippers and
traders were prohibited from entering transactions that
involved the ‘carrying’ of ‘goods’ that were consigned to
third parties but were ‘destined for or coming from
enemy territory’. Similarly, British nationals could not
make payments to third country nationals that bene-
fited enemy states or nationals. Significantly, the Act
abrogated the sanctity of contracts by prohibiting
British nationals from ‘performing any obligation to, or
discharging any obligation of, an enemy whether the
obligation was undertaken before or after 3 September
1939°.%

These prohibitions, however, did not apply to trans-
actions involving a British national who obtained a
Royal licence from the Secretary of State, Department
of Treasury or the Board of Trade to conduct specific
types of transactions.”” These government agencies
were authorised to issue licences to British persons
who sought to receive payment from an enemy
national for a sum of money due in respect of a trans-
action under which all obligations on the part of the
recipient had been performed before the commence-
ment of the war by reason of which the person from
whom the payment was received became an enemy.”®
This provision was important for allowing British
contractors that had conducted business in Germany
before the war to receive payments from the German
government or its nationals for work that had already
been completed before the outbreak of war. Similarly,
British investors and shareholders were allowed to
obtain licences to receive interest and royalties on
investments which had been made prior to the
outbreak of war. Moreover, as mentioned above, the
Board of Trade issued a general licence authorising
payment to any person who performed services in
obtaining the grant or renewal of rights to intellectual
property on behalf of British nationals even if such
payment must go to an enemy alien.

‘assert

Similarly, the 1914 Trading with the Enemy Procla-
mation and the subsequent Orders in Council had also
carved out exceptions to trade embargoes by allowing
British nationals and third country nationals to apply
for licences to conduct certain transactions with enemy
nationals that the Government considered to be in the
national interests. During World War I, there were
several cases involving the offence of making payments
to or for the benefit of the enemy. In R v Kupfer, the
Privy Council decided that it was a crime during war
for a UK person to pay a debt due from an alien
enemy to a neutral.”® In a later case, though, a British
national was permitted a licence to collect payments
on a debt due from a business entity located in
Germany after the commencement of war with
Germany based on a transaction that was entered into
before the war.* _

After this case, the British government began
issuing licences to allow British creditors to receive
debt payments from German nationals during
wartime. The stated purpose of this policy was that
such payments on the whole would divert a balance of
money and resources from Germany to England that
would strengthen the British economy and thus
sustain its war effort.*! This exemption, however,
primarily benefited UK trading houses and other
financial institutions that were deeply involved in
trade finance with European borrowers during this
period, and it is difficult to believe that such an
exemption was approved without substantial pressure
being exerted by British financial institutions.*? Simi-
larly, English courts ruled that there was no violation
of the Trading with the Enemy Act when a British
subject residing in the UK makes a payment that
merely improves the position of an enemy by giving
him further security that he will ultimately recover the
money, and without an intention that the enemy,
while such, shall benefit by it as a payment.* The
rationale for this decision was that the rule against
trading with the enemy was to prohibit any trade that
would benefit the enemy during war, and not to disad-
vantage the enemy once the war had ended.*

In addition, the Privy Council held, in 1914, that
insurance branches in the United Kingdom that were
owned or controlled by enemy states or their nationals
were considered alien enemies under the 1914 Trading
with the Enemy Proclamation with which no transac-
tions were permitted.* Later, during the Second World
War, s 2(1) of the 1939 Trading With The Enemy Act
eased such restrictions by allowing a branch of an insur-
ance company that was owned or controlled by an
enemy national to pay a claim of an insured British
national, while also permitting British nationals to
claims against the UK branches of
enemy-controlled insurance companies for covered
losses under insurance contracts. The 1939 Act also
imposed sweeping prohibitions against third country
nationals from ‘supplying’ goods to the enemy.*® The
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Act makes no distinction as to ownership of the goods in
question nor does it distinguish as to the nationality of
the party shipping the goods. Therefore, an offence was
committed under the Act if goods that were owned by
third-country nationals were shipped or transported by
a British national, wherever located, to an enemy state.
Liability may also be imposed against a British national
for facilitating the shipment of such goods to.an enemy
state, despite any previous contractual obligations to the
contrary. Moreover, an offence is committed by the
existence of any contractual obligation whereby a*
British national who ships or transports goods to a third
country knows or has reason to know that a third
country national will supply such goods to an enemy
national.*’

Significantly, the prohibition against trading with
the enemy was also used as a defence against perfor-
mance of contractual obligations by collateral parties
who had entered contracts to supply, or with respect to
payment conditions concerning the supply of, goods to
British or third country nationals whose transactions
with enemy states or their nationals have been
blocked.® The extraterritorial scope of the British
Trading with the Enemy Act had the effect of nulli-
fying - contractual obligations between third country
persons and UK persons that directly or indirectly
benefited the enemy.

1. Collateral Liability under the British
Trading with the Enemy Act

Contracts which amount to trading with the enemy are
not only void as between the immediate parties, but
also, being illegal, taint all collateral transactions.*®
Indeed, the maxim ex turpi causa oritur actio is applied to
" vitiate an apparently innocent contract by the illegality
of another contract to which it merely is collateral.*’
The illegality of contracts that violate the rule against
trading with the enemy will also taint all such collateral
contracts thereby preventing their enforcement in an
action at law. Typically, a collateral contract will be
considered tainted if an action to enforce it is founded
upon the illegal act that invalidated the other
contract.3! The collateral effect of such illegal contracts
is a well-established rule in English contract law and
reflects the common law principle that one who know-
ingly enters into a contract with an improper object
cannot enforce his rights thereunder. %

A contract designed to evade the Trading with The
Enemy Act, by giving false information, or by misleading
the appropriate authority into giving a licence to trade
with the enemy, is illegal.’® But if a UK national orders
goods from a third country national who then could
procure the goods from either a neutral or an enemy
national, the contract will be presumed legal, unless the
goods were in fact procured indirectly from the enemy.**
English courts will also not enforce a contract in favour
of a subject of an allied state, if such contract amounts to

trading with the enemy. In Kreglinger & Co v Cohen,®® the
plaintiffs were Belgians carrying on business in Antwerp
and London who had made c.i.f. contracts for the sale of
hides to the defendant, who was a German doing busi-
ness in Hamburg during the war while previously
conducting business in London before the war. After the
outbreak of war in 1914, the defendant repudiated the
contracts and the plaintiffs brought suit in the London
High Court for damages. The court held that because
plaintiffs were subjects of an allied state, the contracts,
having been entered into with a person who subse-
quently became an enemy national, became illegal
under English law at the outbreak of war. Accordingly,
after that date, any obligations under the contracts were
no longer enforceable, and that therefore the plaintiffs
were not entitled to recover.

