




CONTRACTUAL COVENANTS

the nonregistered agreement.68 The phrase "good faith" or, in Costa
Rican law, buena fe, is used frequently throughout the Costa Rica
Civil Code, 9 but is never explicitly defined therein. Article 285, how-
ever, states by implication the principle that a party is acting in '%ad
faith," and its actions are, therefore, not "bona fide," if it asserts the
benefit of a registral entry at the same time that it has actual knowl-
edge of a state of facts contrary to those set forth in the entry:

In all cases where the law requires possession to be in good faith,
he shall be deemed a possessor in good faith, who in the act of
taking possession believed that he had the right to such posses-
sion. If he had sufficient reason to doubt that he has such right,
he should not be deemed a possessor in good faith. . . . Possession

shall cease to be in good faith at the moment the possessor ac-
quires the certainty that he may possess improperly.

The essence of the principle of public faith and the effect of actual
knowledge are further elucidated by the following commentary by a
leading civil law scholar:

If a right has been registered .... it is presumed that the right
exists . . . . Similarly, if a registered right . . . has been can-
celled, it is presumed that the right does not exist. . . [but t]hese
presumptions are rebuttable . . . . [E]ntries are deemed correct
unless the [party asserting the benefit of the entry] knows of their
incorrectness. . . . This is often referred to as the rule of public
faith .... It should . . . be noted that it does not require any
reliance on the part of [that party] upon the contents of the [reg-
ister]. The [party asserting the benefit] is protected in any case
in which he did not positively know that the contents of the [reg-
ister] were incorrect. It does not matter whether his ignorance
was due to lack of care. It does not even matter whether he ever
consulted the [register]. Even if he did not know the actual con-
tents of the [register], the latter are treated as if they were cor-

68. While, as discussed infra, this rule is nowhere explicitly stated in the
Codes, it is a cardinal and well-settled principle of civil law. See notes 69 and
70 infra and accompanying text.

69. See, e.g., C. Civ., arts. 306, 321, 327-29, and 1065. The same principle
of equivalence of actual knowledge of a contrary state of fact with lack of
bona fide, or good faith, status is reflected in the German Civil Code § 892
which states in pertinent part: "[With respect to a person acquiring an interest
in real property,] . . . an entry in the land register is [conclusively] deemed
correct unless an objection to its correctness is registered [therein] or the in-
correctness is known to such persore" (emphasis added).
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rect .... The benefits [of the rule of registral faith] are withheld
from [parties] who ... act in bad faith (emphasis added).10

With respect to business corporations, it is well settled that
among the items of information required to be registered and, hence,
subject to the principle of publicity, and to the rule of public faith
in particular, are:

the legal form under which a business is conducted; all facts per-
taining to its ownership; appointment and removal of agents ex-
ercising managerial functions, as well as limitations upon, and
revocation of, their powers; in the case of a partnership, the names
of the general partners, and the names and liability limits of the
limited partners; in the case of a corporation, the amount of its
capital as well as appointment and removal of officers, and limita-
tions upon, and revocation of, their powers . . . [and the] cessa-
tion or revocation of the powers of [all other] individuals author-
ized to act on behalf of a commercial firm.71

The foregoing principles are relevant to negative covenant enforce-
ment in that they materially restrict the bases upon which suits may
be brought against third parties benefiting from covenant violations.
Clearly, if the circumstance or fact upon which the lender seeks to
rely in its suit is registered, all third parties will be deemed to have
constructive knowledge of it. If, on the other hand, the circumstance
or fact is not registered, a third party may participate in a covenant-
violative transaction without incurring liability to the lender, unless
the lender can successfully invoke the rule of public faith and con-

70. Schlesinger, supra note 4, at 467, 469; See also Pacheco, Costa Rica:
Real Estate Purchases by Foreign Investors, TAx MANAGEMENT INT'L J. 2 (De-
cember 1972):

The property books of the Public Register contain all information
about a specific parcel of land which may affect bona fide purchasers.
... Private contracts and guarantees made by the owner of the land

but not entered in the Public Registry will not affect bona fide pur-
chasers. . . . [O]nly those [liabilities] which appear on the registry
entry will affect the bona fide purchaser.... (emphasis added).

See also Rheinstein, Some Fundamental Differences in Real Property Ideas
of the "Civil Law" and the Common Law Systems, 3 U. Cm. L. Rzv. 624, 625,
627 (1936):

[The property register system is] intended not only to simplify the
formalities of land transactions but also to guarantee the utmost security
for bona fide purchasers and mortgagees. Unless . . . notice [of a
secondary heir's interest in a parcel of real property] has been entered
[in the Land Register], bona fide purchasers and mortgagees will ac-
quire good title from the primary heir (emphasis added and footnote
omitted).

71. Schlesinger, supra note 4, at 475-76.
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elusively prove that the third party had actual knowledge of the
violation.

