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LEGAL STATUS OF HEADS OF AGREEMENT IN CHILE
El estatus legal de los heads of agreement en Chile

AGUSTIN MARTORELL A.”

Abstract

This article refers to the legal status of the Heads of Agreement in Chile. Since these
legal instruments are widely used in Chile, and they do not have specific regulations,
there 1s the need for construing an argument for understanding their legal effects,
meaning that they may fall under torts or contractual regimes. The article will conclude
that, in order to determine the legal regime applicable to heads of agreement, judges
will need to review whether the consent was formed.
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Resumen

Este articulo se refiere al estatus legal de los heads of agreement en Chile. Dado que
estos mstrumentos juridicos son amplhamente utilizados en Chile, y que no cuentan con
una regulacién especifica, es necesario construir una argumentacion para entender sus
efectos juridicos, lo que significa que pueden encuadrarse en regimenes
extracontractuales o contractuales. El articulo concluird que, para determinar el
régimen juridico aplicable a los heads of agreement, los jueces tendran que revisar si el
consentimiento se ha formado.

Palabras Clave: heads of agreement; responsabilidad contractual, darios extracontractuales,
consentimiento

I. INTRODUCTION

Heads of agreement play a significant role in business development and, in general, in
commercial activity. Broadly, they set the essential terms of the bargain in commercial
transactions. With heads of agreement, parties in a business relation agree on the basic terms
of their negotiation and keep the other aspects open to be agreed in a definitive contract.

There are many reasons why parties may enter into a prelimmary agreement. From a
commercial perspective, parties may want to give effect to their negotiations or ensure, for
example, exclusivity and confidentiality. Although preliminary agreements are more frequent
i common law systems, they have also become an internationally standard practice, and have
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been adopted in other countries that are not common law systems. In particular, industries
based on resource exploration and exploitation, and energy infrastructure development, have
adopted these preliminary agreements. The reasons may vary, but it is more likely that
mternational companies feel more confident with these known documents.

The mdiscriminate use of the preliminary agreements in non-common law legal
systems can lead to problems in jurisdictions with different practices and traditions. The
enforceability and validity of an agreement also differ from one jurisdiction to the other. This,
consequently, demands the analysis of the effect that heads of agreement have in each relevant
Jurisdiction.

Chile 1s also part of the trend in this matter. There 1s widespread use of foreign legal
mstruments without considering the consequences and legal effects. Heads of agreement are
jJust one example of them. The questions that arise then are: what 1s the legal status of the heads
of agreement in Chile? How do they interact with the different legal instruments of the system?
‘What are their effects? Do they generate contractual habilities or not?

These questions are critical to adopt a foreign practice responsibly. Lawyers and all the
participants of the imndustries that use these preliminary agreements should be aware of what
they are doing and the effects or the legal ramifications of their actions, when entering into
these agreements in Chile. This article analyses the legal status of heads of agreement in the
Chilean legal system and provides an answer to the questions previously formulated. In doing
s0, the article offers some general context regarding the heads of agreement and, in particular,
the context of heads of agreement i Chile. Then, the analysis considers whether heads of
agreement i Chile are contracts or preliminary negotiations. The main consequence of this
analysis 1s that if heads of agreement were considered preliminary negotiations, the applicable
regime is the one of torts or the extra-contractual regime. On the contrary, if they are contracts,
the applicable regime 1s the one of contracts. As will be explained, there are quite important
differences between the two regimes. Further, this article discusses the significances and the
relevance of the distinction between understanding heads of agreement as torts or as contracts
and, finally, 1t concludes that the element that triggers the distinction between one option and
the other within the Chilean legal system 1s whether the parties have consented to create
obligations.

II. HEADS OF AGREEMENT

Commercial transactions widely use heads of agreement i the preliminary stages of
negotiations.' In fact, many sectors of the economy use the heads of agreement as a regular
practice.” Joint Ventures are not the exception to this rule.” In this regard, drawing attention to
understanding what the heads of agreement are and their main uses seems necessary to
appreciate their role i the context of, for imstance, joint ventures and, to some extent, in every
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other sector of the economy where they are used. In principle, well-drafted heads of agreement
can be a very useful tool, while an unclear one can be a source of future litigations.'
Consequently, an adequate understanding of the legal nature and effects of the heads of
agreement is critical for lawyers to give good legal advice.” Part IT will explain what is meant by
‘heads of agreement’.

2.1 What are the Heads of agreement?

Heads of agreement is a type of preliminary agreement.” Depending on the jurisdiction,
preliminary agreements can also be Memorandum of Understanding, Letters of Intent, Term
Sheets, among other terms. Regardless of the name, a heads of agreement 1s a device that
precedes a definitive agreement, and whose purpose 1s to enhance the negotiation phase n
commercial transactions.” They are one of the first stages of the lifecycle of a commercial
transaction.’

Although these agreements are currently broadly used, this has not always been the
case. In common law jurisdictions, the courts have not always accepted the enforceability of
preliminary agreements.” They were considered as agreements to agree, and they were even
considered as absurd and contradictory."” However, in the middle of the 20" century, courts
started to recognise these instruments and to give them effect.”” In civil law jurisdictions, the
source of the agreements to agree is not clear, and there are many discussions regarding this
topic.” Nevertheless, at the present time, these jurisdictions extensively use the promise
agreement as a form of preliminary agreement.” On the other hand, heads of agreement are
also used in civil law jurisdictions. Moreover, some civil law jurisdictions have expressly
regulated this kind of agreement." Consequently, although in the beginnings there were some
hesitations 1n its use, today both civil law and common law jurisdictions are familiar with this
nstitution.
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The main peculiarity of the heads of agreement 1s that not all the obligations contained
therein are binding to the parties.” They normally include obligations that are binding to the
parties and other obligations that are not."” This feature constitutes an exception to the general
structure of agreements.” The determination of which of the obligations of the heads of
agreement are to be binding and the intention to be bound of the parties are matters of
considerable debate."”

Accordingly, there are different kinds of preliminary agreements in terms of their
bindingness.” They can go from mere term sheets to plan the negotiations to those that set
almost all the negotiable conditions like the price or the date of execution of the defimtive
agreement.” In this regard, and following the relevant jurisprudence, some authors distinguish
between two different types of preliminary agreements.” Type 1 refers to those preliminary
agreements where parties agree on all the relevant conditions of the business, but there still are
pending the determination of minimum specific details.” On the other hand, there are the
Type 2 agreements where not all the conditions have been agreed yet, but parties express their
will to keep negotiating under certain conditions.” The consequences of each of these types
and their validity will depend on the jurisdiction where they are executed.”

