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Derecho inglés de los contratos para abogados espaiioles — Articulo dos — La buena fe en los contra-
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Este es el dltimo de los articulos de la trilogia que hemos dedicado a los contratos de derecho inglés. En este
nuevo trabajo tratamos los conceptos generales a tener en cuenta a la hora de utilizar un precedente regido
por la ley inglesa como punto de partida para la elaboracién de un proyecto de acuerdo regido por la ley es-
pariola.
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English Contract Law for Spanish Lawyers — Article Two — Good faith in English Law Governed Contracts

This is the third in a series of three articles relating to English law contracts. In this third article we cover more
general points to be borne in mind when using an English law governed precedent as the starting point for
producing a draft agreement governed by Spanish law.
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1. Introduction

In many respects, a well-drafted English law contract (i.e., one which is clear, comprehensive and
unambiguous) may provide a useful starting point for a Spanish lawyer who wishes to draft a Span-
ish law contract in English. There are, however, a number of English law specific features of which
a Spanish lawyer should be aware and which may require some adjustment.

This Article will look at a number of issues that come up regularly for Spanish lawyers in this con-
text, including the requirement of consideration, the use of “deeds”, the infamous “best endeav-
ours” clause, penalty clauses and indemnity clauses.

2. Consideration

21. What is consideration?

Consideration is one of the key elements necessary to create a legally valid and binding contract
in English law, the others being: (i) an offer by one party; (ii) unequivocal acceptance of that offer
by another; (iii) a clear intention to create legal relations, objectively judged; and (iv) sufficient
certainty of contractual terms.

Under English law, it is a requirement for the formation of a simple contract (i.e., one not entered
into as a “deed™ between two or more parties that each party should provide “consideration”.
Consideration is a peculiarity of the common law but essentially amounts to a requirement that
each party to the contract provide something of value, or assume some liability or detriment, for
the contract to be legally binding. The consideration may be expressly stated in the contract, al-
though it is not necessary to do so.

The doctrine of consideration is generally understood to be based on reciprocity and to require

that, for a party to a contract to be able to enforce the obligations of the other party, the first party
must give or promise to give something in exchange.

2.2. What is required for there to be consideration?

There are a number of specific, technical, common law rules which govern the doctrine of consid-
eration, such as:
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i.  consideration must be sufficient but need not be adequate — i.e., what is given or pro-
mised must be sufficient in terms of having some value (even if only a nominal value) but
certainly need not be of equal value to the consideration offered by the other party/ies?;

ii. consideration must move from the promisee — i.e., it must be provided by the party to
whom the promise (which that party now wishes to enforce) has been mades;

iii. consideration does not need to move to the promisor — i.e., it does not necessarily need
to benefit the other party to the contract by whom the promise was made; it could be an
obligation to provide some benefit or service to a third party*; and

iv. past consideration is not sufficient consideration — i.e., consideration which has already
been provided when the contract is entered into will not satisfy the requirement®.

2.3. What is the purpose of consideration?

Consideration (and its civil law cousin, causa) can technically be traced back to Roman law,
although most of the English case law establishing the rules surrounding consideration as we
understand it today was developed during the 17th, 18th and 19th centuries; for this reason, the
commercial logic and rationale underpinning such cases may not be immediately apparent, partic-
ularly to civil lawyers when viewed in the context of a 21st century commercial transaction.

Consideration is closely linked to the enforceability of a contract — whereas many centuries ago,
informal agreements were made on the basis of “word of honour”, the enforceability of such
agreements was a problem for the parties and there existed no definitive proof that an agreement
had been reached. Consideration essentially filled, at least part of, that evidentiary gap. By ensur-
ing that both parties are offering some kind of quid pro quo as they enter into the contract, it be-
came much easier to enforce a contract as it could be readily verified what X and Y had promised to
each other. Thus, a bare promise remains unenforceable but a contract where X agrees to buy Y's
company in exchange for nominal consideration of €1 should be enforceable if the other technical
requirements for the formation of a contract are met.

2.4. Why is the absence of consideration generally not a problem in
commercial transactions?

The absence of, or deficiency in, consideration is not normally an issue in arm’s length commercial
transactions, as one party is unlikely to undertake to provide gratuitous benefits to the other.