It may appear a relatively trivial exercise to ensure that all nega-
tive covenants are duly registered. Such registration, however, cannot
in all cases be taken as a certainty since it is the practice of some
civil law notaries not to register the entire document (land mortgage,
chattel mortgage, loan agreement) evidencing the lender's obligation.
On the contrary, only such portions of those documents as they con-
sider "vital" will be submitted for registration. Hence, all or a por-
tion of the negative covenant section may be omitted from protocoliza-
tion by a notary who does not consider that portion vital. It is also
not unusual for negative covenant sections to be omitted by inad-
vertence. In either such circumstance, the covenant, since not regis-
tered, cannot be deemed to be within the constructive knowledge of
a third party. For example, in one of the Costa Rica loan work-out
situations which gave rise to the development of the enforcement
mechanisms described below, Lender A had indeed included in its
loan agreement a covenant against mortgaging borrower assets. It
was not the loan agreement, however, but Lender A's mortgage which
was to be registered, and the notary, in drafting the mortgage, had
failed to incorporate therein the negative covenant provisions from
the loan agreement. Consequently, when the borrower, in violation
of the loan agreement, executed a mortgage on certain of its property
in favor of Lender B, Lender A had no cause of action against
Lender B.

VI. Cxrvi LAW ENFORCEMENT MECHANISMS

Given the disadvantages of litigating negative covenant violations
in civil law jurisdictions, it is relatively clear that enforcement cannot
be achieved by mechanisms which rely on deterrence, but which leave
the capacity for violation in the borrower's hands. Hence, the en-
forcement mechanisms to be described in this section aim not to
deter the borrower from violating covenants, but: (i) to deprive him
of the legal capacity to do so; and (ii) by this deprivation, to in turn,
render the borrower incapable of validly transferring benefits to third
parties in covenant violative transactions and so create a major dis-
incentive to third party participation in such transactions. Second-
arily, the mechanisms described in this part are designed to ensure
that, in the unlikely event that a violative act were effected and
litigation were to become necessary: (i) the fuicio ejecutivo procedure
would be available so that problems of lack of injunctive relief and
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high bond cost would be minimized; and (ii) problems of proof of
damages would be precluded because of the prior stipulation of the
parties.

The foregoing results are sought to be achieved through four
discrete enforcement mechanisms: (1) the public registration of the
limitation of the capacity of borrower representatives to effect cove-
nant violative transactions; (2) the transfer of voting control of bor-
rower shares to a lender-controlled trustee and the consequent preven-
tion of the revocation of the registered capacity limitations; (3) the
provision to the lender of assured access to the juicio ejecutivo, with
concomitant avoidance of the disadvantages of the juicio ordinario;
and (4) the elimination of the need to prove amount of damages and
the transference of financial liability for violations from the potentially
judgment-proof borrower to the shareholders, directors, and officers
of the borrower-those individuals who would actually have to au-
thorize or effect any violation which did occur.

Elimination of Capacity to Effect Valid Violations

The first enforcement mechanism to be described is the limitation
of the powers of representation of borrower agents so that they lack
the legal capacity to effect covenant violative acts. In turn, any such
acts which were actually committed would be voidable at the request
of, and hence ineffective as to, the lender. The basis of this approach
is Civil Code Article 836 which states, inter alia, that any juristic act
effected by a person who "relatively" lacks the legal capacity to effect
such act is voidable. 72  "Relative incapacity," in turn, is deemed to
arise with respect to a given juristic act when the actor has the
capacity to effect the act subject only to a condition precedent, such
as procurement of the approval of a third party, and the 6ondition
has not been fuffilled.73

72. C. Civ., art. 836 states:
There is a relative nullity and grounds for cancellation of an act or contract:

1. When any of the conditions essential for its formation or its existence
is imperfect or irregular;

2. When any of the requisites or formalities required by law in view
of the exclusive and particular interests of the parties is absent; and

3. When performed or executed by persons of relative incapacity.
73. "Relative [as opposed to absolute] incapacity" is not specifically de-

fined in the Costa Rican Codes. The definition set forth in the text-i.e., that
the phrase refers to the status of a party whose capacity with respect to a
certain juristic act is subject to the approval or confirmation of another party,
which approval or confirmation has not been given-was, however, stated by
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The capacity of an individual to act for a company can derive
from only four sources: particular provisions of the Commercial Code; 4

the company's charter; 75 a delegation of authority set forth in the
charter;76 or a delegation voted by the board of directors. 7 Any such
power of representation, regardless of the source from which it ema-
nates, can be limited by an amendment to the company charter. 8

Such amendments, whether their effect is to add new provisions to
the charter or to delete provisions formerly in force, can be effected
only by resolution of an extraordinary meeting of the shareholders of
the company.79 Given the foregoing principles of commercial law,
limitation of the capacity of borrower agents can be achieved through
the addition of three amendments to the company charter: a "pur-
poses amendment," a "revocation amendment," and a "limitation
amendment."