As mentioned above, many sectors of the economy use heads of agreement in their
commercial relationships.” The question, then, 1s what are they used for.

2.2 What are Heads of Agreement Used for?

Heads of agreement are useful to deal with open issues In a negotiation process,” stating
stages to negotiate or giving a schedule to negotiations.” In complex transactions, parties may
require time to analyse carefully the conditions for the transaction, or to conduct a due
diligence process in order to assess the target of the transaction properly.” In this regard, heads
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of agreement offer to the parties the chance to regulate, for instance, how to conduct the due
diligence process, or to discuss the criteria to set a price.

Also, heads of agreement can provide a platform and set the agreed terms in order to
avoid future misunderstandings.” By doing this, parties can enter into a formal and legal
relationship without settling all the details of the commercial relationship and have the
confidence that certain points will not be reopened to be discussed again.”

From another perspective, heads of agreement can also indicate the level of
commitment of a party in relation to the relevant transaction.” Actually, heads of agreement
can be classified according to this criterion.” Parties in complex transactions spend time and
resources assessing the different aspects of the transaction, such as legal, financial, commercial.
In this regard, parties feel more confident spending their resources when the counterpart is
also committed to the transaction.” For example, one of the parties might expect exclusivity
from the other during the negotiation period to know that the investment during this phase 1s
taken seriously by the other party.”

So, as a general statement, heads of agreement are a mechanism to manage the risks
mvolved in early negotiations, and to protect the parties’ interests during these negotiation
stages,” and particularly when things go wrong in the negotiations.” The question that naturally
arises, then, 1s what are those risks. The answer 1s to be found 1n the main content of the heads
of agreement.

2.3 What 1s the Main Content of the Heads of agreement?

Since different sectors of the economy use heads of agreement,” there might be matters
that only apply for a specific sector. Still, it 1s possible to 1dentify some standards or regular
matters that appear in most heads of agreement.” Fach of these matters could be topic for long
discussions, but this article will only discuss in detail the most common matters of heads of
agreement.”
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It 1s necessary to distinguish between those provisions that are generally considered as
binding and those that are not. The provisions that are generally considered as binding to the
parties are the intent of the parties, good faith in negotiations, exclusivity, limitations of
responsibility of the parties, confidentiality and access to information, who will bear the
expenses of the negotiations, events of default or early termination,” and —although not
frequently mentioned— jurisdiction and applicable law.

Each of these topics reflects a risk that parties are dealing with." For example, a
potential buyer of a company might feel more confident in the transaction if he knows that he
1s the only potential buyer due to a clause of exclusivity.” In this case, the potential buyer will
be more likely to mvest time and resources in the transaction if the exclusivity 1s given or if
parties agree to include a break-up fee, because the risk of parallel negotiations 1s controlled.
Furthermore, keeping the transaction under confidentiality might be beneficial for both parties,
avolding the risks of third parties expectations, particularly in major transactions, and the
release of sensitive information, among others.” These are some examples about how the
heads of agreement manage the risks mvolved in transactions.

Regarding nonbinding provisions, they usually consist in matters that parties set in the
preliminary agreement to follow up the negotiations and that will be fixed in the definitive
agreement. For example, parties might have preliminary discussions on procedural
adjustments due to the due diligence findings, or the duration of the due diligence process.
These provisions have been considered nonbinding.

To summarise, heads of agreement are instruments used in the early stages of the
commercial transactions that have the pecularity that not all the provisions therein contained
are binding on the parties. Parties use them to deal with the risks mvolved i the early stages of
negotiations and to set a schedule or a plan for the negotiations. As it looks, the proliferation
of the use of heads of agreement became evident. Chile did not want to stay behind in the use
of these agreements and, consequently, started to use them extensively.

II1. HEADS OF AGREEMENTS: PRELIMINARY NEGOTIATIONS OR CONTRACTS?

The legal nature of the heads of agreement in this discussion refers to the legal category
that heads of agreement have within the Chilean context. Basically, the question 1s whether the
heads of agreement are contracts in their own terms or a previous instrument that leads to a
contract. Rephrasing the question using the legal concept, the question 1s whether heads of
agreement have a contractual legal nature or they fall into the category of pre-contractual
negotiations, and consequently their legal nature 1s extra-contractual.

The mcorporation of these documents into the domestic jurisdiction is not innocuous
and their validity and effects need to be clarified. The challenge that heads of agreement
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present in the Chilean system is that the Chilean law does not provide specific regulation for
them and, consequently, lawyers are walking on eggshells. Basically, a good legal advice in these
complex transactions supposes the proper and deep understanding of the legal institutions
surrounding them. Next parts of this article intend to be a contribution to provide such legal
advice.

As a general statement, in the Chilean civil law the acts of any entity can have either a
contractual or an extra-contractual nature," although there might be overlap in the causes of
actions that arise from them."” The main difference between them lies in the nature of the
obligations, and the applicable legal regime for each of these categories.” Accordingly, heads
of agreement can be either contractual or extra-contractual. Since the heads of agreement are
present at the beginning of the negotiations and there 1s still no clarity regarding the existence
of binding obligations at this stage, it i1s necessary to determine the relevant category into which
they fall. As will be analysed, the legal consequences of these categories are rather different.

The mmportance of this question lies in the consequences of its answer. As will be
discussed below, the validity, effects, and remedies that arise from the breach of heads of
agreement are different based on the answer to the question whether they are contracts or not.
To cite but one example, the items to be mdemnified in case of a breach of a standard of
behaviour that will arise from extra-contractual habilities are different from those that arise
from contractual obligations. To determine the legal status of heads of agreement in Chilean
law it 1s necessary to solve the issue of the nature of heads of agreement.

Consequently, in what follows I will analyse these two options of understanding the
heads of agreement in the Chilean context. As said, they can be either contractual obligations
or extra-contractual standards of conduct.

3.1 Heads of Agreement as Preliminary Negotiations

Preliminary negotiations are the initial phases of the formation of the consent between
parties that intend to enter into an agreement.” At this stage, the parties to a relationship have
not agreed on the conditions by which they will be bound. They are exploring the conditions,
but there 1s no definitive consent.

