Chapter VIII

DUTIES OF DIRECTORS AND  CONTROLLING STOCKHOLDERS

I. Functions of Directors

Directors act as a body in the formulation of all corporate powers and exercise all powers of management. 

Directors are not trustees but owe a degree of care, and a high degree of fidelity and loyalty to the corporation.

Directors are not employees of the corporation; they need not spend their full time on corporate affairs.

Directors owe their duties to the corporation as a whole rather than to individual shareholders or classes of shareholders.

Threefold Duty to the Corporation:

1.  To be Diligent

2.  To be Loyal

3.  To be Obedient

A. Duty of Diligence

Directors are required to exercise diligence which an ordinary prudent person prompted by self-interest would exercise under similar circumstances in his personal business affairs.

The BUSINESS JUDGMENT RULE is the standard applied in determining whether directors have observed the required degree of diligence in making decisions for the corporation.

Under the BJR, a director has met the required standard of diligence if:

1.  he is sufficiently informed with respect to the subject of his judgment  (knowledge);

2.  he is not interested in the subject of his business judgment (independence); and

3.  he rationally believes that his business judgment is in the best interests of the corporation (good faith).

BJR is applicable only when decisions or judgments are made.

In cases of failure to participate in the decisional process, the BJR is inapplicable and the director’s conduct is evaluated under the “prudent man” standard.

The plaintiff in the case involving a failure to direct must shoe that the failure to direct caused the injury complained of.

What are required and expected of  directors?

1.  To possess at least ordinary knowledge and skill to enable them to make sound business decisions.

2.  To attend directors’ meetings with reasonable regularity.

3.  To exercise reasonable care in the over-all management of the corporation.

4.  To keep themselves sufficiently informed about the general condition of the business.

Directors’ Liability:

§ 31. Directors or trustees who willfully and knowingly vote for or assent to patently unlawful acts of the corporation or who are guilty of gross negligence or bad faith in directing the affairs of the corporation or acquire any personal or pecuniary interest in conflict with their duty as such directors or trustees shall be liable jointly and severally for all damages resulting therefrom suffered by the corporation, its stockholders or members and other persons.

Causes of Directors’ Liability:

1.  Knowing authorization of  wrongful acts;

2.  Negligence; and

3.  Conflict of interest.

Extent of Liability

All damages resulting from knowing authorization of wrongful acts, negligence and conflict of interest suffered by the corporation, its stockholders, and other persons.
Otis & Co. v. Pennsylvania Railroad Co.,

The bond issue complained of by Otis & Co., a stockholder of PRC, as having been made without bidding was found by the court to be adequately deliberated and planned, properly negotiated and executed. The court also found that there was no lack of good faith, no motivation of personal gain or profit; and there was no lack of diligence, skill or care in selling the issue at a price approved by the Commission. 

Courts have properly decided to give directors a wide latitude in the management of the affairs of a corporation provided always that judgment, and that means an honest, unbiased judgment, is reasonable exercised by them. Courts will not interfere with the internal management of the corporation and therefore will not substitute its judgment for that of the officers and directors. It is also clearly established that mistakes or errors in the exercise of honest business judgment do not subject the officers and directors to liability for negligence in the discharge of their appointed duties. 

Requirements for BJR to free the directors of any liability for any loss or expenditures incurred resulting from the decision:

1.  Decision made must have a reasonable basis;

2.  Directors must have acted in good faith;

a.  Decision made must be the result of the directors’ independent judgment;

b.  Decision made must be uninfluenced by any consideration other than what the directors honestly believed to be for the best interests of the company.

Montelibano, et. al. v. Bacolod-Murcia Milling Co., Inc.

Bacolod-Murcia Milling Co., Inc. cannot deny its obligation to increase the participation of their planters as embodied in the resolution duly adopted by its Board of Directors when the corporation extended its milling contract with the planters. The court said that the act in question is in direct and immediate furtherance of the corporation’s business, fairly incident to the express powers and reasonable necessary to their exercise. The court also reiterated the rule that questions of policy or of management are left solely to the honest decision of officers and directors of a corporation, and the court is without authority to substitute its judgment with that of the Board of Directors; the board is the business manager of the corporation, and so long as it acts in good faith its orders are nor reviewable by the courts.