First, the charter clause, which sets forth the purposes for which
the company was organized, is amended by the addition of the follow-
ing limitation to the standard list of authorized company activities,
such as manufacturing, trading, and investing: 0

Costa Rican counsel consulted by the author to be the standard civil law
definition of relative incapacity.

74. C. CoM., art. 182:
The power of judicial and extrajudicial representation of a company

inheres in the president of the administrative counsel [e.g., board of
directors], as well as the directors indicated by the charter, who hold
such powers as they are accorded therein.

If the charter so permits, the counsel may authorize those representing
the company to delegate, totally or partially, their functions to other
members of the counsel.

75. Id.
76. Id.
77. C. CoM., art. 187:

The administrative counsel, or whoever exercises the power of
representation may, among its other powers, appoint functionaries, such
as managers, holders of powers-of-attorney, agents or representatives,
with such titles as are deemed suitable, to carry out the business of the
company or particular aspects thereof and who may or may not be
shareholders.

The functionaries referred to in the preceding paragraph have such
powers as are established by the charter, the by-laws, the regulations
or the respective resolution of appointment.

78. Id.
79. C. COM., art. 156(a).
80. The amendments quoted are English translations of the amendments

actually used in two loan restructuring situations in Costa Rica in 1978 and 1979.
Addition of these amendments is typically achieved by making their enactment
a precondition to drawdown, rescheduling, etc., as the case may be.
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The Company may not, without the prior express approval of the
general shareholders meeting (a) affiliate, merge or consolidate
with any other company or enterprise in law or in fact; (b) ex-
ecute guaranties of any kind; (c) invest in assets of any type not
required for its normal operations; (d) engage in activities dif-
ferent from those set forth in this clause; (e) mortgage, pledge or
in any other manner encumber its assets except in order to guar-
anty a portion of the price of any such asset at the time of pur-
chase, provided that no such purchase money lien shall be granted
with respect to assets acquired from shareholders, affiliates or sub-
sidiaries of the company or from firms controlled directly or in-
directly by such shareholders, affiliates or subsidiaries.

This purposes amendment serves two important functions. First, it
constitutes public notice that covenant-violative acts are ultra 1>ires
as to the borrower; hence, in the event that any such act is sought to
be registered in contravention of the purposes clause, it may well be
refused registration by the Register on ultra vires grounds. Second,
the purposes amendment puts third parties on notice as to the legally-
sanctioned activities which the borrower can and cannot undertake
and hence affords the lender the basis-e.g., the third parties' con-
structive knowledge of the limitations on borrower prerogatives-of a
suit to void any violative transaction on "lack of capacity" grounds.

The two remaining charter amendments are of equally critical
importance. The revocation amendment cancels all outstanding pow-
ers granted by the company up to the time of the amendment, includ-
ing powers granted by the board or otherwise delegated. It does not,
it should be noted, affect powers of representation arising from code
provisions or the charter itself.

The limitation amendment, however, imposes limitations on all
four categories of powers. This amendment is appended to the dec-
laration-standard in virtually all charters-that the company shall be
administered by a board of directors; that it shall have a president
and other officers; that the board may grant powers of all types,8'
revoke them, and grant new powers; that the board may appoint of-
ficers and managers, granting to them such powers as are deemed
convenient; and that the judicial and extrajudicial power of represen-
tation of the company shall inure to the president of the board, who,
in the execution of his duties, shall have all powers conveyed by

81. There are a variety of different types of powers: special, general,
generalissimo, general powers of management, and general judicial powers;
see, e.g., C. Civ., arts. 1253-60.
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Article 1253 of the Civil Code. The amendment first introduces, after
the clauses authorizing the board to grant "powers of all kinds" and
to grant to officers and agents "such powers as may be deemed con-
venient," the statement that "all such powers shall be subject to the
limitations that follow." The amendment then adds the following
paragraph after the reference to Article 1253 of the Civil Code:

The president and vice-president of the board of directors, all
holders of powers of representation, all officers, agents and rep-
resentatives which -have been appointed, are now serving or shall
in future be appointed, the board of directors and the executive
committee shall at all times require the express authorization of
the general meeting of shareholders, granted by final vote: (a)
to invest in assets other than those required for the normal opera-
tions of the company specified in this charter; (b) to engage in
any new line of business; (c) to encumber company assets, other
than to guaranty a portion of the price of any such asset at the
time of the purchase thereof, provided that such asset at the time
of the purchase thereof [sic], provided that such asset has not been
acquired from any shareholder, affiliate or subsidiary of the com-
pany, or from any enterprise controlled directly or indirectly by
any such shareholder, affiliate or subsidiary; (d) to grant loans of
any type to shareholders, officers or employees of -the company,
or to third parties when the total amount of such loans granted by
the company exceeds the equivalent of $50,000; (e) to sell or trans-
fer in any manner assets of the company with a book or market
value, whichever shall be greater, of more than the equivalent of
$250,000; (f) to solicit, contract or undertake agreements or obli-
gations or leases outside the normal course of business, or incur
financial obligations of any type when the total of such obligations
exceeds in any fiscal year the equivalent of $100,000; (g) to make
capital investments or invest in assets in excess of the equivalent
of $250,000 in any fiscal year; or (h) to grant guaranties of any
type. In each instance in which a power is granted or an officer,
agent or representative is appointed, the foregoing limitations
shall be included in the resolution of grant or appointment.

All charter amendments are required by law to be inscribed in
the Commercial Register.82 Once the revocation and limitation amend-
ments have been so inscribed, they constitute constructive notice to
all third parties that the capacity of all individuals holding powers
of representation of the borrower-whether code-granted, charter-
granted, or delegated-to enter into the acts listed in the limitation

82. C. COM., art. 19; see also note 71 supra.
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amendment is merely conditional; that such individuals are, therefore,
under a relative incapacity with respect to such acts; and that, indeed,
no general or generalissimo powers which do not contain the enu-
merated limitations may be granted without shareholder vote-the fact
of which vote, it should be noted, must be registered in order to be
valid."'

In so placing the foregoing legal circumstances in the public
register, the revocation and limitation amendments ensure that any
violative acts effected without the requisite shareholder approval are
voidable under Article 836(3). This, in turn, significantly reduces the
likelihood that a violation would occur since any third party con-
sidering lending to the borrower, taking a mortgage or pledge from
it, accepting the borrower's cross-guaranty, making a payment to the
borrower in exchange for title to borrower assets, or otherwise par-
ticipating in a juristic act prohibited by the lender's negative cove-
nants would, in the exercise of ordinary prudence, be likely to dis-
patch its counsel to check the borrower's entry in the Commercial
Register. It is at this entry that the charter amendments would be
inscribed; it would be this registral inscription which, by the principle
of publicity, would put all third parties on constructive notice of the
limited capacity of borrower agents. Consequently, it would be this
entry which would alert third parties to the fact that the transaction
in contemplation was one which was voidable and consequently, from
its point of view, commercially inadvisable. It is unlikely, therefore,
that third parties would be willing to participate in transactions listed
in the limitations amendment, i.e., the transactions barred by the
lender's negative covenants.

The Voting Trust

Charter limitations on agent capacity are, however, by themselves
not sufficient to ensure that negative covenants will not be violated.
This is so because just as borrower shareholders have the power to
vote the revocation and limitation amendments into the charter, so
under normal circumstances, would they be free to reconvene at any
subsequent time to vote the amendments back out of the charter. If
this occurred, the lender, of course, would find itself precisely where
it was when the deterrent exercise began. Hence, a second enforce-
ment mechanism-the borrower shares voting trust-must be put in
place.

83. C. CoM., art. 235(c).
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Under the voting trust arrangement, the borrower's stock is as-
signed and delivered to a trustee who becomes the record-but not
beneficial-owner thereof, either by virtue of the inscription of his
name on the shares and in the company stock book (for nominative
shares), or by virtue of his physical possession of the shares (for bearer
shares)." The former shareholders are entitled-by the terms of the
trust agreement among the shareholders, the lender, and the trustee-
to submit directions to the trustee as to how the shares are to be voted
on any particular matter. The text of any resolution in favor of which
the former shareholders request the trustee to vote the assigned shares
must, however, be forwarded by the trustee to the lender, and the
trustee is not entitled to accept the former shareholders' voting direc-
tion until and unless the resolution is approved by the lender.s With

84. The following discussion is applicable both to bearer share and to
nominative share corporations. It is strongly recommended, however, that the
lender require that the borrower issue, or, if bearer shares are already out-
standing, convert to nominative shares only. See Keesee, New Challenges to
Investor's Counsel: Legal Risk Analysis and the Work-Out Perspective in LDC
Investment, 5 FEPPEEDiNE L. REv. 305, 339 (1978). Nominative shares and
their transfer are described at C. COM., art. 608, 686-92, and bearer shares
and their transfer are described at C. CoM., art. 668, 712-26.

85. The specific wording of the assignment and vote-limitation clauses uti-
lized in the 1978-79 Costa Rica restructuring situations referred to in Part IV
is as follows:

2. Assignment of Shares

(b) The Assignors [e.g., the former shareholders] hereby irrevocably
transfer all of their right, title and interest in and to the Shares and
to any shares of stock of the Company which they may hereafter ac-
quire (which such future shares, if any, shall also be deemed to be
subsumed by the term "Share") to the Trustee.