During the preliminary negotiations, parties are free to set the terms and conditions of
their future stages on the negotiations.” This means, among other things, that parties can
prepare the documents they consider necessary to achieve their goal. For instance, parties
might be likely to set a schedule to discuss the conditions for the transactions.

" RODRIGUEZ GREZ (2009), p. 12. For the purposes of this article, extra-contractual and torts are synonyms and
interchangeable terms.
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This sounds rather similar to the description of heads of agreement discussed above.
In fact, there are some reasons to believe that heads of agreement are preliminary negotiations.
As discussed, heads of agreement consist of instruments used in the early stages of commercial
transactions, so they occur jointly with the preliminary negotiations. Also, the content of the
heads of agreement can be, in some aspects, non-binding on parties, which is the general rule
for the preliminary negotiations. Consequently, there are reasons to consider that heads of
agreement are equivalent to preliminary negotiations in the Chilean context. It is not surprising
that some authors do not make distinctions between these negotiations and heads of
agreement.” Instead, they direct their attention to distinguish negotiations from an irrevocable
offer, because the latter has a specific regulation. This explains why it 1s possible to understand
heads of agreement as preliminary negotiations.

The Chilean legislation does not provide any specific regulation for these negotiations.
The consequence of this 1s that authors and courts must draw from the existing framework in
order to affirm the existence of obligations during this period.” The traditional construction of
duties during this period 1s based on the good faith principle, as a duty to negotiate in good
faith. In addition, these duties can be related to the tension between freedom and reliance that
characterises the relation between the parties in a negotiation process.

The good faith principle has been consistently recognised in the Chilean system.”
Courts have used it as a general principle of law.” The idea of a general principle of law in the
Chilean context means that it not only applies to a certain or specific branch of law but also it
mspires and it 1s spread in the complete legal system, even if the law does not expressly indicate
so. In a recent case, the Chilean Supreme Court affirmed once again that the good faith
principle applies not only in contractual relations but also in all branches of the law, reaffirming
an established position.” In addition, there also are cases where the good faith principle has
been directly applied to the pre-contractual stage.” This means that there is no doubt that this
principle applies to pre-contractual relations.

The legal source of application of the good faith principle is to be found in the Chilean
Civil Code.” Section 1546 of the Chilean Civil Code states that contracts must be performed
i good faith. Good faith requires parties to meet obligations expressly indicated in the contract,
and also all things that, according to the nature of the obligation, the law, or custom, belongs
to the nature of the obligations assumed by the parties in the contract.” Although this section

only mentions contracts, the Chilean Supreme Court have indicated that this section 1s to be
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understood as a general principle of the Chilean law and, therefore, it applies to all legal
situations.”

Based on the above, authors have indicated that during the negotiations phase parties
owe certain duties to each other that arise from the good faith principle.” In general terms,
these duties can refer to the obligation to negotiate in good faith, to share information, be loyal
to each other, among others. The language and the particular obligations that arise from them
are not clear since they are open standards. This implies that the specific content of these duties
cannot be set ex ante and depends on the facts of the specific case. Nevertheless, what this
principle means 1s that although there are no contractual relations during the negotiation
process, parties are not entirely free to do what they want. On the contrary, parties have to
behave according to these abstract standards, in spite of the fact that the determination of their
breach can only be determined ex post.

The legal consequence of the existence of a duty 1s that its breach leads to the liability
of the offender. Accordingly, authors have created the figure of pre-contractual hability, which
refers to all damage suffered during the process of consent formation.” The principle here is
that 1f a party in a negotiation breaches the duties that arise from the pre-contractual standards
of conduct based on the good faith principle, he has to respond for all the damages caused. Of
course, this does not mean that a party that 1s negotiating a transaction 1s obliged to enter mnto
a final agreement.” On the contrary, the general rule is that the early conclusion of negotiations
does not imply a breach of any duty.” There 1s a special concern in order to avoid the excessive
limitation of the freedom to negotiate without the obligation to reach an agreement.” The only
obligation that parties would have at this stage 1s to conduct the negotiations in good faith. As
said, since these duties are general and abstract standards of conduct, they cannot be specified
ex ante, and to know if there is a breach of them courts will need to review them on a case-by-
case basis.”

The legal nature of the duties found in the pre-contractual stage is extra-contractual.”
This issue has generated some debate between the authors.” However, nowadays most authors
in the Chilean context do not doubt the conclusion that the nature of the duties or the
applicable regime to the preliminary negotiations is extra-contractual.” Also, authors consider

7 Jimenez con Armyo (2011), c. 4°.
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that during this stage parties have not reached an agreement yet, and subsequently, there 1s no
intention to be bound in terms of contractual obligations.” The main reason to support this
position 1s that the pre-contractual liability purpose is not to protect the interests of a creditor
but to safeguard general interests, such as freedom of contracting.” The Chilean Supreme
Court also has reached the same conclusion.”

One of the critical points here, then, is that if heads of agreement are understood as
preliminary negotiations, the content of them 1s not binding on the parties, and parties can
review and reopen points in the negotiations as if they never were agreed, provided that they
respect the standards of behaviour that arise from the good faith principle.” This is because
extra-contractual standards of conduct do not provide specific obligations of performance ex
ante.' Thus, heads of agreement would not oblige parties to accomplish certain agreed
obligations but to observe a certain standard of behaviour. Also, the applicable legal regime for
the breach of these standards of behaviour would be torts.

To summarise, preliminary negotiations are essentially extra-contractual duties of care
that parties owe to each other due to the particular situation of negotiating the terms of a
contractual relationship based on the general principle of good faith.” There is some similarity
between preliminary negotiations and heads of agreement. If heads of agreement were
considered as preliminary negotiations, their legal nature would be extra-contractual and their
content would not be binding on the parties, carrying with that all the consequences that imply
and this article will discuss below. Prior to discussing these consequences, it 1s important to
analyse the other possible understanding of the heads of agreement that makes them more
similar to a contract, and consequently, makes them fall into the category of contractual
obligations.