Similarly, at common law, any contract in furtherance
or in aid of trading with the enemy is void. Some early
nineteenth century cases arising from English economic
embargoes imposed during the Napoleonic wars
support the proposition that a policy of insurance that
covers goods that were at one time traded with the
enemy is void, even though the insurance contract itself
had a lawful purpose and the illegal act of trading with
the enemy was an unrelated transaction.’® In Parkin v
Dick,” a collateral contract of insurance was ruled
tainted because the insured goods had been exported in
violation of the proclamation against trading with the
enemy. The court held that the contract of insurance
was unenforceable because it covered goods illegally
exported even though such goods formed only a
portion of the total cargo of the ship. Modern authori-
ties also support this view that collateral contracts of
insurance covering a ship or cargo may be vitiated by
reason of the fact that the ship had embarked on an
adventure prohibited by statute, such as trading with
the enemy.’® ‘

Severability

English courts rely on two underlying principies for
determining whether an illegal provision of a contract
should be severed. First, the courts will not make a new
contract for the parties if to do so would require
rewriting the existing contract or altering its basic
nature.”® Under this principle, severance will not be
allowed where the illegal covenant forms a main part of
the consideration or where the provisions in the agree-
ment are-all closely related so that to sever one provi-
sion would completely rewrite the contract.

Second, the portions of a contract that are unenforce-
able because of illegality will not be severed unless to do
so accords with public policy.% Specifically, if a person
makes various promises for valuable consideration, one
of which is a covenant not to compete with its employer
in unlawful restraint of trade, the legal promises may be
severable from the illegal, if the severance does not
make a new contract for the parties. The parties must
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have so framed the contract as to make the severance
for themselves. The courts will permit this ‘if a blue
pencil can be run through part of the contract’, leaving
the rest of it unaltered.” For the blue pencil test to
apply, it is essential that ‘the severed parts are indepen-
dent of one another and can be severed without the
severance affecting the meaning of the part remaining.’
By contrast, contracts which are illegal in circum-
stances involving trading with the enemy will not be
severed.®? Generally, if any part of the consideration for
a promise is that the promisee will trade with the enemy,
the legal part of the consideration cannot be severed
from the illegal part, and the whole contract is
unlawful.8® The rationale for this is that the courts
consider trading with the enemy to be such a grave
offence that it taints the whole contract, and that there is
no ground of public policy requiring the courts to assist
the parties in severing the offending parts.** English
courts have held that a payment in breach of United
Nations sanctions, as enacted in the relevant domestic
law, is akin to trading with the enemy and it would be
contrary to English public policy to sever the illegal
portion of the contract authorising such payment. ®

Termination of Contractual Obligation Because of War

A special feature of the English common law rule
against trading with the enemy is that it generally treats
all contracts involving intercourse with an enemy as
abrogated on the outbreak of war.®® English common
law has generally recognised that obligations arising out
of a contract for service are terminated on the outbreak
of war.%” Indeed, the oft-cited and classic statement of
Mr. Justice Willes in Esposito v Bowden,® has been
repeatedly echoed in the case law that the ‘force of a
declaration of war is equal to that of an Act of Parlia-
ment prohibiting intercourse with the enemy except by
the Queen’s licence.’ Such an act of state, undertaken
through the Prerogative that exclusively belongs to the
Crown, carries with it all the force of law. The case law
covers situations in which some unlicensed and there-
fore unlawful activity had either already been
committed since the outbreak of war, or in which the
performance of a pre-war contract clearly became
unlawful on the outbreak of war without any possibility
of validation by licence. If an illegality has already been
committed it cannot be validated by a subsequent
licence.% Similarly, if the continued performance after
the outbreak of war of a pre-existing contract inevitably
and immediately involves illegal intercourse with an
enemy, then the contract cannot be saved by a subse-
quent Order in Council.”® But the transaction will be
lawful if a licence is obtained before the illegal act is
committed.”! Similarly, the rule against trading with the
enemy will also abrogate contracts governed by foreign
law involving UK nationals if the object of the contract
is to trade with the enemy.” In Ertel Bieber & Co v Rio
Tinto Co Ltd, the House of Lords ruled that contracts

governed by German law that were entered into
between UK and German nationals before the outbreak
of World War I were void, although the contract
contained provisions requiring the parties to resume
performance after the war. 7

Moreover, an arbitration clause in a contract will be
unenforceable if its underlying contract is invalidated
on account of illegality. Such illegality may arise from
trading with the enemy or violating other economic
sanctions laws. In today’s international commercial
environment, this issue has taken on particular signifi-
cance with the increased use of arbitration clauses in
international commercial agreements. The House of
Lords addressed this issue in Dalmia v National Bank of
Pakistan,” where the defendant bank argued that plain-
tiff should not be able to enforce an arbitration award
against it in Pakistani courts because the contract autho-
rising the arbitration had been abrogated by the
outbreak of hostilities in 1965 between India and Paki-
stan, and thereby the contract’s arbitration clause
should have been abrogated as well. The court accepted
the defendant’s argument but only to the extent that it
agreed that arbitration clauses in contracts will be auto-
matically abrogated by the outbreak of war if the
contract itself is abrogated; but if the provisions in a
contract are merely suspended during war or other
emergency only to be revived once again after the emer-
gency period has ended, the arbitration clause will also
survive the contract’s suspension period.

Regarding executory contracts, where obligations
remained to be performed by both parties after the
outbreak of war or imposition of economic sanctions,
the Court of Appeal has ruled that they must be abro-
gated because to enforce the unperformed obligations
on both sides of such contracts during war or other
emergency would violate the foreign policy objectives of
the national government.” This more recent interpre-
tation contrasts somewhat with the view of English
courts before World War I when there was no statutory
authority governing the effect of war on contracts
between British nationals and aliens who later became
enemies. The first case to address the issue was Zinc
Corporation, Ltd and Romaine v Skipworth’® in which
Sargant J stated that it was not contrary to public policy
for a contract made before war to provide that after war
trading could be resumed with persons who were in the
meantime alien enemies, but that where the perfor-
mance of the contract becomes impracticable because of
its wartime suspension, it will be rendered void. This
holding was later codified, in part, by Parliament when
it enacted in 1915 the Legal Proceedings Against the
Enemies Act, which the courts subsequently interpreted
as abrogating certain types of executory contracts

“entered into with enemy aliens before the outbreak of

war.”” The main principles and rules of these cases can
be summarised as follows: that an executory contract
concluded with an alien enemy before war will. be
dissolved if:
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(1) it enures to the aid of the enemy;

(2) ifit is detrimental to British interests by obstructing
the development of British trading during war;

(3) if it necessarily involves intercourse with the enemy
of any kind; or

(4) where time is of the essence for the contract. 7

Il. Frustration, Impossibility & Foreign
lllegality

The issue of frustration of purpose arises in the context
of economic sanctions most often when a contract
lawfully into by third country nationals subsequently
becomes unlawful under the laws of a foreign and
friendly country because of the extraterritorial applica-
tion of economic sanctions. English courts have tradi-
tionally refused to enforce such contracts as a matter of
public policy on the grounds of supervening illegality of
foreign law.” The modern origins of the frustration
doctrine with respect to economic sanctions derives
from the House of Lords decision in Horlock v Beal in
which it held that a party may cease to be entitled to
benefits under a contract as soon as further perfor-
mance under the contract becomes impossible.?® In this
case, a seaman had signed a contract to serve on a ship
for not more than two years in May 1914, but when war
broke out between Germany and England in August
1914, the ship on which the seaman served was seized as
prize by German authorities in a German port and the
seaman was later imprisoned. The seaman’s wife later
brought suit on behalf of her husband for wages due for
the remainder of the contract. A majority of the Lords
ruled that further performance on the contract between
seaman and shipper had become impossible on the date
of the ship’s detention and that this terminated the
contract of service between the shipowner and the crew.