(c) The Shares shall be accepted and shall at all times be held by
the Trustee in safe-keeping for the benefit of the Assignors; and the
Trustee shall not sell, transfer, encumber or make any other disposition
of the Shares without the prior written consent of the Assignors and of
the Lender at the expiration of the Term of this Agreement, or (ii)
in the event that the Company is adjudicated a bankrupt and its assets
distributed to its creditors, or (iii) after the Company has been volun-
tarily liquidated, or (iv) in the event of any collection, foreclosure or
other action by the Lender against the Company, which, as certified
to the Trustee by the Lender has resulted in a final settlement of all
Loans and Other Indebtedness as between the Lender and the Com-
pany, then the Trustee shall reassign and deliver the Shares to the
Assignors.
3. Voting Rights

(b) If at any time during the Term of this Agreement an Assignor
wishes to direct the Trustee with respect to any matter to vote the
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the limitations on the powers of officers and the powers that may be
granted by the Board to subsequent attorneys-in-fact, or "mandato-
ries," already amended into the charter, the establishment of the vot-
ing trust subject to lender direction ensures that the erstwhile share-
holders cannot simply reconvene in an extraordinary general meeting
to vote to delete the limitations back out of the charter.86

The voting trust, moreover, has a number of other significant
advantages. Several of the juristic acts, for example, which are typi-
cally barred by negative covenants cannot in any event be effected
by individual officers, but rather must be approved by shareholder
resolution. Among these acts are merger, dissolution, filing for re-
ceivership, and filing for voluntary bankruptcy."' Establishment of
the voting trust with lender control of shareholder votes provides the
lender with the means, which would not be available from the charter
amendment mechanism alone, to prevent those acts from being ef-
fected without lender approval.

Shares transferred by such Assignor hereunder, then no less than 21
days prior to the date of such vote, such Assignor shall deliver to the
Trustee the complete text (the "Text") of the matter with respect to
which the voting direction is proposed to be given; and the Trust shall
within 5 days of his receipt thereof transmit the Text by telex to the
Lender at the notice address set forth in Exhibit E hereto, with a copy
to any Assignor who has not joined in such voting direction. The
Lender shall inform the Trustee by telex no later than 10 days prior
to the date of the vote whether it approves or disapproves of the
Assignor's voting direction with respect to each matter for which direc-
tion is proposed to be given. The Trustee shall not accept the As-
signor's voting direction unless it has been approved by the Lender.
If, as of 5 days prior to the date of vote, the Trustee has not received
a response from the Lender, the Trustee shall by telex request to
convey such response by telex within 48 hours. The Lender covenants
herewith that upon receipt of the aforementioned Trustee telex, it will
inform the Trustee by telex at the Trustee telex address set forth in
Exhibit E, of its approval or disapproval no later than 48 hours prior
to the date of the vote; notwithstanding the foregoing, however, if the
Lender does not so indicate approval or disapproval, it shall be deemed
to have approved.

86. The charter of a sociedad anonima, soci&t6 anonyme, or other analogous
entity can, by the terms of the typical civilian jurisdiction commercial code, be
changed only by resolution of a general and extraordinary shareholders' meet-
ing. See, e.g., C. COM., art. 156. An "extraordinary" general meeting is a
general meeting other than the regularly scheduled "ordinary" general meeting
which convenes annually to approve year-end balance sheets, approve divi-
dends, etc.

87. See, e.g., C. CoM., art. 221 (merger), and C. CoM., art. 855 (voluntary
bankruptcy).
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As do the publicly-registered revocation and limitation amend-
ments, the voting trust constitutes a significant deterrent to third
party participation in violative acts. This results from the fact that
even if the board or an officer of the borrower did issue a power not
limited in conformity with the charter amendments, the lender would
be able to void any act effected by the holder of the power since the
beneficiary of the act would be responsible by the principle of pub-
licity for constructive knowledge of the registered fact that the power
was invalid. Additionally, since the terms of the trust agreement
modify previously registered information bearing on ownership of the
company shares and are, therefore, inscribed in the Commercial Reg-
ister, all third parties are on further notice that all acts requiring
"shareholder" approval must in fact be approved by the trustee.

Three additional positive features of the trust arrangement are:
(1) that since the trust agreement can be protocolized it can form
the basis of a juicio ejecutivo; (2) that since, even with the power of
attorney and charter limitations in place, corporate representatives
retain full power to carry out all functions required in the normal
cause of business, shareholder votes should be required no more fre-
quently than the usual general meeting, and the requirement of telex
preclearance should not be unduly burdensome; and (3) that not only
is the trustee held to a high standard of care in fulfilling his voting
duties,"' but in the normal course, the trustee is likely to be lender's
local counsel and, therefore, particularly non-susceptible to locally-
generated "misunderstandings" or improper influence which could
undermine the lender's control of share voting.