3.2 Heads of Agreement as Contracts

In the Chilean context, the second approach that is possible regarding heads of
agreement 1s to understand them as contracts. The Chilean Civil Code provides a definition of
contract.” According to this definition, a contract or convention is an act by which one party
assumes the obligation with respect to another to give, to perform or not to perform
something.” Authors have criticised this definition saying that it treats as equivalent conventions

“” CELEDON & SILBERMAN (2010), p. 78.
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and contracts, when technically speaking a contract is a specific type of convention.” Assuming
the distinction made by the authors, a convention 1s an agreement of two or more parties that
intends to produce legal effects in general, while a contract 1s an agreement with the specific
purpose of creating obligations on the parties that enter into it.” Consequently, when one says
that a heads of agreement 1s a contract 1s saying that the main intention of it is to create an
obligation on the parties that are entering into it.

Beyond the name, there are many reasons to understand heads of agreement as
contracts. First, this article has explained that heads of agreement are mstruments that parties
in a commercial transaction use expecting that they would imply a higher level of commitment
of the other party.” This expectation would have no sense if heads of agreement were not, at
least to some extent, binding on the parties. Also, heads of agreement are instruments that may
contain the intention of the parties regarding certain matters and they, definitively, are expecting
to be bound by such terms.” Take for example a confidentiality clause that parties agreed in a
preliminary agreement to facilitate a due diligence process prior to the possible acquisition of
a company. By this clause, the potential vendor is trying to protect the information of its
company and to restrain the use of such information. Provided that the contract itself 1s vahd,
this vendor 1s certainly expecting that this clause 1s enforceable, which means that it 1s binding
on the parties. Otherwise, the potential vendor would never have the confidence to provide
sensitive information to a third party. Far less in a context where there 1s no specific clarity of
the standards of behaviour required for preliminary negotiations. Consequently, parties may
face the heads of agreement as if they were assuming obligations in a contractual meaning. At
this point, this article 1s not defending this position but just indicating that there are reasons to
understand heads of agreement as contracts.

If heads of agreement were contracts, in the Chilean context it is necessary to distinguish
between two possibilities. First, there 1s the promise agreement, which 1s a regulated agreement.
The other possibility 1s that heads of agreement falls into the general category of innominate
or non-regulated agreements. Both present different features and effects, so it 1s necessary to
make such differences clear.

3.2.1 The Promise Agreement

The promise agreement is a regulated contract.” A regulated contract in the Chilean
context means that the conditions to enter into this agreement are stated in the law.” It is
regulated in Section 1554 of the Chilean Civil Code." This section applies to all promise

" MEZA BARROS (2007), p. 9.
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agreements, no matter the specific content of the promise. In other words, this regulation 1s of
general application.” The promise agreement consists of a contract that is entered into by
parties in which they assume the obligation to enter into another definitive agreement.”

The promise agreement has certain formal requirements to be legally binding.” In fact,
Section 1554 of the Chilean Civil Code states that the promise to enter into an agreement does
not produce any effect, unless it is entered into fulfilling the requirements indicated therein.”
These requirements are that the promise has to be written,” that the promised agreement shall
not be mvalid or null,” that the promise agreement mentions the term or condition to enter
into the definitive agreement,” and that the promise agreement shall contain all of the terms
and conditions of the promised agreement, so the only steps left are the legal formalities
required to enter into the definitive agreement.”

Maybe the most important of these requirements for the purposes of this article is the
last. This requirement obliges the parties to set all the conditions of the definitive agreement in
the promise agreement, which, as seen above, 1s not necessarily the general rule regarding
heads of agreement. As a matter of practice, when parties are entering nto a promise
agreement, they generally attach a version of the definitive agreement to it as an annex. This
practice responds to the requirement abovementioned.

The requirement of setting all the conditions of the definitive agreement in the promise
agreement gives the latter a similar structure to the heads of agreement Type 1. As indicated
above, Type 1 refers to those preliminary agreements where parties agree in all the relevant
conditions of the business, but there are still pending the accomplishment of specific details.”

The use of promise agreements 1s widespread in some Chilean industries. For instance,
1t 1s very common to entering into a promise agreement prior to acquiring real estates. The
reason of the use of this type of agreement in this industry responds to the features of this
particular industry. For example, the potential buyer normally has to obtain the financing for
the operation. So, although the parties have all the conditions set, the financing approval
appears as a condition to the execution of the definitive agreement. This 1s a quite simple
example of the use of the promise agreement. The resources industry, though, 1s rather more
complex. Consequently, it 1s harder to find promises agreements as a general practice, although
you might find preliminary agreements in general.

* ALESSANDRI (2003), p. 839.
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3.2.2 Heads of Agreement as Innominate Agreements

Chilean private law is widely inspired by French private law.” The Code Napoleon is the base
of the Chilean Civil Code.” In fact, the Code Napoleon is the legal background for many of
the private law codifications present in Latin America.” Understandably, many of the principles
that inspired the Code Napoleon were reproduced in the Latin American countries. This
mspiration extends from the idea of codification itself to the form in which law professors teach
private law in the Latin American universities.” In this regard, contract law is not an exception.”

One of these principles —and maybe the cornerstone of the Chilean private law— 1s the
principle of will’s autonomy.” Philosophically speaking, this principle is twofold. First,
according to this principle, no man can be obliged to something that has not previously
consented.” On the other hand, the obligations that a man has freely accepted should have
effects.” Economically speaking, the principle of autonomy is the most important expression
of economic liberalism and allows the free circulation of goods.” Beyond the interesting
discussion regarding the justifications for the principle of autonomy,” the point to be made
here 1s that contract law in Chile is subject to this principle.™

The principle of autonomy takes, in the specific field of contract law, the form of two
different principles."™ First, there is the principle of contractual freedom."” According to this
principle, parties In a transaction are free to set and agree on the terms of their relations,
provided that it does not contravene public morality or public order.” Consequently, parties
can freely agree on the terms that they consider proper, provided that these terms do not
contravene public order. Second, there is the principle of consensualism."” According to this
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principle, the contract comes into existence when the offer and acceptance converge." This
principle 1s the general rule in the Chilean Civil Code, although there are specific exceptions
where in addition to the convergence of the acceptance and the offer are required some
formalities like registration."”

From both of these principles arise many legal problems such as what public order
means, when the acceptance should be considered as free, and so on. Nevertheless, the analysis
of these problems 1s far beyond the scope of this article. What needs to be noticed, though, 1s
that according to these principles, parties in a relation can freely agree what they consider
pertinent, and as a general rule the mere convergence of their intention 1s enough to conclude
agreements.