Lord Atkinson stated that the sole question was
whether the facts established satisfactorily that the
respondent’s husband had ceased to be entitled to his
wages from the outbreak of war, or, if not, from what
date, if at all. He cited a rule laid down by Blackburn J,
in Taylor v Caldwell,® which stated that when there is a
positive contract to do a thing, not in itself unlawful, the
contractor must perform it or pay damages for not
doing it, even though because of unforeseen events the
performance of the contract has become burdensome or
even impossible.? But this rule is only applicable when
the contract is positive and absolute, and not subject to
any condition express or implied. If, from the nature of
the contract, it appears that the parties must have
known from the outset “that it could not be fulfilled
unless, when the time of fulfillment of the contract
arrived, some particular specified thing continued to
exist”, so that, when entering the contract, the parties
must have contemplated the continuing existence or
absence of this fact that was fundamental to the purpose
of the agreement and which was expected to have
occurred or not have occurred. In the absence of any

express or implied warranty that this thing shall exist,
the contract is not to be construed as a positive contract,
but as subject to an implied condition that the parties
shall be excused performance in case, before breach,
performance becomes impossible from the absence of
the thing expected to have occurred without fault of the
contractor.

In this case, the contract with the crew was not a posi-
tive and absolute contract, for there was an implied

. condition that the adventure should continue to be

possible. Lord Shaw said that, ‘without fault of either
party to the contract of service, law and force combined
to stop the prosecution of the voyage’, and such related
contracts were therefore ‘brought to an end by the

- declaration of the war’, and accordingly the contract of

service between the ship owner and the crew was termi-
nated in the same way because it was a contract ‘whose
incidents’ stood or fell ‘with the adventure with which it
was bound up.’®® The rationale behind the decision was
the failure of a basic assumption underlying the
contract in the minds and intentions of the contracting
parties.

English law would apply this principle not only to
cases where performance became impossible by the
cessation of existence of the thing which was the subject
matter of the contract, but also to cases where the event
that rendered the contract incapable of performance
was the cessation or non-performance of an express
condition or state of things that was fundamental to the
contract. Indeed, there is authority for the proposition
that when two third country nationals enter a contract
governed by English law that requires performance of
an act in the United States that later becomes illegal
because of US economic sanctions, one of the parties
may have a defence against performance based on the
above principle that a fundamental assumption of the
contract that was presumed by the parties to be in place
at the time of making the contract did not occur
because of the supervening illegality of economic sanc-
tions. This position is based on the rule adopted by the

- Court of Appeal in the controversial case of Ralli Bros v

Compania Naviera Sota y Aznar which held that a contract
is unenforceable in an English court if it requires
performance in a country under whose laws such perfor-
mance is, or becomes, illegal 3

In this case, Spanish shippers sued English charterers
on a claim to recover the amount of freight due
on a charter-party agreement to which they were
contractually entitled in respect of goods delivered in
Spain.® After the parties entered into the contract
governed by English law, but before delivery was due,
Spanish authorities imposed a new law that limited the
amount of freight which a ship owner could charge. The
defendant paid the amount of freight to the plaintiff up
to the limit permitted by Spanish law and rejected any
further amount on the grounds that the new law had
frustrated . the contract and/or made it illegal under
Spanish law. The Court held that although the contract
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was not void for illegality, the contract could not be
enforced in an English court as a matter of public policy
because performance had become illegal in the place of
performance, thus frustrating the purpose of the
contract. As a result, the court held that the amount of
freight due above the legal limit was irrecoverable in
English proceedings because contracts to charge more
had become illegal in the place of performance.

Some scholars have suggested that the rationale of
the Ralli Bros case was based on international (public
policy) and the recognition by the English court of
mandatory rules of Spanish law.® Other scholars reject
this view by arguing that the case had nothing to do
with mandatory rules or public policy, as there was no
attempt on the part of the parties to evade Spanish
mandatory rules because, at the time they entered the
contract, they were wholly innocent of any illegal intent
because the prohibitory rules were not in effect. Instead,
this view holds that the Court of Appeal treated the
Spanish legislation as a frustrating event by relying on
cases of supervening illegality by British legislation.””
This view holds that whether an English contract is frus-
trated by events that occur abroad is a matter of English
law.® The ruling in Ralli Bros. has been upheld in
subsequent decisions®® and has been further confirmed
by s 10(1)(d) of the Rome Convention,® which under its
terms would permit the enactment of a law by a member
state of the European Community to extinguish, in
part, a defendant’s obligation or rights under a
contract. %!

Today, the English law of frustration of purpose is
stated in s 1 of the Law Reform (Frustrated Contracts)
Act 1943, which provides that where an English contract
has become impossible of performance or otherwise
been frustrated, thus resulting in the parties being
discharged from any further performance, the parties
shall be-entitled to recover ‘[a]ll sums paid or payable to
any party in pursuance of the contract before the time
when the parties were so discharged.’® This statutory
provision was the basis for one of the claims in Libyan
Arab Foreign Bank v Bankers Trust Co,”® where the extra-
territorial application of US economic sanctions against
Libya had resulted in a freeze order against ‘all property
and interests in property of the Government of Libya, its
agencies, instrumentalities and controlled entities’ that
were in the ‘possession or control of U.S. persons
including overseas branches of U.S. persons’.** Bankers
Trust complied with the order by blocking over three
hundred million US$ in accounts it held for the Libyan
Arab Foreign Bank at both its London and New York
branches. After US sanctions went into effect on 8
January 1986, the Libyan bank demanded payment in
cash (US$ or sterling) or, in the alternative, a banker’s
draft for the amount of the credit in its account. Bankers
Trust stated that it was impossible for them to comply
with their customer’s demand because to do so would
require them to violate US economic sanctions laws.% In
the following civil action, the Libyan bank asserted

several claims, one of which was a demand for recovery
of the money that they had deposited with Bankers
Trust. This claim was based on the Law Reform (Frus-
trated Contracts) Act 1943 in which it was argued that
the credit in their London account (§131 million) and
the additional amount ($161.4 million), which they
argued should have been transferred to the London
account, had totalled the balance of sums that had been
deposited with Bankers Trust; and, assuming defen-
dant’s argument that the contract between them had
become impossible or frustrated by reason of the
economic sanctions order, that plaintiff was entitled to
recover those sums from defendant under s 1 of the Act
or at common law.