There may, however, be particular legal instruments (e.g., options or guarantees; variations to /
waivers of contractual rights) which contain a unilateral promise by one party but which may not
be supported by consideration provided by the other party. In such cases, the solution may be
to “create” some consideration, even if nominal (e.qg., “in consideration of the payment of €1.00,
receipt of which is hereby acknowledged"), or alternatively, to execute the relevant contract as a
“deed"®.
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3. Deeds

31. Whatis a “deed"?

A "deed” is a specific type of contract under English law. “Deeds” have specific requirements as
to their formation, and there are specific legal consequences for executing a contract as a “deed”
rather than as a simple contract.

3.2. Why execute a document as a “deed”, what are the consequences?

Under English law, certain transactions or circumstances are subject to a statutory or common law
requirement for a “deed”, such as:

i. any agreement that is made without consideration must be a “deed” to be valid and enfor-
ceable (e.g., a guarantee of an existing debt by a parent company for no consideration).
This also includes the release of any debt, liability or obligation where no consideration is
given;

ii. a gift or voluntary assignment of tangible goods that is not accompanied by delivery of
possession’;

iii. the amendment, termination or discharge of a “deed” can only be implemented by way of
another “deed";

iv. the transfer or creation of an interest in land (including a mortgage or a charge);®

v. the appointment of a new trustee where there is not a separate transfer of the trust proper-
ty into the name of the new trustee?; and

vi. the granting of any power of attorney™.
In addition, under English law, the statutory limitation period for actions brought under a simple
contract is six years from the date on which the cause of action accrued, whereas the limitation
period is generally 12 years in the case of actions brought under a “deed”. The use of a “deed” can

therefore create a valid and binding contract which may not have been enforceable due to a lack
of consideration, and also increase the limitation period for such enforceability.

3.3. What are the technical requirements to execute a contract as a “deed"?

There are four key requirements for a valid “deed” under English law, arising from a combination
of common law rules and statutory provisions:

i. a "deed” must be in writing, whereas a simple contract may be formed verbally under
English law if all other requirements (including that of consideration) are met;
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ii. the document in question should on its face (i.e., expressly, in writing) bear the word
“deed” or some other indication that it is intended to take effect as a “deed”;

iii. it must be validly executed as a deed by the relevant parties in accordance with specific for-
malities. For individuals, this means it should be signed and witnessed, while the execution
requirements for a corporate entity will differ depending on its jurisdiction of incorporation
— speak to @ member of the IEC team if you require further guidance on this; and

iv. to be enforceable, a “deed” must be “delivered” — this a technical requirement which
would normally be met through conduct by the person executing the “deed” indicating
that such person intends to be bound by it.

3.4. Is an English law “deed” equivalent to an “escritura publica” under
Spanish law?

It should be clear to any Spanish lawyer reading the preceding paragraphs that a “deed” under En-
glish law should not be confused or equated with an “escritura publica” under Spanish law — these
are two separate concepts, with different purposes, consequences, formalities and requirements,
and must be approached on that basis.

4. “"Endeavours” clauses

4. Endeavours clauses in English law

Expressions such as “best endeavours” and “reasonable endeavours” (known as “endeavours
clauses”) are frequently found in English law governed contracts to allow the parties to agree a
level of obligation short of an absolute obligation. An absolute obligation is usually denoted by the
use of the term “shall” in the contract. Although endeavours clauses have been frequently consid-
ered by the English Courts, no exact meanings have been established for the various formulations
used. As a result, the interpretation of the terms is highly context and fact-sensitive, taking into
account the interests, costs and resources of the parties and the underlying circumstances of the
agreement in question.

That being said, it is possible to extrapolate from the current state of English case law that certain
general principles can be drawn and that there is a spectrum of endeavours clauses ranging from
“best endeavours” on one end to “reasonable endeavours” on the other, with certain variants in
between. Whilst, in accordance with what Andrew Burrows QC referred to as the “modern ap-
proach in English law to contractual interpretation”, an endeavours clause must be interpreted
(i.e., as regards the content and extent of the parties’ obligations) at the time the contract was
made™, the clause’s satisfaction will be assessed by reference to the facts and circumstances at the
time that performance falls due, no matter how unexpected or unusual they may be™.
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Given that the requirements arising from an endeavours clause are dependent on the facts of
each particular case, the other relevant provisions of the contract in question, the surrounding
commercial context, etc., the following table sets out some key characteristics of the main types of
endeavours clauses (e.g., “best endeavours”, “all reasonable endeavours”, “reasonable endeav-

ours”, etc.), as an aid to the contractual interpretation of such terms.