Finally, it should be noted that the trust agreement approach is
dilficult to circumvent. First, it is difficult to envision a situation
wherein a borrower would be able to substitute a "lender approval"
of a voting directive for a "lender disapproval," since the disapproval
would be transmitted in writing-by telex or letter-directly from
lender to trustee. Second, as noted above, the trustee's duty of care
is well elaborated in the codes, the penalties for breach of that duty
severe, and the disincentives to breach multitudinous. Third, it is
highly unlikely that a notary would enter in his protocol book, for
subsequent transcription into the Commercial Register, a statement
that the trustee had appeared before him and voted borrower stock
in a particular way (e.g., in favor of a charter amendment deleting

88. See, e.g., C. COM., arts. 633-62 (note arts. 644 and 645).
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the prior "limitation" amendment, or in favor of a merger or voluntary
bankruptcy) if the trustee had not in fact done so. The registration
of a charter amendment or corporate decision on the basis of such a
protocolized statement of shareholder (e.g., trustee) vote could only
occur if the notary were either defrauded into making the attestation
or himself participated in a fraud. While such eventualities are not
inconceivable, they are relatively improbable. The first scenario is
implausible not only because substantial prison terms are prescribed
as the penalty for defrauding a notary, 9 but also because it is highly
unlikely that given the extent of a notary's code-prescribed duty of
care, he could be deceived into accepting and registering a vote at-
testation not actually made by the trustee." The second scenario is
unlikely both because of the severity of the penalties levied against
a notary who makes a false attestation,9 and because a notary's fraudu-
lent attestation that a trustee had appeared before him at a specified
time and place and made a particular unambiguous statement would
be relatively easy for the trustee to disprove, through, e.g., the testi-
mony of witnesses to his actual whereabouts at such time.

It may be noted for the sake of completeness that at least in
theory, an alternative to the trust arrangement does exist as a safe-
guard against the deletion of the purposes, revocation, and limitation
amendments by subsequent shareholder vote. This theoretical alter-
native consists in the enactment of an additional charter amendment
which provides that no modification of the purposes, revocation, or
limitation amendments would be registrable without the consent of

89. See CODIGO PENAL [C. PEN.] art. 358 (providing a penalty of one to
six years imprisonment for causing the insertion of a false statement in a public
document) and art. 359 (providing a penalty of six to twenty-four months for
falsification of a private document, such as the minute books of a shareholders'
meeting).

90. The civil law notary is under a duty to use the utmost care in ex-
amining the legality, and generally the validity, of the transaction;
this includes, of course, diligent inquiry into the identity and legal
capacity of the parties. If the transaction requires approval by a
third party or by a public authority, he must so inform the parties.
... Intentional or negligent violation of any of these duties may
subject the notary to disciplinary proceedings and to civil liability
for damages. . . . [T]he requirement of notarial form . . [makes
it] more difficult for agents without proper authority . . . to create
the semblance of a valid legal transaction ...

Schlesinger, supra note 4, at 16-17 (emphasis added). See, e.g., C. Civ., art. 629
in text inira.

91. See C. PEN., art. 357, providing a penalty of one to six years for fraud
in the preparation of a public document by a notary in his capacity as notary.
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the lender thereto, in protocolized form and noted in the Commercial
Register.

There is, however, a significant problem with the implementation
of this "lender approval" amendment mechanism. Article 152 of the
Costa Rica Commercial Code states:

The legally convened shareholder's assembly is the supreme au-
thority of the firm, and expresses the collective will on matters
within its competence. Those powers which the law or the char-
ter do not allocate to any other organ of the firm are within the
competence of the assembly.

When registration of the lender approval amendment was sought in
connection with the 1978 Costa Rica work-out, the Office of the Com-
mercial Register interpreted Article 152 as meaning that as the "high-
est corporate authority," shareholders could not agree to auto-limita-
tion, even in connection with a collateralization arrangement. The
argument was made to the registrar that the meaning of Article 152
was not that the shareholders could not contract to forebear from
certain acts for the benefit of third parties, but that as among intra-
firm entities, i.e., the board, the executive committee, individual di-
rectors, the president of the board, officers, and shareholders, the
authority of the shareholders was paramount. This indeed appears
to be the logical interpretation of Article 152 since, in the ordinary
course, shareholders qua shareholders limit the exercise of their rights
by entering into, inter alia, stock retention agreements, voting trust
agreements, and agreements to allow lenders to name board members
in the event of payment default. Typically, such undertakings as
these are accepted by civilian registrars and not attacked as void and
unenforceable, as indeed they would be if they contravened an im-
perative provision of a Costa Rica code, i.e., a provision from which
derogation was not permissible.9" Consequently, it is difficult to ac-
cept the argument that shareholders may not enter into agreements
limiting their use of their shares.