Staughton J rejected this argument by stating that s 1
required that a party’s obligation to perform had to be
discharged in order for another party to recover sums
already paid pursuant to the contract; but in this case
the effect of the blocking order had been to suspend,
and not to discharge, the contractual obligations of
Bankers Trust to pay plaintiff's claim.%® Accordingly,
because the defendant’s obligations had been
suspended and not discharged for the period the sanc-
tions remained in effect, the contract as a whole had not
become impossible of performance or otherwise frus-
trated.”” Moreover, Mr Justice Staughton observed that
no restitutionary claim could prevail at common law
because the consideration given by Bankers Trust had
not totally failed because the bank remained under US
law obliged to pay the amount owed to the plaintiff at
some time in the future whenever the sanctions were
lifted with interest added to the claim.

1. The Doctrine of Foreign Illegality as a
Defence against Collateral Claims under
English Law

A. English Law: Foreign Illegality and Public Policy

The connection of a contract to more than one country
exposes it to various limitations on freedom of contract
based on the national legal systems of many states. An
important limitation on freedom of contract under
English law is the doctrine of foreign illegality.
Although some scholars state that it is unclear what role
foreign illegality plays in English law,”® there is a
substantial weight of authority that supports the propo-
sition that an English court will not enforce a contract,
or award damages for its breach, if its performance
involves the doing of an act in a foreign and friendly
state which violates the law of that state.*® Despite this
authority, it is unclear if this rule relates more to the
conflict of laws rather than to the domestic law of frus-

-tration of purpose. In most of the relevant cases, either

the contract was unenforceable because it offended
against the public policy of English law, the lex fori, or
the proper law of the contract was English law and the
contract was invalidated by a rule of English domestic
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law. The increasing recognition of this rule in other
legal systems can be attributed principally to the global-
isation of commercial activity and the importance of
international comity as a principle in national legal
systems. Accordingly, the law of the 1980 Rome
Convention on the Law Applicable to Contractual Obli-
gations permits member states of the European Union
to invoke public policy against the enforcement of a
foreign contract that violates the laws of a foreign and
friendly state. '

1. Origins

The English doctrine of foreign 1llega11ty has evolved
from an earlier era when considerations of international
comity were far less important than the unfettered
pursuit of the British national interests so that contracts
governed by English law involving a UK national and
which required an act to be performed in a foreign
country in violation of that country’s laws were held
valid and enforceable against the party whose breach
was alleged. This view was expressed in 1734 by then
Lord Chief Justice, Lord Hardwicke, who, in Boucher v
Lawson,'” upheld the enforcement of a contract
governed by English law to export gold from Portugal
to England, even though the export of gold from
Portugal was prohibited by Portuguese law. This rule
was partially eroded in a 1824 case where the court
denied enforcement of a contract the recognition of
which would have constituted a hostile act against a
foreign friendly government.'!”? But the older rule
maintained its resonance into the twentieth century
when Lord Wrenbury stated: ‘Illegality according to the
law of another country does not affect the merchant.’'®

At present, however, English law demands in certain
cases ‘deference to international comity’ and prohibits
the robust ‘assertion in favour of national interest to the
prejudice of international comity’.!® The accepted view
that has emerged states that a contract will not be
enforced when it is illegal under foreign law, and both
parties were aware of such illegality.'® In the context of
the extraterritorial application of US economic sanc-
tions, the issues becomes whether an English court will
enforce a contract governed by.the law of a third
country between two private parties which involves a
transaction that violates the economic sanctions laws of
a foreign and friendly government, namely the United
States.

2. English Contracts and Foreign Illegality

A fundamental rule of English public policy holds that a
contract governed by English law will be void if it
is opposed to British interests of State which may
jeopardise friendly relations between the British
Government and other states.!®® Similarly, if the
making of the contract is expressly or impliedly prohib-
ited by statute or is otherwise contrary to public policy,

it will be void ab initio. For example, where a contract
governed by English law is contrary to the public policy
of the state where it is to be performed, English courts
will generally bar its enforcement if two conditions are
met:

(1) the contract relates ‘to an adventure which is con-
trary to a head of English public policy which is
founded on general principles of morality’; and

(2) the country where the contract is required to be
performed has the same public policy so that the
agreement would not be enforceable under its
laws. '

This rule was applied in Lemenda Trading Co Lid v

. African Middle East Petroleum Co Lid where plaintiffs

entered a contract governed by English Law to procure
for a fee the renewal of an oil supply contract between
the defendants and the Government of Qatar. After
securing renewal of the contract for defendants, plain-
tiffs filed an action to recover their fee. The court
denied enforcement of the contract because its purpose
was to secure benefits from persons in public office
which was a violation of generally accepted principles of
morality that underlie the principles of English public
policy.'® Further, the court observed that there was
evidence to show that the law of Qatar also prohibited
such contracts, and therefore ‘international comity
combines with English domestic public policy to militate
against enforcement.’ 1%

At English common law, just as public pohcy avoided
contracts which offended English law and morality, it
will also void most contracts, entered into between
private parties, which violate the laws of a foreign state,
principally because today public policy demands defer-
ence to comity. An important case to give force to this
principle was Foster v Driscoll where the Court of Appeal

" ruled that a contract will be invalid if, at the time of its

conclusion, the real object and intention of the parties
was for it to be performed in a way which was unlawful
under the laws of the place of performance.!’® The
Appeal Court upheld the trial court’s refusal to enforce
a contract made in England by UK nationals resident in
England calling for the importation of whiskey into the
United States during the prohibition era. Sankey L]
stated his view as follows:

‘[AIn English contract should and will be held
invalid on account of illegality if the real object and
intention of the parties necessitates them joining in
an endeavour to perform in a foreign and friendly
country some act which is illegal by the law of such
country notwithstanding the fact that there may be,
in a certain event, alternative modes or places of

. performing  which permit the contract to be
performed legally.”'!!

Lawrence L] adopted a broader principle of foreign
illegality that would invalidate an English contract if it
were ‘formed for the main purpose of deriving profit



European Business Law Review July/August 1999 323

Civil Liability on the Periphery

from the commission of a criminal offence in a foreign
and friendly country’.!"? This wider principle does not
necessitate the parties ‘joining’ in a criminal act to be
done in a foreign and friendly country. Instead, they
could have designated agents or other third parties to
commit the relevant acts that were criminal under the
laws of the foreign state. Both Justices considered the
enforcement of such contracts to be a breach of inter-
national comity and thereby a violation of English
public policy. Moreover, the court considered it impor-
tant that the parties involved had intended the
contract to be performed in a manner that both parties
knew would infringe the law of the United States.'”®
The decision in Foster v Driscoll enlarged the category
of contracts governed by English law that would not be
enforced by English courts as a matter of public policy
on account of foreign illegality.