4.2. Characteristics of common “endeavours” clauses in English law

Obligation

Perspective

Requires expenditure? Sacrifice

to obligor's commercial
interests?

Best endeavours

The obligation is
generally viewed from the
obligee's perspective.

The obligor’s interests
should only be considered
to a limited extent.

May require significant
expenditure by the obligor,
including for the obligor to
sacrifice its commercial interests,
but not ruinously so.

The obligor is required to
consider all possibilities (to
“leave no stone unturned”)
and generally to take action
which, having regard to its
costs and degree of difficulty, is
commercially practicable.

Imports the highest standard, but it
is not an absolute obligation.

It will still be qualified by a test
of reasonableness and may be
superseded by other obligations,
such as directors’ fiduciary duties.

Includes steps which a prudent,
determined and reasonable obligee,
acting in their own interests and
desiring to achieve that result,
would take.

All reasonable
endeavours

Unclear.

May imply an objective
or subjective standard
depending on the
circumstances.

May require expenditure by the
obligor.

May or may not require the
obligor to sacrifice its commercial
interests.

Depends on choice of contractual
words and nature of the
obligation, including extent of
parties’ control (e.g., the more
control the obligor has over the
outcome, the more objective the
standard becomes and the more
the obligor is expected to sacrifice
its commercial interests).

Likely to exhibit characteristics

of both best and reasonable
endeavours - simply put, it functions
as a “middle ground” between the
two formulations.

Involves balancing the contractual
obligation against all relevant
commercial considerations.

Involves considering the extent

of the obligor’s and obligee's
respective control over the desired
outcomes.

There is some suggestion that

an all reasonable endeavours
clause has the same effect as a

best endeavours clause, as “all”
suggests that a party should try
multiple approaches available to

it which could equate the two™.
However, other case law has held
that a party under an obligation to
use all reasonable endeavours is
not always required to sacrifice its
own commercial interests (which is
a key feature of the best endeavours
obligation™ Thus, this type of clause
appears to occupy a middle ground.
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Requires expenditure? Sacrifice

Obligation Perspective to obligor's commercial

interests?
Reasonable The obligation is May require limited expenditure Regarded as the least onerous
endeavours considered primarily from | by the obligor, but does not “endeavours” term.

the obligor’s perspective. | generally require the obligor to

P e Determined by an objective
- sacrifice its commercial interests
Only minimal effort ! standard unless the contract

: unless the contract specifies oo )
may be required by the certain steps to be taken by expressly spgcnﬁes Fertam steps
obligor. obligor. to be taken in relation to the
' performance of the obligation (in
which case, those steps must be
taken).

Obligor to act in the interests of
the obligee but is not expected to
take actions resulting in significant
detriment to the obligor unless the
contract specifies otherwise.

In addition to the above, other formulations may be used - for example, “commercially reasonable
endeavours”. This variant may at first glance appear to soften the “reasonable endeavours” obli-
gation but the English Courts have not given any support for this view, it having been decided that,
much like “reasonable endeavours”, “commercially reasonable endeavours” does not require a
party to disregard or act against its own commercial interests in order to fulfil its obligations’.

Given the inherent uncertainty regarding what these formulations will ultimately require in prac-
tice, in sophisticated commercial transactions contracting parties sometimes seek to define more
precisely what would be required to fulfil a defined standard such as “commercially reasonable
efforts” — this could be done in a variety of ways (e.g., by defining specific steps or actions that
would be required to be taken, excluding measures that would not be required, setting a defined
limit on the level of expenditure that would need to be incurred in satisfaction of the obligation,
etc.).

4.3. Endeavours clauses in Spanish law

The closest concept in Spanish law to endeavours clauses are obligations of means (obligacién de
medios) and result (obligacion de resultados). An obligation of means only requires the obligor to
work diligently (considering the particular circumstances) and in good faith (that is, without fault,
according to Art. 1104 of the Spanish Civil Code) towards fulfilling a particular obligation, even if
in the end the expected result is not achieved. By contrast, an obligation of result is only fulfilled if
the particular result envisaged by the relevant obligation is achieved.