Ultimately, the Costa Rica Registrar's Office revised its interpreta-
tion of Article 152 to allow registration of a lender approval amend-
ment. The issue, however, may be raised in other civil law jurisdic-

92. See, e.g., C. Civ., art. 10: "Neither a general renunciation of the laws
nor a particular renunciation of laws concerned with the public interest is
effective. All juristic acts and agreements against prohibitionary [e.g., im-
perative] laws are null and void unless such laws provide otherwise."
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tions, and the availability of the lender approval amendment mechan-
ism should not be presumed.

Assurance of the Availability of the fuicio Efecutivo

The purposes, revocation, and limitation amendments and the
voting trust agreement are intended, by: (i) depriving the borrower
of the capacity of effect violations; and (ii) creating major disincen-
tives to third party participation in attempted violations, to ensure
that the lender need never resort to litigation to correct covenant
violations. The possibility must not be ruled out, however, that
through bureaucratic error, miscarriage of justice, or other infortuitous
event (as, for example, the inadvertent omission of a portion of the
loan agreement negative covenant provisions from the limitation
amendment), a violation may somehow be effected despite the safe-
guards discussed above and that litigation may become necessary.

Two additional mechanisms can be implemented by the lender
to ensure that if the litigation contingency does so materialize, the
lender will be in the best possible legal position. The first mechanism
is the inclusion in the protocolized loan agreement or mortgage of a
waiver by the borrower of all right to claim that any action based
on the document must be brought as a juicio ordinario because of
alleged ambiguities in the document terms. This waiver, together
with the fact that the loan documentation, the charter amendments,
and the trust agreement are all protocolized and hence, public docu-
ments, should ensure the availability of the juicio efecutivo.

The Penalty Clause

The second "litigation contingency" mechanism is the conclusion
of a "penalty clause" agreement with, as appropriate, shareholders,
officers, and/or directors of the borrower to obviate the problem of
proving the amount of damages resulting from a covenant violation.
Under Article 426 of the Commercial Code, any contract may include
a clause providing for liquidated damages in the event of breach.93

93. C. CoM., art. 426 states:
When a penalty is provided for the non-performance or defective

performance of a contract, except in the case of fraud by the obligor
or an agreement to the contrary, the obligee may demand only the stipu-
lated performance or the agreed upon penalty; but if the penalty is
payable solely in respect of failure to perform within the agreed time
or at the agreed place, the obligor may demand both the penalty and
performance of the contract.
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The obligee can claim either performance or the penalty, and if the
parties specifically so agree, can even claim both. 4  If the parties do
so agree, the penalty that can be claimed in addition to the principal
obligation can be up to twenty-five percent of that principal amount.15

In either case, the obligee is free to sue for consequential damages
arising from a fraudulent breach in addition to any liquidated dam-
ages he collects?

The lender utilizes these principles to deter negative covenant
violation by providing in the agreement that if despite the trust agree-
ment (e.g., by fraud or mistake, or in the event that for any reason the
trust is deemed invalid or unenforceable, as, for example, on the
grounds that it is contrary to public policy): (a) the charter is
amended to revoke or alter the previously enacted purposes, revoca-
tion or limitation amendments; or (b) any act constituting a violation
of the lender's negative covenants is effected by a borrower represen-
tative, then in either such event, the lender will be entitled for each
such breach to a stipulated penalty payment from the obligor under
the penalty agreement.

The obvious advantage of the penalty clause mechanism is that
it eliminates not only the need to establish the amount of damages,
but also the fact that any damages have even been suffered. As Planiol,
perhaps the leading French commentator on the civil law, has ob-
served:

Penalty clauses... [have a double object; first they] serve to over-
come all difficulty as to evaluating the damage suffered by the
creditor and as to the amount of the indemnity which is due him;
they avoid the necessity for a law suit, or at any rate of having an
expert estimate the damage .. .. [Second,] it is not necessary to
inquire whether the creditor has or has not suffered damages as a
result of the inexecution of the obligation .... The agreement as
to a fixed amount was made expressly to avoid all inquiries of such
nature. The penalty is due (and that is one of its great advan-
tages) from the moment that the debtor is responsible for nonper-
formance. 97

94. Id.; C. Civ., art. 711.
95. C. Civ., art. 712.
96. "The penalty clause is effective even if the creditor does not suffer dam-

ages. If the damages exceed the amount of the penalty, the obligee may claim
a greater indemnification only if he proves fraudulent intent on the part of
the obligor." C. Civ., art. 427.