Later, in 1957, the House of Lords in Regazzoni v K.C.
Sethia Ltd'"* further expanded the principle of foreign
illegality adopted in Foster v Driscoll that English courts
could not be used to enforce or award damages for the
breach of a contract which involved the doing in a
foreign and friendly country an act illegal under that
country’s laws.!'® In Regazzoni,''® a contract governed by
English law required the English seller to sell to the
Swiss buyer a quantity of Indian jute bags c.i.f. Genoa.
The seller was aware that the buyer intended to reship
the goods at Genoa to South Africa in the knowledge
that such contracts were illegal in India. Further, the
buyer knew that the seller was obliged to procure the
jute bags from a supplier in India in violation of Indian
law, which prohibited the export of any goods which
‘are destined for the Union of South Africa."!'” The
English court refused to enforce the contract, either by
way of specific performance or damages, because from
the beginning the contract was tainted by its illegality
under Indian law so that the courts would assist neither
party in enforcing it.!"® Lord Reid acknowledged this by
stating:

‘]t is impossible for a court in this country to set
itself up as a judge of the rights and wrongs of a
controversy between two friendly countries. We
cannot judge the motives or the justifications of
governments of other countries in these matters
and, if we tried to do so, the consequences might
seriously prejudice international relations. By
recognising this Indian law so that an agreement
which involves a breach of that law within Indian
territory is unenforceable we express no opinion
whatever either favourable or adverse as to the
policy which caused its enactment.’"?

Similarly, Lord Keith stated:

‘The Indian law is not a law repugnant to English
conceptions of what may be regarded as within the
ordinary field of legislation or administrative order
even in this country. It is the illegality under the foreign

law that is to be considered and not the effect of the foreign
law on another country.’'20

Accordingly, Dr Mann deduced from Regazzoni a nega-
tive rule: namely, that it is not contrary to English
public policy to apply the law of a foreign and friendly
State, which, by its express terms, imposes an embargo
upon the supply of goods to another foreign and
friendly state, even if the supply of such embargoed
goods is undertaken by third country nationals.'?! Inter-
estingly, the English law’s attitude towards an economic
boycott outside of war contrasts significantly with how
the English courts have viewed contracts seeking to
circumvent a blockade which is imposed by foreign
belligerents in a war in which Britain is neutral.
Although such contracts violate the law of belligerent
states, English courts have upheld them as valid and
effective.!?? Similarly, the High Courts of Switzerland,
Holland and other civil law jurisdictions have adopted
decrees, which in the course of the two world wars were
issued in belligerent countries and directed against
other belligerent States in which neutrality was held to
require the non-recognition of wartime embargoes.'?®
Although the House was not concerned with a state of
war in Regazzoni, it did deal with a dispute between two
friendly states that required a decision that would have
offended the policy of one state. Indeed, as Dr Mann
observed, if India had had just cause for complaint
about its enforcement of the contract, South Africa
would have had no less cause for complaint about its
non-enforcement.'?

The effect of the rule of Regazzoni is that illegality
under foreign law renders certain contracts illegal
under English law. The stricter doctrine of foreign ille-
gality enunciated by the House of Lords in Regazzoni is
stricter than that followed in other countries.'”® More-
over, the principle stated in Regazzoni appears not to be
confined merely to contracts governed by English law,
but also to contracts where the proper law is foreign.'?®
This was demonstrated in the recent case of Soleimany v
Soleimany'?’ where the Court of Appeal refused to
enforce a foreign arbitration award in England that was
based on a claim by one Iranian national against
another (the defendant was domiciled in England) for
damages arising out of a contract where the parties had
smuggled carpets out of Iran in violation of its export
control and ‘excise laws. The ratio decidendi of the case
was that an English court will not enforce a foreign arbi-
tration award that was based on a contract that was
illegal under its governing foreign law where the parties
had intended to violate the export control laws of a
foreign and friendly country.

The same principle of English public policy avoids an
English law contract if its object is to violate the import
or export laws of a friendly country, such as the US
prohibition legislation or the Indian export control
prohibitions against South Africa.'*® The principle also
applies if the laws in question are revenue, penal or
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foreign exchange laws.'?® Although English courts will
refuse to enforce foreign revenue or penal laws or
contracts to enforce the payment of taxes,'?’ they never-
theless will not enforce a contract which involves the
breach of such laws.!*! An English law contract,
however, made for the purpose of violating a foreign
law that recognises slavery or any other law against
international human rights or morality will not offend
English public policy. '*2

The crucial issue then is what English contracts
between third country nationals involving trade with
countries or persons targeted by US economic sanctions
become illegal as a matter of English public policy
according to the principle of foreign illegality as estab-
lished in the Regazzoni case. What is it that taints the
contract with illegality? Indeed, the principle in Regaz-
zoni could be applied to invalidate collateral contracts

_entered into between third country nationals who intend
to evade US economic sanctions. For example, by a
contract governed by English law, A, who carries on busi-
ness in England, agrees to sell B, who carries on business
in Germany, machine lasers c.i.f. Genoa. Both parties
know that the United States is the only possible source of
supply, that B intends to resell the lasers to Cuba, that it
is a violation of US law to ship laser equipment from the
US if the ultimate destination is Cuba, and that the US
shippers from whom B is to acquire the lasers will have
to deceive US authorities to conduct the transaction.
Since both parties contemplated and intended to induce
the commission of an illegal act under the laws of a
friendly country, and since the contract cannot be
performed without this act, it is illegal and void. Thus,
the extra-territorial application of US sanctions would
render English contracts involving third country
nationals unenforceable on account of foreign illegality
because to enforce such contracts would violate English
public policy. In this application, it is immaterial
whether the contract is governed by English or foreign
law.!®® Therefore, where it is the common intention of
the parties to violate laws of the United States, namely,
its economic sanctions laws, any contract to that effect,
regardless of its proper law, would not under these prin-
ciples be enforced by an English court.

In addition, there is another variation on the prin-
ciple of foreign illegality that Dicey and Morris accept
as standing for the proposition that a contract will be
invalid if and insofar as it requires or necessarily
involves performance which is unlawful by the place of
performance. This view is based on the Court of
Appeal’s decision in Ralli Bros which, as discussed
above, some scholars consider solely to be a statement
of the English domestic law of frustration. Other
authorities, however, interpret the case as reflecting a
variation on the rule against foreign illegality that states
that a contract will not be enforced if, at the time of its
conclusion, its performance necessarily involves an act
that is or has become illegal in the country of perfor-
mance.'** In Ralli Bros.,'® it was held that although the

charter-party agreement was a contract governed by
English law, it was invalidated in so far as its perfor-
mance was illegal by the lex loci solutionis (in this case,
the law of Spain), and that the charterers were not
therefore obliged to pay the excess of freight over the
limit prescribed by Spanish law.'®® This view was
expressed by Scrutton L] who, citing Dicey, stated:

‘If I am asked whether the true intent of the parties
is that one has undertaken to do an act though it is
illegal by the law of the place in which the act is to
be done, and though that law is the law of his own
country; or whether their true intent was that the
doing of that act is subject to the implied condition
that it shall be legal for him to do the act in the
-place where it has to be done, I have no hesitation
in choosing the second alternative. “I will do it
provided I can legally do so” seems to me infinitely
preferable to and more likely than “I will do it,
though, it is illegal.”!¥’

Lord Justice Scrutton went on to state that where ‘a
contract requires an act to be done in a foreign country,
it is, in the absence of any circumstances, an implied
term of the continuing validity of such a provision that
the act to be done in the foreign country should not be
illegal by the law of that country.’'*® The contract was
held to be unenforceable in England because partial
payment under the contract was required to be made in
Spain on terms that were illegal under Spanish law. It is
important to note that the intent of the parties to
commit an unlawful act in Spain was not an important
factor in the court’s decision.'®® Dicey and Morris view
the case as standing for the proposition that a contract
is generally invalid in so far as the performance of it is
unlawful by the law of the country where the contract is
to be performed, even though neither party intended,
at the time they entered the agreement, to perform an
illegal act under the laws of a foreign country. The Ralli
Bros. decision has been controversial and its rationale
has been questioned. '