Due to the above, preliminary agreements can fall into the category of non-regulated or
mnominate agreements, as opposed, for instance, to the promise agreement, which 1s a
regulated agreement.™ As said, based on the autonomy principle, the Chilean Civil Code allows
the parties iIn a commercial transaction to enter into agreements that are not expressly
regulated, unless they are null or void under the legislation.™ So if the parties want to regulate
matters during the preliminary phases of a commercial transaction, the only limits they have
are the limits set for all agreements, such as legal capacity, and public order. The key issue to
understand heads of agreement as innominate agreements, then, is the consent formation
among the parties in the commercial transaction.

If heads of agreement were considered contracts, whether they were promise
agreements or innominate agreements, the legal nature of the obligations contained therein 1s
contractual as opposed to extra-contractual or tort liabilities. The difference between
contractual and tort or extra-contractual obligations are quite important within the system.
Consequently, now it 1s necessary to analyse the significances of this. The next Part IV will
provide a detailed analysis of the consequences of assuming the heads of agreement as
contractual obligations or as preliminary negotiations.

3.3 Is There a Legal Nature of Heads of Agreement in the Chilean Legal System?

3.3.1  The Problem of the Categorisation

As previously analysed, the main feature of the heads of agreement 1s that they contain
both binding and non-binding obligations, and the parties to an agreement can set the terms
and conditions of a particular preliminary agreement freely." Also, the language of the heads
of agreement varies in each particular situation, so it 1s not possible to indicate ex ante the legal
nature of a particular heads of agreement. However, what indeed can be 1dentified 1s the
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element that makes the difference between heads of agreement as contractual obligations or
heads of agreement as duties of care under extra-contractual law. This 1s the consent. If there
1s consent, parties have entered into an agreement. If there 1s not, then they are in the tort field.
The question that now needs an answer then 1s when the consent 1s formed in the Chilean Law.

3.3.2 Consent in Chilean Law

The consent or agreement does not need to be regarding a complete transaction. It 1s
possible to create specific obligations to set the conditions to enter a commercial relation. For
mstance, it 1s not necessary to have an agreement over all the terms of a purchase. Instead, the
consent may be regarding specific obligations, such as exclusivity and confidentiality. As will be
seen, what matters the most 1s the convergence of the offer and the acceptance. This 1s because
the consent or agreement under the Chilean law consists of two different legal acts: the offer
and the acceptance. Only when the offer and acceptance converge, the contractual obligations
are created and have legal existence.” This construction is common in both civil law and
common law jurisdictions."” Of course, this statement does not say too much, so it requires a
further analysis of the each of both elements.

1. The Offer

Historically, Chilean legislation has not provided a conceptual definition for the
concept of offer.” The Chilean Supreme Court, however, has said that the offer is the
expression of willingness in order to give, perform or not to perform something."” In addition,
authors agree in a definition of the offer saying that the offer 1s the unilateral act by which one
party proposes to another the conclusion of an agreement in such a way that, if the other party
accepts without conditions, the consent 1s formed, and parties have entered mto an
agreement."”

Due to increased interest in the matter, now Chilean legislation provides three different
regimes that regulate the offer."” First, there is the Commercial Code, which regulates the
requirements for the offer in commercial acts," then the offer for consumer law purposes,"”
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and finally the offer for purchase of international goods." For the purposes of this article, the
relevant regulatory framework 1s the one provided by the Commercial Code, although some
of the requirements apply to all these frameworks."™

122

The offer has to comply with certain requirements to be valid. ™ In addition, there are
many categories to analyse the offer in terms of the means to do so.” Besides the means of the
manifestation of an offer, the crucial factor is to identify the necessary elements to have a valid
offer under the Chilean system.

(1) The Intention to be Bound

‘When a party 1s offering to enter into a commercial transaction, its manifestation needs
to be serious and under the understanding that, if the other party accepts the offer, the former
will be bound by what he or she offered.” Authors have indicated that there are two
requirements to recognise an offer made with the intention to be bound."™ First, there must be
an intention of the party to be bound by the exact terms of the offer.” Second, the intention to
be bound must be indicated in the offer.” The latter does not mean that the offer needs to say
literally that the party wants to be bound.™ It is necessary that the situation allow concluding
the intention to be bound.” Other authors have identified the intention to be bound with the
intention to seek an end recognised by the law."

Case law has not added too much to this requirement. There 1s only one 1dea that
originated i the Chilean courts which 1s worth highlighting. The Appeal Court of Santiago has
indicated that the manifestation of willingness 1s not necessarily linked to any specific
sacramental formula. Any expression of it is enough for the creation of the agreement.”™ This
1dea 1s in connection with the above mn terms that what 1s relevant the most 1s that from the
context can be deducted the intention to be bound. No matter whether there is a specific
formula to express such intention or not.

(11) Precision or Completeness of the Offer

120
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The offer has to be complete or at least indicate all the essential requirements of the
proposed agreement.” This requirement sounds clear but when applied to concrete cases it
shows many difficulties.”™ Also, in the fields of consumer law it has generated many practical
difficulties.”™ The determination of the precision of the offer and its completeness is a matter
of fact and needs to be analysed on a case-by-case basis.”” However, there is this principle that
states that 1f the contract 1s regulated it has to contain all the essential elements indicated by the
law and, 1f it 1s a non-regulated contract, then it has to have all the elements that allow to the
acceptant to accept in a simple manner." Of course, this principle is still subject to the same
practical problems, but at least it gives a more or less clear idea of what to expect.

(i1) Offer to a Determined Person

The third requirement of the offer in the Chilean system is that it has to be to a
determined person.” This requirement raises many discussions in consumer law."™ However,
i the context of complex commercial transactions that use the heads of agreement 1s less
probable to have offers to undetermined persons that may raise issues with regard to this
requirement.

To summarise, the offer 1s a unilateral act that requires to be made with the intention
to be bound, in complete terms, and to a determined person. In addition to these
requirements, there are the general requirements for every act that attempt to have legal effects
within the Chilean legal system. This means that the person that makes the act has to have the
legal capacity to do so, and that the willingness 1s not affected by a nullity cause stated in the
law. Also, to create an agreement the offer has to be available for acceptance or in force at the
moment of the acceptance.”™

2. The Acceptance

The acceptance 1s the act by means the recipient of the offer expresses its conformity
with the terms of the offer." If the acceptance meets its legal requirements, then there is a
meeting of the minds and, consequently, an agreement.” These legal requirements are the
following.
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(1) Correspondence between the Olfler and the Acceptance

142

According to this requirement, the offer
" This 1s a traditional view that has
"' In fact, it has been overcome

The acceptance cannot modify any part of the offer.
and the acceptance have to converge in the same terms.
generated many problems in modern commercial transactions.
by the modern practice.