On the basis of the above, when adapting an English law precedent for use in a Spanish law con-
tract, a Spanish lawyer must bear in mind that a “best endeavours” clause under English law is
broadly analogous to an obligation of result under Spanish law. However, as explained in Section
4.2 above, while similar, they are not the same concept, as a “best endeavours” clause is not an
absolute obligation, but rather is qualified by a test of reasonableness and may be superseded by
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other obligations, while an obligation of result under Spanish law is an absolute obligation. By
contrast, a Spanish law obligation of means is not an absolute obligation, but rather only requires
a particular standard to be adopted by the obligee when attempting to fulfil the obligation; in that
way, an obligation of means is similar to an English law “reasonable endeavours” clause. However,
once again, these concepts, while similar, are not analogous — for example, as a Spanish law ob-
ligation of means is subject to a duty of good faith, while an English law “reasonable endeavours”
clause does not impose such a requirement (but rather only requires the obligee to act “reason-
ably” in all the circumstances, from an objective perspective).

4.4. Endeavours clauses in US law

Expressions such as “best efforts” and “reasonable efforts” are commonly found in US law con-
tracts but have received little attention from the English courts; for that reason, there is no defini-
tive judicial interpretation of these particular terms under English law.

In US case law, there is conflicting judicial interpretation as regards the “efforts” formulations.
It is less clear there, for example, that there is a spectrum of obligations ranging from “best” to
“reasonable”, and “efforts” obligations have been found to entail a standard of “good faith” and
“diligence” for which there is no equivalent in the English case law. Therefore, while the terms
“best/reasonable efforts” and “best/reasonable endeavours” are sometimes used interchangeably
in practice, the correct approach is to use the “endeavours” formulations for English law governed
agreements, taking into account the subtle distinctions between such formulations discussed in
Sections 4.1 and 4.2 in mind.

5. Penalty clauses

Traditionally, a provision in a contract which allowed the innocent party to recover liquidated
damages (e.g., a fixed sum irrespective of the actual loss suffered) from a party who was in breach
would be enforceable only if the sums expressed to be recoverable were a genuine or reasonable
bona fide pre-estimate of loss".

If not, and the purpose of the clause was to act as a deterrent, it would be a penalty and so, to the
extent that it exceeded the actual loss suffered, it would be unenforceable. This is so as to protect
against unconscionable or oppressive behaviour which aims to punish a breaching party rather
than protect the legitimate interests of the innocent party. Note that this rule is seen as “an excep-
tion to the general principle of English law that a contract should be enforced in accordance with its
terms™® and is therefore enforced sparingly.

In accordance with general English law principles of contractual interpretation, the test as to wheth-
er a pre-estimate of loss is genuine is an objective one. As such, irrespective of whether the parties
actually believed that the amount was a genuine pre-estimate of loss at the time of entering the
contract, it is for the Court to determine whether the sum be considered a genuine pre-estimate
based on the information reasonably available to the parties at the time the contract was entered
into.
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However, in a recent decision of the Supreme Court, the test for determining whether a particular
provision is a penalty clause was revisited in detail, with the Court ultimately reformulating the
same. In the joint appeals of Cavendish Square Holding BV v Talal El Makdessi and ParkingEye Ltd
v Beavis™, the Supreme Court described the penalty rule as an “ancient, haphazardly constructed
edifice which has not weathered well” but noted that similar rules existed in all other developed sys-
tems of law and retention of the rule had been recommended by the Law Commissions of England
and Wales and of Scotland. Lords Neuberger and Sumption went on to define the true test relating
to the enforceability of penalty provisions as whether:

“... the impugned provision is a secondary obligation which imposes a detriment on the con-
tract-breaker out of all proportion to any legitimate interest of the innocent party in the enforcement
of the primary obligation".?°

A “secondary obligation” is an obligation which arises as a result of, and provides a remedy for,
breach of a primary obligation. While the judgment in this case leaves a number of questions
unanswered, the words “out of all proportion” appear to considerably narrow the circumstances
in which a contractual provision may be struck down as being a penalty in the future, significantly
increasing the discretion of the parties to agree liquidated damages in the context of commercial
agreements between properly advised parties. In this regard, the Supreme Court confirmed that
“in a negotiated contract between properly advised parties of comparable bargaining power, the
strong initial presumption must be that the parties themselves are the best judges of what is legiti-
mate in a provision dealing with the consequences of breach"*.