Based on these cases and principles, there are
circumstances in which English courts will refuse to
enforce or recognise the validity of contracts governed
by English or foreign law that requires performance in a
third country, such as the United States, in violation of
its economic sanctions laws. In Soleimany, although the
contract was governed by Iranian law and its place of
performance was in Iran, and a foreign arbitrator had
awarded damages to the plaintiff, the English court
refused to enforce the award based on British public
policy because the contract was void under Iranian law
and that to enforce the contract would violate the laws
of a foreign and friendly country.'*! Morever, the Regaz-
zoni decision suggests that an English court would deny
enforcement of a contract governed by English law
between third country nationals whose intention was to
procure goods or services from the United States for the
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purpose of dealing with states or entities that are
targeted by US economic sanctions.'*

B. Foreign Contracts, Illegality and The
Rome Convention

A general principle of the conflict of laws provides that
the forum court will not apply a foreign law which is
contrary to the public policy of the forum. Indeed, it is a
general principle of the world’s leading legal systems
that courts will apply to a case otherwise governed by
foreign law those fundamental principles of their own
law (lex fori) which express basic notions of public
policy.!*® English courts, however, are more reluctant to
invoke public policy in cases involving primarily foreign
legal issues and parties, rather than when purely local
legal issues are involved.'* This public policy rule of
the forum may have two results:

(1) it may induce a court to invoke public policy as
grounds to regard a contract as void or unenforce-
able even if the contract is valid under its foreign
governing law; and,

(2) conversely, it may result in an English court enforc-
ing a contract governed by foreign law, although,
under that law, the defendant has been excused
from performance.

This general principle of English public policy is recogn-
ised in Art 16 of the Rome Convention which states that
the ‘application of a rule of law of any country specified
by this Convention may be refused only if such applica-
tion is manifestly incompatible with the public policy
(“ordre public™) of the forum.’**® Article 16 clearly reflects
the pre-existing English common law with respect to
contracts, except for the expression ‘manifestly incom-
patible’,'*® which derives from the Hague Convention
and expresses the view that resort to the public policy
doctrine should only be made when the enforcement of
a foreign law would impinge important legal principles
of the forum.'” Under pre-existing English law, an
English court was not justified in excluding foreign law
as a matter of public policy in a case where there was a
mere difference between the lex fori and the foreign law,
or where the rule of public policy was of exclusively
domestic concern.!® Similarly, the US rule holds that
courts will not refuse to enforce or recognise a foreign
right unless it violated ‘some fundamental principle of
justice, some prevalent conception of good morals, some
deep-rooted tradition of the common weal.**?

In addition, it is important to note that Art 16 and
English common law are concerned with international
public policy, rather than with public policy in a
domestic sense. An English court may not invalidate a
contract valid by its foreign law on account of domestic
public policy, even if the contract lacks an essential
element for its validity under English law, ie.
consideration.'®® To invalidate the contract, there must
be some fundamental objection to it based on principles

of international public policy.!®! Such a determination
would be made based on the facts of each case. For
example, there are some foreign contracts that an
English court will refuse to enforce because the
contract, or the circumstances in which it was made, was
‘contrary to morality’ or to some ‘essential moral inter-
ests’'®? These ‘essential moral interests’ are recognised
as having universal effect and ordinarily are principles
of international public policy. The courts will regard
some domestic common law principles as expressing a
basic public policy, in an international sense, and will
enforce such principles in cases where foreign law
would otherwise apply. This is exemplified by the
French law maxim: ‘not every rule of law which belongs
to the ‘ordre public interne’ is necessarily part of the ‘ordre
public externe or international’.'®® o

The general rule under both Art 16 and pre-existing
English law is that the determination of whether the
foreign law is incompatible with English public policy
must be based on the foreign law’s application to the
facts of a specific case, rather than on the content of the
foreign law as such.!® There are some cases, however,
where the foreign law in the abstract represented such a
gross violation of human rights that the law per se would
not be recognised at all.'®® In the more typical case
though, both at common law and under Art 16, a
foreign law should only be excluded because it is
contrary to public policy in a particular case.!*® Simi-
larly, the determination of whether public policy should
be invoked to exclude rights under a foreign law
contract depends on the circumstances of each case. A
number of factors will be considered, namely, whether
the foreign contract has a connection with England or
has implications which directly affect English policy.'%’
For example, an English court will refuse to enforce a
foreign contract that requires acts to be performed in
England that are criminal at either common law or by
statute, notwithstanding the contract’s legality under its
governing law.!®® Moreover, the application of public
policy in this sense has led English courts to void certain
contracts, such as those in restraint of trade,'*® involving
trade with the enemy,'®® or champerty,'® although
these contracts were governed by foreign legal systems
according to which they would have been valid under
general principles of private international law.

Where a contract is valid by its foreign law, but
violates an English regulatory statute that would have
rendered an English law contract void or unenforceable
but not illegal, the enforceability of the foreign
agreement will depend on the regulatory statute in
question.'®® There is scholarly support for the view that
such agreements should be enforced unless the social

"policy expressed in the English statute is of such para-
-mount importance that it must be applied even to a

transaction with foreign elements or unless the contract,
or its breach, has a substantial contact with England.
This seems to accord with both Arts 16 and 7.2 which
allow the application of the ‘rules of law of the forum in
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a situation where they are mandatory irrespective of the
law otherwise applicable to the contract.”®

Another category of cases involves the application of
English public policy to foreign contracts that have been
wholly or partially invalidated by foreign legislation. In
this situation, a court may disregard the legislation if its
application is manifestly contrary to public policy. This
may result in the contract being enforceable in
England, but not enforceable under its governing law.
Similarly, there have been cases where an English court
has refused, on grounds of public policy, to recognise
the effect of legislation of a country where that legisla-
tion has been relied on by way of defence to a claim
under a contract governed by the law of that country.'®*
In re Fried Krupp AG, a UK national had a claim under a
contract governed by German law against a German
national with an English forum clause. Under German
law, the claim would ordinarily have carried interest;
but a German ordinance had purported to extinguish
. the right of non-German parties to seeksuch interest on
claims against German parties. Justice Younger refused
to recognise the effect of this ordinance because, inter
alia, it was ‘not conformable to the usage of nations’.!%