(1) The Acceptance Must be Communicated Promptly

Two elements should be noticed regarding this requirement. First, the acceptance must be
communicated, the method does not matter.'” In this regard, the acceptance can be explicit or
inferred from conduct. In some circumstances, a specific method of acceptance could be
required.”” Also, in some qualified circumstances the silence can constitute a method of
acceptance.”™ Second, the acceptance must be prompt.” This means that the acceptance has
to be communicated while the offer is in force.”™

There are many other rules that regulate some specific 1ssues like the acceptance sent by
post, or others that are out of the scope of this article. What should be noticed here 1s that only
when a valid offer converges with a valid acceptance the consent is formed and, consequently,
it 1s possible to 1dentify a contract with all the consequences analysed above. Accordingly, heads
of agreement are only contracts when from the particular circumstances the judge can infer or
construe the existence of a valid offer and its valid correlative acceptance. Next section will
briefly discuss some practical ideas regarding the status of heads of agreement within the
Chilean legal system.

3. Consent and Heads of Agreement

As has been discussed, the element that distinguishes between heads of agreement as
contracts and heads of agreement as preliminary negotiations is the consent. Since the specific
content of heads of agreement 1s a matter of fact the conclusion cannot be just one, it will
depend on the specific case. However, what judges and all the relevant actors must bear in
mind 1s that the element that will make the distinction 1s the consent.

For instance, if a written heads of agreement only contains a schedule for negotiations
it 1s more likely to be categorised as a preliminary negotiation. In this case, the consent does
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not form and specific obligations are not assumed. Thus, parties would only owe to each other
a standard of conduct based on the good faith principle. On the contrary, if, for instance, a
memorandum of understanding contains specific obligations like confidentiality, exclusivity,
and parties agreed validly to them, those obligations are enforceable. More complex would be
the case of the promise agreement, where the obligation is to enter into the defimitive
agreement. However, due to the strict requirements of the promise agreement 1s not very likely
to see a party assuming obligations without the consciousness of doing it.

Lawyers must identify the interests of their clients in order to follow a strategy according
to those mterests. For instance, if a client 1s only approaching a possible business without clear
mtentions of entering mto a formal agreement, the role of the legal advisor 1s to avoid
mstruments or behaviours that could be interpreted as offers or acceptances. Conversely, if
there 1s a serious mtention of being bound —or binding the other party— in a commercial
relation, lawyers should approach making clear offers or acceptances. They should always,
though, have in mind the consequences of each of the paths.

IV. WHY IT MATTERS: THE DIFFERENCES BETWEEN HEADS OF AGREEMENT AS
TORTS AND AS CONTRACTS IN CHILE

There are many differences between the regime applicable to preliminary negotiations
—which 1s the extra-contractual or torts regime— and the regime applicable to contracts. Some
of these differences are more important than others for the purpose of this article.” Assuming
that, this part will focus on the most important differences between understanding the heads of
agreement as contracts or as extra-contractual standards of behaviour.

4.1 Negligence

While in the Chilean contract law negligence admits different categories, in torts
negligence is one and only one category.”™ At this point, we are only referring to negligence and
explicitly excluding the discussion about the intentional breaches or wrongful misconduct.”
Negligence 1s part of the subjective attribution of responsibility. It applies to both contractual
and torts actions."”

In torts, negligence means the lack of due diligence in performing an action.” This
kind of negligence does not admit different categories, and its analysis must be in abstract."”

" For a complete analysis see, generally, BARROS (2006), pp. 978-1071.
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The latter means that judges should appreciate the lack of due diligence according to general
standards of conducts instead of the appreciation of the particular situation of the offender."”
The standard required by torts 1s the good pater familias.

8

Unlike torts, contractual negligence admits three different categories of negligence.”
Section 44 of the Chilean Civil Code provides this categorisation.” First, there is gross
negligence. Gross negligence, according to the cited provision, means not to manage the third
party business with the duty of care that even negligent persons tend to have with their own
businesses.” This negligence standard is the minimum recognised in contractual relations, so
it is assimilated to wrongful misconduct.””" Second, there is slight negligence, which is defined
as the standard of care that people generally use in their own business."” This is the general
rule for the majority of the legal systems." Finally, there is very slight negligence, which the
Chilean Civil Code defines as the duty of care that a thoughtful man would employ in his own
meaningful businesses.""

The relevance of the distinction included in contractual negligence 1s that different
contracts will imply different requirements of care.” Chilean Civil Code states that if a contract
1s only beneficial to the creditor, then the debtor only has to respond for gross negligence."
For example, in a donation that only benefits one party, the donor will only respond for gross
negligence. In turn, if a contract 1s beneficial for both parties, then the applicable standard 1s
slight negligence."” Finally, if the contract only benefits the debtor, the debtor is responsible for
very slight negligence."”

Consequently, if heads of agreement were considered preliminary negotiations, the
standard of conduct required 1s only one. The analysis would be in terms of whether the actions
of the offender breach a general standard of care expected from every reasonable person in
his or her situation. On the contrary, if heads of agreement were considered contracts, then
judges will need to review the obligations assumed in the contract and to analyse if it 1s an
agreement that benefits the creditor, both parties, or the debtor, to determine whether the party
that fails to comply with the obligation was obliged to do so according to the specific standard
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required for the particular agreement. In the latter case, practice suggests that the general rule
1s that heads of agreement are beneficial for both parties, so the standard generally applied
would be the shlight negligence. However, it 1s not hard to imagine situations where only one
party may benefit from a preliminary contract. For mstance, if the heads of agreement only
contains an obligation of confidentiality for one party, then the standard required may change.
The specific standard will vary according to each particular heads of agreement. These
distinctions have been widely applied by the Chilean Supreme Court."”

4.2 The Proof of Negligence

As a general rule, in Chilean contract law the breach of an agreement 1s presumed as
negligent, while in torts the claimant has to prove it.” In fact, regarding the contracts, section
1698 of the Chilean Civil Code states that the burden of proof of the existence of the obligation
lies with the claimant.” Once the claimant has proved the existence of the obligation, the
negligence 1is presumed.”™ Consequently, the defendant is the one who has to prove that he
acted with the diligence required for the specific obligation or that there were reasons such as
force majeure that release him to comply with such obligation.” The Chilean Supreme Court
has recognised this construction.” Also, scholars have reached the same conclusion."”