Thus, in Makdessi it was held that neither clause at issue was a penalty, one being a price adjust-
ment clause, the other a call option. Both clauses were primary rather than secondary obligations.
In ParkingEye, which concerned an advertised excess parking charge, it was held that there was a
legitimate interest in charging overstaying motorists a sum which extended beyond mere recovery
of loss. Further, the advertised charge did not fall within the scope of the basic test for unfairness
under the Unfair Terms in Consumer Contracts Regulations 1999 following the recent interpreta-
tion of this test by the European Court of Justice.

Based on the revised position set out in these cases, so long as a contracting party can demonstrate
that it is using a liquidated damages clause to protect a legitimate interest and the sum to be paid
is not exorbitant or unconscionable (i.e., not “out of all proportion to any legitimate interest of the
innocent party") the following principles now apply:

i. itis no longer a requirement for a sum in liquidated damages to represent a “genuine
pre-estimate of loss";

ii. the compensatory principle (i.e., that damages for breach should only compensate loss
and never act as a deterrent to breach) has been relaxed, provided that other requirements
are met. Thus, the fact that the predominant purpose of a clause is to act as a deterrent
against breach of contract would not, in itself, render that clause unenforceable;

iii. the party seeking to rely on a penalty clause does not actually have to suffer or prove a loss;
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the penalty does not just have to be a specified financial amount. The parties could agree a
penalty clause allowing a party, for example, to withhold deferred consideration or require
the transfer of certain property as the consequence for breach; and

generally, the parties have greater freedom to make such provision within a contract as
they see fit to regulate the consequences for breach.

6. Indemnities

6.1. Indemnities in English Law — why have one?

Under English law, an “indemnity” is a contractual promise to reimburse the other party for loss-
es arising out of a specific, identified liability or a particular trigger event (which may include a
breach of a certain obligation), and will usually involve a heavily negotiated, standalone clause. It
is therefore a primary obligation and differs to a general duty to pay damages awarded by a Court
for breach of contract.

Depending on the specific drafting, an indemnity clause may provide certain benefits or extra
protections for the indemnified party when compared to a standard breach of contract claim. For
example:

Trigger: an indemnity is typically triggered by losses incurred due to a specific event or
identified liability. The indemnified party therefore only needs to prove that the trigger
event has occurred (and anything else required under the specific wording of the clause,
such as the losses suffered), without necessarily having to prove the fault of the indemnif-
ying party in connection thereto;

Causation: under English law, contractual damages are limited to losses which are caused
by the relevant breach. This essentially means that the innocent party must prove that the
loss would not have been caused absent the breach, noting that any new, intervening act
would break the chain of causation. In a widely drafted indemnity, however, this direct cau-
sal link can be broadened. For example, consider an indemnity clause which covers losses
“arising as a direct result of X" as compared to one which covers losses “arising as a result
of or in connection with Y"; the second clause is clearly far more wide-reaching, going be-
yond a direct causal link and covering any losses that are connected to the relevant trigger
event. The specific wording can therefore provide greater protection and recovery for the
indemnified party;

Remoteness: under English law, damages for a contractual breach can only be claimed if
the loss was reasonably foreseeable (i.e., in the contemplation of the contracting parties at
the time the contract was entered into). The knowledge of the parties when assessing this
falls under two limbs: (i) imputed knowledge, which includes knowledge of what happens
“in the ordinary course of things” and which the parties are deemed to have known, and
(i) actual knowledge, which includes special circumstances outside of the ordinary course
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but which were communicated to the breaching party or otherwise known by the con-
tracting parties at the time the contract was made?2. In addition, the Courts will apply an
objective test of “reasonableness” to the foreseeability of the relevant losses. It has been
suggested by the English Courts that an express provision in an indemnity clause excluding
the rules around remoteness would be enforceable, meaning that a strongly positioned
party could be indemnified for any losses arising from the trigger event, whether or not
they are reasonably foreseeable?. If, however, there is no such express provision and the
clause refers to losses “arising directly or indirectly out of X" the standard test of remoteness
will be imported into the clause;