English courts have followed this decision by ignoring
foreign legislation that deprives a contract of its effec-
tiveness if the legislation to which the contract is
opposed is regarded by English law as so discriminatory
or oppressive as to violate public policy,'®® or otherwise
seriously infringes human rights.!"” Moreover, they will
recognise the contractual rights of third country
nationals to a contract that was invalidated under its
governing law by foreign exchange legislation when
such legislation has been enacted not ‘with the genuine
object of protecting the State’s economy,” but as ‘an
instrument of oppression and discrimination.’ The
application of these principles in the context of US
economic sanctions poses the important issue of whether
a contract governed by US law involving, for instance,
UK nationals may be deprived of its effectiveness in the
eyes of an English court by the extraterritorial applica-
tion of US sanctions. Should the English court consider
the extraterritorial application of US economic sanctions
to rise to the level of ‘an instrument of oppression and
discrimination’? Or even a violation of human rights?
Indeed, it seems difficult to equate the invidious discrim-
ination of the German legislation in Re Fried Krupp,
which prohibited foreign nationals in a German contract
dispute from claiming interest against German defen-
dants, with the extraterritorial nature of US economic
sanctions, which applies equally to US citizens and third
country nationals alike if they are involved in direct or
indirect trade between the United States and targeted
states. There is some authority, however, for the propo-
sition that certain foreign laws of extraterritorial applica-
tion that purport to make contracts illegal under their
governing law will not be recognised by English courts,
thereby resulting in such contracts invalid by their
governing law being enforced.'®® But it is hard to ignore

the rule of Foster v Driscoll that an English court will
refuse to enforce a contract - regardless of its governing
law - where it was the object of the parties to violate the
laws of a foreign country. If the parties to the contract,
however, have no ‘wicked intention’ to break or assist in
breaking such laws, the contracts will not be invalidated,
unless the prohibition forms part of the governing law of
the contract.'® For example, an English court refused to
recognised a US court’s decision to hold an English law
contract entered into between two English companies as
illegal based on the extraterritorial application of US
anti-trust laws with the result that the English contract
was enforceable in an English court. Although English
courts upheld the extraterritorial application of the
British Trading with the Enemy Act during the first two
world wars, they have been reluctant in some circum-
stances to accord deference to the extraterritorial appli-
cation of US anti-trust laws and economic sanctions, are
now bound by European Regulation not to recognise
any rights, powers or obligations arising out of the extra-
territorial application of US economic sanctions.!™

C. Financial Service Contracts and Foreign
Illegality
The determination of foreign illegality with 'respect to

banking and financial service contracts depends prima-
rily on what the proper law of the contract is and, if the

- proper law is foreign, whether the enforcement of a

foreign law or rule by an English court would violate
English public policy. This was the crucial issue in
Kahler v Midland,"”* which involved an action for breach
of contract and in detinue by a Czech national domi-
ciled in England against the London office of Midland
Bank seeking return of certain securities that were in
Midland’s. possession as a bailee for the bailor, a Czech
bank.!” Neither Midland nor its corresponding Czech
bank claimed any beneficial interest or lien in the
shares. The plaintiff based its claim for return of its
securities on two points:

(1) that because the shares were domiciled in England,
English law governed the contract of bailment; and
therefore :

(2) that English law entitled plaintiff to immediate
return of the shares and that permission of the
bailor Czéch bank was unnecessary.

There was no dispute that the plaintiff was the owner of
the shares in question, but the bank pleaded against the
claim by arguing, inter alia, that they had held the share
certificates to the order and for the account of the
Czech bank and they were obliged not to transfer them
without its assent, unless plaintiff could submit proof
that it was entitled to immediate possession. Further,
Midland argued that the Czech bank was unable to
grant approval for transfer of the securities because
Czech foreign exchange regulations prohibited the
transfer of ‘securities’ or ‘currency’ by Czech banks,
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wherever such assets were located, to any person
without the permission of the Czech National Bank.'”
Midland’s contract was with the Czech bank to which it
owed an obligation not to release the shares without its
approval, thereby to compel Midland to transfer posses-
sion of the shares in England would result in an illegal
act under the laws of Czechoslovakia.

Lord Normand recognised the narrow issue to be
whether the owner of the shares had a right to their
immediate delivery while on deposit in a London bank
by a foreign bank in a foreign country the law of which
restricted the disposal or transfer of possession of the
securities in question. The Lords held that it was not
sufficient that the plaintiff had established his title to
ownership of the securities, for the defendant was enti-
tled to demand proof that plaintiff was also entitled to
immediate possession; and in this case possession
depended on whether there was a contract between the
plaintiff and the bailor, Czech bank, and, if so, what was
the meaning and effect of that contract. Lord Normand
observed that in order to prove whether plaintiff was
entitled to possession, it was necessary to determine the
proper law of the contract between plaintiff and the
Czech bank.'” Lord Simonds cited Dicey and Morris
for the rule that, ‘the proper law of a contract means the
law . . . by which the parties intended, or may fairly be
presumed to have intended, the contract to be
governed.’!”

In determining the proper law, the parties’ intent will
be controlling; but, in the absence of evidence that the
parties intended a certain law to apply, ‘the mode of
performing a contract, as distinct from the substance of
its obligation, is governed by the law of the place at
which the obligation is to be performed.”'” Based on
this rule, the Lords were in agreement that because
plaintiff, a Czech national, had opened the account with
a Czech bank while residing in Czechoslovakia, that the
parties intended Czech law to govern the contract.!”’
Therefore, it became a matter of Czech law whether the
Czech bank could authorise Midland to transfer the
shares to plaintiff. Under the Czech foreign exchange
law, this was impossible because it was illegal for the
Czech bank to authorise any transfer of foreign securi-
ties owned by Czech persons, even if they were held by a
foreign bank in a foreign jurisdiction, without the
approval of the Czech National Bank.'” Further, the
Lords ruled that plaintiff had no privity of contract with
defendant Midland and therefore could not prevail on a
breach of contract claim. They also denied plaintiff’s
action in detinue because that claim could only be
governed by the law of the bailment which was Czech
law, under which the transfer of the shares without
authorisation was illegal. Moreover, the Lords rejected
plaintiffs argument that it would be a violation of
English public policy and universal moral standards to
recognise the validity of the Czech foreign exchange law
in denying plaintiff’s claim.

Kahler reaffirms the English legal principle that if the
proper law of a contract is the law of a foreign country,
English courts are required to apply that foreign law in
determining the rights and obligations of the parties,
unless to do so would violate essential moral interests or
international public policy. In this case, the relevant
contract was that between plaintiff and the Czech bank,
which had deposited plaintiff's shares with an English
bank under a contract of bailment that was governed by
Czech law. Since the bailment was governed by Czech
law, it was thereby illegal for it to be terminated in a
manner that involved the transfer of the shares in viola-
tion of Czech law. Further, the recognition of the Czech
foreign exchange law did not violate universal princi-
ples of public policy. Moreover, given that plaintiff's
action in detinue was in rem because it was directed
against securities located in England, it could be argued
that the decision effectively recognised the extraterrito-
rial effect of the Czech foreign exchange regulations.