On the other hand, the injured party in torts has to prove that the other party breached
the standard of conduct required by law.” This means that the burden of proof lies with the
claimant.”” So this case 1s just the opposite of contract law."”

Regarding heads of agreement the difference is clear. If heads of agreement were
preliminary negotiations, and consequently the applicable regime would be extra-contractual,
the affected party by an alleged breach would bear the burden of proof of negligence.” On the
contrary, 1f heads of agreement were contracts, the neglgence would be presumed, and the
claimant needs only to focus on the proof of the existence of the obligation allegedly breached.

" See Arce con Silva (1953). This case is considered as essential to understand how courts use the different
categories of negligence.
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4.3 Statutory Limitations of Actions

There are differences between torts and contractual habilities in terms of commencing
actions in court.™ Section 2515 of the Chilean Civil Code sets out a limitation period for the
commencement of actions derived from contracts, as a general rule.”™ According to this, the
limitation period for the legal actions that arise from a breach of a contract 1s five years from
the date when the obligation becomes due.™ There are some exceptions to this rule but they
are not relevant for the heads of agreement context.™

The above-indicated period does not apply to torts causes of actions.™ In fact, in torts,
although there also are some exceptions, the general rule for the limitation period 1s four years
from the performance of the fact that gave rise the cause of action.™ Both contractual and torts
limitation periods are set out by the law and parties cannot agree to extend them."™

The consequences of the statutory limitations in Chile are a matter of considerable
debate.”™ Authors have debated whether it is the right to commence a legal proceeding or the
obligation itself that is precluded by the limitation.™ Besides this interesting doctrinal debate,
there 1s a crucial practical consequence of the expiration of a hmitation period. This
consequence 1s that it creates a defence for the defendant against any claim based on the action
allegedly committed or right supposedly affected.

Between the fourth and fifth year it becomes critical. During this period, only the
contractual cause of action 1s still possible, without creating a defence to the defendant. When
parties are making significant investments in the preliminary stages of a project, they may be
willing to preserve the causes of actions for as long as possible. If heads of agreement were
considered contracts, the limitation period lasts one additional year compared to the general
limitation period of torts causes of actions. This year can make the whole difference in the
success of a legal action.
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4.4 The Structure of Causes of Actions

The causes of actions are different for contracts and torts i case of breaches of
contractual obligations or standards of behaviour, respectively.™ Contracts, in civil law systems,
create obligations to give something, to perform an action or to not perform a specific action."
Consequently, in cases of breaches of contracts the plaintiff 1s able to seek, mn addition to
compensation for the damage caused, the compulsory performance of the breached
obligations.” Since this 1s not the general rule in common law systems," this idea requires
further explanations.

Section 1460 of the Chilean Civil Code distinguishes between three different types of
obligations."” First, there are the obligations to give something, which may mean the obligation
to transfer the property or any other real right, or to give the tenancy over an object.” Second,
there are the obligations to perform something, in which a person or legal entity assumes the
obligation to execute a certain action,” for instance, rendering a service or an art piece. Third,
there are the obligations to not perform a specific action. The purpose of this third type of
obligation is the abstention to perform an action that otherwise would be permitted.” This is
consistent with Section 1438 of the Chilean Civil Code, that sets forth that there are three types
of obligations: obligations to give, to perform or to avoid certain action or result.

These three categories have an important difference regarding the remedies that the
plaintiff can claim in a case of breach.”” In obligations to perform, the plaintiff is able to choose
between the payment of compensation or the specific performance of the relevant obligation.™
Likewise, in obligations to not perform an action, the plamntiff can choose whether to seek the
compensation or the compulsory undoing of the action done in breach of the obligation.” In
the obligations to give, the plaintiff does not have this option.™ In the case of the obligations to
give, plaintiffs have first to seek the enforcement of the obligation of giving, and only when 1t 1s
not possible to comply with such obligation, can the plaintiff seek compensation.”" Although
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the Chilean Civil Code does not expressly indicate this conclusion, authors have systematically
construed the Chilean Civil Code reaching this conclusion.”™ Some authors go beyond this
distinction and indicate that in all cases the first option of the plaintiff should be the compulsory
performance of the obligation instead of direct compensation.™

The applicable regime in torts is different. Since the ground for compensation is the
damage, the right that arises for the victim is always compensation.”* The compensation arises
to the vicim because the main purpose of torts 1s to compensate a person injured by a breach
of a standard of conduct that affects an interest protected by the law.” Consequently, there is
no option between specific performances in torts law. It 1s always the right to compensation
that arises.

The relevance of this for the heads of agreement analysis 1s crucial. If heads of
agreement were considered contracts, the affected party by a breach would be entitled to
enforce the specific obligation contained therein. For instance, if there were the obligation to
provide certain information, the affected party would be entitled to enforce such obligation,
obtaining the information stated in the agreement. More important is the case of the promise
agreement. According to the Chilean Civil Code,” the promise agreement creates an obligation
to do. This obligation to do means the obligation to sign the definitive agreement. Accordingly,
if parties enter into a heads of agreement in the terms of a promise agreement, they will be
creating an obligation to sign the definitive agreement. In practice, it 1s unlikely to see a party
compelling the other to enter into an agreement. Even more if it supposes a long-term
relationship. However, it 1s important to be aware of the legal consequences and effects of
certain mstruments. Legal advice cannot ignore the rights and duties that are being created,;
whether or not they are likely to occur.

On the other hand, if heads of agreement were considered preliminary negotiations,
the only right that would arise in a case of breach of the standards of behaviour would be
compensation. Consequently, there 1s no chance to compel the other party to perform specific
actions. The only right that the victim has 1s a compensation for the loss suffered. This leads
us to the other relevant point of the distinction: the differences in what can you obtain as
compensation in these two different legal regimes.