iv. Mitigation: in a claim for breach of contract under English law, the innocent party has a
duty to act reasonably to reduce its loss. However, for a debt claim, the principle of mi-
tigation does not apply. Depending on the wording of the indemnity, it could be argued
that it is a simple debt claim, and therefore that the indemnified party has no duty to try to
reduce the loss caused by the trigger event. The indemnifying party should therefore try to
include an express obligation in the indemnity clause for the indemnified party to mitigate
any loss; and

v. Legal costs: in English law arbitration or litigation proceedings for breach of contract, a
breaching party who is ordered to pay damages is usually also required to pay part of the
innocent party’s legal costs. By contrast, an indemnity clause can be expressly drafted to
cover any legal costs incurred by the indemnified party in relation to the trigger event or
enforcing the indemnity itself.

6.2. Indemnities in Spanish Law

While an indemnity clause in an English law contract can be viewed as a debt claim triggered by
a specific event or liability, there is a tendency in Spanish law contracts to include a more general
“indemnizacién” in relation to any breach of contract, which would instead translate as a general
duty to pay contractual damages ordered by the Courts in England and Wales. Spanish lawyers
should be aware of this difference when adapting English law contracts, as they may need to in-
clude the broad indemnizacién clause typically contained in a Spanish law contract.

Similarly, if a Spanish lawyer is dealing with an English language contract governed by Spanish law
against an English counterparty, they can expect to receive strong push-back on any such general
indemnity clause, as the word “indemnity” will be interpreted by an English lawyer in a different
manner. To avoid confusion, when including indemnities as they are understood under English
law, it is typical in a Spanish law contract drafted in the English language to refer to “specific in-
demnities”, which differentiates such clauses from a more general “indemnizacion”.
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7. Conclusions and practical advice

An English law precedent can be a good reference point for UM lawyers who wish to draft a
Spanish law contract in the English language. However, it is important to bear in mind the various
differences that will arise when adapting such precedents.

Consideration is one of the basic requirements for the formation of a valid contract under Engli-
sh law, and must be present in all simple English law contracts for them to be valid. A “deed”
can be used to circumvent the requirement for consideration, if necessary (especially with re-
gard to the often “one-sided” legal instruments such as options, guarantees and variations to
or waivers of contractual rights). Under Spanish law, consideration is not a recognized doctrine
and is not required for a contract to be enforceable — therefore, when adapting an English law
precedent for use under Spanish law, you may remove references to “consideration”, and/or
nominal payments (e.qg. if a consideration of €1is given under an English contract, this may not
be necessary under a Spanish contract if the commercial agreement is €0).

When adapting an English law agreement originally executed as a “deed”, it is important
to distinguish these from public deeds and the concept of escurita publica — just because
a contract is a “deed” under English law does not necessarily mean it will need to be an es-
curita publica under Spanish law, and vice versa. You may also need to adapt the document
to update signature blocks and other English deed-specific content that is not required
under Spanish law.

It is important to exercise caution when including endeavours clauses in a Spanish law
governed contract based on an English precedent — such clauses have a specific (and
highly context dependent) interpretation under English law that may not translate well to
a Spanish law governed agreement. Consider carefully whether these terms achieve your
objective in a Spanish law governed contract, and in cases of doubt consider whether it
would be preferable either to (i) make use of the Spanish law concepts of obligations of
means (obligacion de medios) and result (obligacién de resultados) and/or (ii) expressly set
out and define what the relevant party is required to do to satisfy the obligation in the rele-
vant agreement. In all cases, the goal must be to reflect, under Spanish law, the standard of
obligation sought by the client... even where the client is expressing its instructions in Engli-
sh, perhaps even by reference to “endeavours” language or other English law concepts.

All English Law Governed Precedents will have been drafted to avoid the prohibition on pe-
nalty clauses. Under Spanish law, however, there is no such prohibition — you may therefore
look to strengthen “penalty” type provisions, and not be as concerned with avoiding the word
“penalty” or justifying the amount of liquidated damages or penalty set out in the clause.

It is important to consider the specific drafting under an English law indemnity clause,
and how this translates to, and works under, Spanish law. While an indemnity clause in an
English law contract will be heavily negotiated and limited to specific losses arising from a
particular event, you may wish to insert a broader “indemnizacién” clause for any breach
of a Spanish law governed contract, and distinguish such clause from any “specific indem-
nities” you may also seek to include.
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