By contrast, where the proper law of the contract is
determined to be English law, English courts have typi-
cally enforced claims for money or assets against
English or foreign financial institutions, although
certain acts in performance thereof are illegal by their
place of performance. Thus in Kleinwort v Ungarische
Baumuwolle,'™ the Court of Appeal enforced a promise
by a Hungarian bank to an English bank pursuant to a
contract governed by English law to provide cover in
London of bills of exchange, although it was known by
the parties that the approval of the Hungarian central
bank was needed to authorise the Hungarian bank to
fulfil its contractual obligations of making payments in
hard currency (sterling) to the English bank at its
London office. The defendant Hungarian bank pleaded
against the claim by arguing illegality under Hungarian
law. The appeal court held that the proper law of the
contract was English law; and, since the contract was to
be performed in England, it was enforceable in the

. English courts even though its performance might

involve a breach by the defendants of Hungarian law. At
the time the parties entered the contract, they never
intended that the Hungarian bank should commit
offences in Hungary. Instead, they had contemplated
that if the central bank’s consent were refused, the
promisor would fail to pay, but would in effect be in
breach of an absolute warranty that such permission
would be granted. ‘

In a later case involving a defendant’s reliance on
Turkish foreign exchange regulations as a defence
against performance of an English law contract,'®
Turkish buyers of wheat agreed to open a letter of
credit ‘with and confirmed by a first class United States
or West European Bank.” The buyers were unable to

“obtain exchange control permission from the Turkish

Ministry of Finance to open a letter of credit, confirmed
by a first-class West European or US bank. The buyers
argued that, although there was no express or implied
term of the contract requiring any act to be done in
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Turkey, nevertheless it was contemplated by both
parties that the Turkish buyers would have to undertake
the necessary steps in Turkey to obtain exchange
control approval; and accordingly if this contemplated
method of performance became illegal under Turkish
law, it would be an answer to the claim based on foreign
illegality or the domestic law principle of frustration.
The court rejected these arguments by ruling that the
contract’s terms required only that the letter of credit be
confirmed by a major US or European bank, and that
the sellers were not in the least concerned with the
method by which the Turkish buyers were to provide
the letter of credit.'® Any obstructions posed by the
Turkish government - ie refusing foreign exchange
applications - were matters that were extraneous to the
contract and afforded no defence to an English
contract.'®? Therefore, when the state enterprise had
failed to obtain permission from the Turkish govern-
ment to open the letter of credit, they could not plead
frustration or foreign illegality. The specific rule that
emerged from the case was that it is. immaterial whether
a party has to equip itself for performance under the
contract by committing an illegal act in another
country. Rather, the important issue is whether perfor-
mance itself necessarily involves such an illegal act.

Similarly, in Libyan Arab Foreign Bank v Banker’s
Trust,'® the issue of foreign illegality was pleaded as a
defence by Bankers Trust against a claim by the plaintiff
Libyan bank for damages and recovery of over
$US300m that had been frozen in its London and New
York accounts by Bankers Trust acting pursuant to
blocking orders issued by the US government against
Libya in January of 1986.'% Staughton J recognised the
major issue to be what law was the proper law of the
banking contract. Further, he observed that defendants
could only be excused from performance if such perfor-
mance was illegal under the proper law of the contract or
it involved doing an act which was unlawful in the place
where the contract was required to be performed.'®
Bankers Trust argued that New York law governed the
contract because the account was denominated in US
dollars and the parties had intended the law of New
York to apply to plaintiff's London account. Accord-
ingly, they asserted, the imposition of US economic
sanctions made it illegal under the proper law of the
contract for the US bank’s London office to honour the
Libyan plaintiff's demand for their money. The defen-
dant US bank further argued that, even if English law
applied to the contract, complying with plaintiff's
demand would have ‘necessarily involved’ the doing of
an illegal act in the United States, namely, the transfer of
US dollar credits by Bankers Trust New York office on
the US inter-bank payments system in violation of US
blocking orders. The plaintiff argued that the proper
law of the contract governing the London account was
English law and that defendant was bound to discharge
its obligation either in US dollars or sterling.

Staughton J ruled that the rights and obligations of
the parties with respect to the London account were
governed by English law (lex loci solutionis) and because
the contract contained no express or implied term that
payment must be made in US dollars, plaintiffs were
entitled to demand cash payment in US dollars or ster-
ling, or by account transfer in London, which they had
done.'® Accordingly, the plaintiff's demand for cash in
London was an assertion of its right under English law
and delivery by the defendant of the amounts claimed
would not necessarily involve illegal action in New York.
The defendant had a choice in how to discharge its obli-
gation: they could either make payments in a manner
that required illegal acts in New York in violation of US
sanctions, or they could make payments in cash sterling
or by account transfer in London, and thereby avoid
committing any illegal acts in the United States. Conse-
quently, the ‘court rejected defendant’s argument that
the contract had become impossible or frustrated
because of supervening illegality that necessarily
involved illegal acts in a foreign country. Mr Justice
Staughton analogised the case with Toprak by holding
that it was not an express or implied term of the contract
that defendant pay plaintiff in US dollars and therefore
defendant’s option to perform its obligations under the
contract in a manner that would involve an illegal act
under US law could not be used as a defence against
performance based on foreign illegality.

The significance of the Bankers Trust case for the
doctrine of foreign illegality and the extraterritorial
application of US economic sanctions seems to be that
an English court has now recognised that US economic
sanctions may be extended to cover third country trans-
actions involving third country nationals and targeted
entities where payment obligations between the parties
are expressly or impliedly denominated in US dollars.
Moreover, even if English law is the governing law of
the contract, Staughton J stated that the supervening
illegality of US economic sanctions would make the
contract unenforceable as a matter of English public
policy, but only if the contract expressly or impliedly
provided that payment obligations could only be
discharged in US dollars. Based on this case, it may now
be argued that the extraterritorial application of US

' economic sanctions may have some legal validity in the

legal systems of third country states.

Conclusion

This article discussed some important issues that arise
in relation to third country nationals who are involved
in commercial dealing that is legal under the laws of
their home country but which violate the laws of a
foreign country. In determining whether the extraterri-
torial application of US economic sanctions will have
legal validity in the legal systems of third countries, it is
important to examine the origins and implications of
the doctrine of foreign illegality. The doctrine can be
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traced in part to the English common law rule against
trading with the enemy in the nineteenth century and to
the British Trading with the Enemy legislaticn of the
twentieth century. This principle was intimated in Ralli
Bros. and then stated more forcefully in Foster v Driscoll
and expanded in Regazzoni so that today it may now be
stated that an English court will not enforce a contract,
or award damages for its breach, if its performance will
involve the doing of an act in a foreign and friendly
state which violates the laws of that State.'®” In partic-
ular, the rule in Regazzoni would preclude the enforce-
ment of an English law contract entered into by third
country nationals that contemplates certain acts in the
United States which violate US economic sanctions. In
applying this principle, there is some basis to the argu-
ment that US economic sanctions may be effective in a
legal sense by invalidating some third country contracts
with targeted states and specially-designated nationals.
English courts, however, will enforce payment obliga-
tions under English law contracts, even if such payment
violates US economic sanctions, if the obligor has the
option under the contract of paying in a currency other
than US dollars, but if the contract expressly provides
that payment may only be made in US dollars, the
contract will be unenforceable as a matter of public
policy if its performance violates US economic sanctions
laws. The following chapter will discuss how the courts
and governments of third country states have
responded in specific instances to the extraterritorial
application of US economic sanctions.
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