4.5 The Compensatory Damages

There are two important issues regarding the remedies available to the vicim of a
breach of standards of care or contracts.”” Both are related to the measure and remoteness of
the damages to be compensated. As a foreword, the only damages recognised in the Chilean
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system are compensatory damages.” Within compensatory damages, there are two different
categories. First, there are the proprietary damages, which refers to the economic losses of the
victim.” Within them, there are direct losses and losses of profits.”’ The second category refers
to losses that cannot be preliminary calculated in market terms.”" In general, the Chilean
authors refer to them as moral damages,” or also can be identified in a more sophisticated
version as non-pecuniary damages.”” The latter has relatively recently been recognised by the
English law.™

The other relevant category that requires explanation 1s foreseeable and unforeseeable
damages.”” This category applies to proprietary damages above mentioned, and refers to the
remoteness of the damages.”’ Foreseeable damages are those that were predictable at the time
when the parties entered into an agreement,”” or by the time of the occurrence of the breach
of the standard of conduct.” On the contrary, unforeseeable damages are those that could not
be expected by the parties at the time of entering into the agreement,”™ or the moment of the
breach of the standard of conduct.” Having said that, it is possible to understand the
differences between the both frameworks.

Extra-contractual Lability operates the full compensation of the damage principle.”
According to this principle, the mjured person has to be placed in the condition where he or
she was before the action that caused him or her damage.”™ Three important consequences
arise from this principle. First, the quantum of the compensation must be 1 accordance with
the damage caused and not with the seriousness of the offence.” Second, the quantum of the

" AZAR (2009), p. 24.

* RODRIGUEZ GREZ (2009), p. 225.
** RODRIGUEZ GREZ (2009), p. 225.
“" RODRIGUEZ GREZ (2009), p. 225.
* See, eg., RODRIGUEZ GREZ (2009), p. 225; BARROS (2006), p. 990.
* See, generally, BARRIENTOS (2008).
" ATIYAH & SMITH (2005), p. 422.

** RODRIGUEZ GREZ (2009), p. 229.
" Cvil Code, S. 1558.

*” RODRIGUEZ GREZ (2009), p. 229.
* BANFI (2012), p. 3.

* RODRIGUEZ GREZ (2009), p. 229.
* BANFI (2012), p. 3.

“ Cvil Code, S. 2329.

* DIEZ (1997), p. 160.

“ DIEZ (1997), p. 161.
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compensation must be equivalent to the damage caused.” Finally, and related to both
previously mentioned, all damage suffered by the victim must be compensated.™

The third consequence 1s what triggers or evidences the main difference with the
contractual compensatory regime.” Using the framework described above, the third
consequence means that in a case of breach of a standard of conduct all the damage, namely,
the direct losses, the losses of profits, and the moral damage, as well as all the unforeseeable
damage must be compensated. As will be seen, the contractual regime does not follow the
same rule.”

In contractual relations, the recognition of the full compensation of damage principle
1s limited.™ The limits come from two different aspects. First, in the contractual regime the
unforeseeable damages are only compensable when the defaulting party has acted with the
intention to breach the agreement or wrongful misconduct.” Consequently, in cases of
negligence, whichever 1s the standard of negligence required according to the specific
agreement, unforeseeable damages are not compensable.™

The second significant difference refers to moral damages. In Chile, the compensation
of moral damages within the contractual framework has been a matter of intense debate over
the years.” Historically, moral damage has been repaired neither in the contractual nor the
extra-contractual regime.”™ However, in the ‘20s the courts began to recognise it, but only for
the extra-contractual regime.” During the ‘50s, the courts started to hesitate to include moral
damage in contractual fields.” Today it is possible to find many judgements of the Chilean
Supreme Court that recognise moral damage in contractual relations.”” Besides these cases, the
Chilean Supreme Court continue hesitating in the acknowledgement of moral damages in
contractual responsibility because there is no explicit law that recognises it.”” This hesitation
creates a significant difference between the regimes. While there 1s a general agreement

* DIEZ (1997), p. 161.
* DIEZ (1997), p. 161.
= DOMINGUEZ HIDALGO (2012), p. 564.
* DOMINGUEZ HIDALGO (2012), p. 565.
= DOMINGUEZ HIDALGO (2012), p. 564.
= Civil Code, . 1558,

* DOMINGUEZ HIDALGO (1998), p. 240.
' See JANA & TAPIA (2004), p. 173.

“* JANA & TAPIA (2004), p. 176.

“ JANA & TAPIA (2004), p. 176.

“ JANA & TAPIA (2004), p. 176.

* See, eg., Stange con Ripley Puerto Montt South Store (2013); Ocharan con Gonzalez (2014); Morin con
Empresa Chilquinta Energia S.A. (2010).

* JANA & TAPIA (2004), p. 180.
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regarding the compensability of moral damages in torts, in contracts the Chilean Supreme
Court and the doctrine have struggled to create a space for them.

Consequently, 1f heads of agreement were preliminary negotiations, the scope of the
compensations would be broader than the contractual and, especially regarding the moral
damages that may arise from the breach, there would be certainty that they are compensable.

As has been seen, the regime applicable to heads of agreement has many legal
consequences. Lawyers and the relevant stakeholders cannot ignore these 1ssues. However, we
know that heads of agreement are an instrument designed by parties and, accordingly, they do
not have a prior specific content. Thus, we need to address the i1ssue whether they are
agreements or not to attend to the rules that provide the Chilean system to 1dentify the legal
nature of them.

V. CONCLUSIONS

Heads of agreement are used internationally. Chile followed this practice probably to
give more comfort to international investors that were used to them. However, the legal status
and consequences of these documents within the Chilean legal system have not been studied.
In this regard, this article has analysed and discussed the main questions regarding the legal
status of heads of agreement in Chile. On this subject, the article has stated that due to its
characteristics, heads of agreement can be contracts or preliminary negotiations instruments,
each differently recognised by the Chilean law. The consequences of the categorisation are
significant: what the compensable damages are, the negligence standards, or even the
obligations assumed by the parties lies in this classification. Since the specific content of a heads
of agreement 1s a matter of fact, this article has analysed the element that draws the line between
preliminary negotiations and contracts: the consent. During preliminary negotiations, consent
1s not still formed, so there are no contractual obligations but standards of behaviour, while in
contracts specific obligations are assumed and, accordingly, parties are entitled to enforce
them.

Lawyers must understand their clients’ interests and translate them into the legal world.
The legal advice regarding heads of agreement must consider the different categories discussed.
Failing on this matter or giving the wrong advice could be a terrible —and costly— mistake. This
article aimed to analyse the main legal issues that heads of agreement have to face within the
Chilean system and to provide the essential elements to avoid making such a mistake.
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