97. M. PLANIOL, TREATISE ON THE Civia LAW 153-55 (11th ed. 1959).
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Beyond the elimination of the need to prove damages, the penalty
clause mechanism provides a second feature of significant value to the
lender: it allows the lender to shift financial liability for breach of a
negative covenant from the borrowing entity to the individual share-
holders, directors, and officers of the borrower-the parties within
whose discretion it is to determine whether a covenant violation will
or will not occur. As summarized by Planiol:

[T]he penalty clause serves to give an action to a person who,
without it, would not have one; that is seen in the case of promises
and stipulations [e.g., by shareholders, officers, etc.] for the benefit
of third parties [e.g., the borrower]. He who promises the act of
another does not promise to do anything personally and conse-
quently, no obligation can arise against him; but it is different if
a penalty clause is added to the contract; he will be obligated to
pay if the third party designated in the act does not do what is
expected of him.98

It should be noted that there would appear to be no question
under Costa Rican law but that an officer, director, or shareholder
may validly contract to be individually liable for the acts of a firm
with which he was associated.99

This personal nature of the obligation allows the lender the op-
tion of collecting the penalty amounts through attachment and sale
of the individual obligor's personal property, and thereby, augments
in two respects the credibility of the lender's threat to litigate in the
event of a covenant violation. First, it eliminates the need for the
lender to move for satisfaction against borrower property whose sale
could materially interfere with borrower operations and loan repay-
ment prospects. Hence, the penalty clause mechanism adds an ele-
ment of "ready invokability" to the lender's litigation option. Second,
the lender is no longer limited to recourse against a borrower which
may be little more than a judgment-proof shell. Again, since litigation
by the lender in these circumstances appears to offer an enhanced
prospect of recovery, lender litigation gains added credibility as a
deterrent.

A problem sometimes encountered with the penalty clause ap-
proach is that shareholders, officers, and directors will resist the as-
sumption of personal liability. This, however, is not a particularly

98. Id. at 153-54.
99. See, e.g., C. Civ., art. 1045-46.
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persuasive ground of opposition, at least with respect to shareholders
and directors, in that lenders frequently require personal guaranties
of company obligations. The execution of the penalty clause agree-
ment simply broadens the scope of the obligors' responsibility to in-
clude not merely breach of the repayment obligation, but breach of
the negative covenants as well.

A theoretical disadvantage of the penalty clause approach is that
the codes of certain civil law systems empower the court in its discre-
tion to reduce the amount of liquidated damages if it appears "proper
to do so." This residual judicial power to interpose the court's judg-
ment in place of the agreement of the parties has, however, been
roundly criticized by commentators, is not permitted in many jurisdic-
tions, and, where permitted, is not widely used.'0°

VII. CONCLUSION

It is not the intention of this paper to arbitrarily adopt a cynical
or misanthropic view of the typical borrower-lender relationship and
then insist upon lender imposition of involuted and draconian methods
as the only means of dealing with the problem. What this paper does
attempt is a demonstration: (1) that negative covenants are of critical,
not secondary, importance in the post-disbursement lending phase; (2)
that because of material variations between common law and civil
law legal principles, the covenant enforcement procedures reflected
and incorporated in a common law jurisdiction lender's loan documen-
tation are likely to be ineffective deterrents to covenant violations in
civil law jurisdictions; (3) that because of the very substantial number
of nations that can be considered civil law jurisdictions, the develop-
ment of enforcement mechanisms that are effective in such jurisdic-
tions is a notably important task; (4) that because of the substantial
common origin of civil law legal systems, a solution to the covenant
enforcement problem developed for one "model" civil law jurisdiction
would have substantial applicability to many others; (5) that Costa

100. See Planiol, supra note 97, at 155-56.
The German... and Swiss Code[s] allow the creditor to obtain greater
damages if he can prove a greater prejudice, and the debtor can ob-
tain a reduction if the indemnity is excessive in comparison to the harm
done. This provision, based on equity, takes away from the penal
clause almost all its usefulness. The project [sic; should be translated
as "draft"] of the Franco-Italian Code of Obligations (Article 101)
retains the principle that the penalty clause cannot be modified by the
judge. The Brazilian Code of 1916 (Article 927) does the same.
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Rica well qualifies as such a "model" jurisdiction; and (6) that, predi-
cated on the analysis of specific provisions of the laws of Costa Rica,
there are four primary enforcement mechanisms-charter amendments,
the voting trust, waiver of juicio ordinario, and the penalty clause-
which effectively ensure the enforceability of negative covenants in
civil law jurisdictions.

To the extent that the foregoing points appear to have been ade-
quately demonstrated, it is further urged that U.S. counsel to lenders
investing in civil law jurisdictions owe a duty to their clients to make
an independent review of the validity of the mechanisms discussed
above and, if satisfied of their effectiveness, take steps to see that they
are implemented for their clients' benefit. Finally, to take a larger
view, it may be observed that few issues point up as well as the
matter of negative covenant enforcement the critical need for U.S.
lenders' counsel, if their clients are to be properly served, to have the
most extensive familiarity possible with the foreign legal systems in
which their clients operate.