Steinberg  v. Velasco

The receiver of the corporation was allowed to recover the purchase price of its own stock from board members who were allowed to resign so they could sell their stocks to the corporation and also the dividends declared and paid when the corporation did not have sufficient retained earnings to back up such dividend declaration. The court quoted the Ruling Case Law on the matter:

“General Duty to Exercise Reasonable Care. - The directors of a corporation are duty bound to care for its property and manage its affairs in good faith, and for a violation of these duties resulting in waste of its assets or injury to the property they are liable to account the same as other trustees. And there can be no doubt that if they do acts clearly beyond their power, whereby loss ensues to the corporation, or dispose of its property or pay away its money without authority, they will be required to make good the loss out of their private estates.”

“Want of Knowledge, Skill or Competency. - It has been said that directors are not liable for losses resulting to the corporation from want of knowledge on their part; or for mistakes of judgment, provided they were honest, and provided they are fairly within the scope of the powers and discretion confided to the managing body. But the acceptance of the office of a director of a corporation implies a competent knowledge of the duties assumed, and directors cannot excuse imprudence on the ground of their ignorance or inexperience; and if they commit an error of judgment through mere recklessness or want of ordinary prudence or skill, they may be held liable for the consequences. Like a mandatory, to whom he has been likened, a director is bound not only to exercise proper care and diligence but ordinary skill and judgment. As he is bound to exercise ordinary skill and judgment, he cannot set up that he did not possess them.” 

Barnes v. Andrews
The receiver of the corporation charged a director for his failure to give adequate attention to the corporate affairs which had been conducted incompetently without regard to the waste in salaries during the period before production was possible. The court found the director guilty of misprision of his office but held that he is not liable to the corporation in as much as the plaintiff failed to show that had the director done his duty he could have made the company prosper , or at least could have broken its fall. Plaintiff also failed to show what sum the director could have saved the company that would have been the basis for the claim.

Pool v. Pool
A dispute between the brothers who are directors of a close corporation caused the delay in the receipt of dividends from another corporation where they hold an investment. The corporation was assessed a surtax for failure to distribute the earnings prior to the prescribed date of distribution. One of the directors filed suit to recover from the others the amount he paid for the surtax.

Defendants cannot be said to have been negligent under the circumstances. They did not know that the earnings in dividends had to be distributed before a certain date and that failure to distribute said earnings would lead to their paying surtax. Defendants had a right to rely upon the advice  of a certified public accountant and a lawyer whom they had employed to look after these legal and technical matters.

Plaintiff as a director himself has a duty to inform his co-directors of the consequence of non-distribution of earnings. This he failed to do and he cannot burden the other directors of reimbursing him the surtax he paid. 

Foster v. Bowen

An action was brought by minority stockholders against Bowen for recovery of alleged losses claimed to have been sustained by the company in consequence of Bowen’s breach of his fiduciary as its president and director.

The losses being claimed are for the failure of Bowen to claim the benefits from the fidelity bonds against loss of money or other personal property through improper conduct of Cushing, the treasurer and manager of the company.

Cushing, during his incumbency as treasurer and manager, had executed a lease of a roller skating rink owned by the corporation to him. The former president of the corporation knew the transaction. When Bowen took over as president, he informed the other directors that the transaction was illegal but it was only when the other directors became dissatisfied with Bowen that they pursued their claims on the illegal contracts.

Bowen is not liable. His failure to claim proceeds from the fidelity bonds was based on the belief that Cushing’s acts were not fraudulent as it was sanctioned by the other directors and therefore, would not come under the protection of the bond for fraud.

Bowen is also not liable for the sums received by Cushing on the leases from the time he discovered its existence. He did not profit personally through Cushing’s transactions.

There is no absolute prohibition of dealings between a corporation and its officer, provided safeguards are observed to insure that those acting for the corporation are themselves disinterested and the utmost good faith is exercised.

Lowell Hoit & Co. v. Detig et. al.

The directors cannot be held liable for the acts of the corporation’s manager done without the knowledge of said directors.

Hermann leased the elevator bins for the storage of oats to the plaintiff without the knowledge of the directors. He likewise sold the oats by himself. The directors were unaware of Hermann’s transactions.

The mere fact that a person is a director of a corporation does not necessarily render him liable for the torts of the corporation or its agents.

For a director to be held liable for the acts of corporate officers, the following conditions must be present:

1.  The director must have participated in the act complained of;

2.  He must be guilty of lack of ordinary and reasonable supervision; and

3.  He must be guilty of lack of ordinary care in the selection of such officer.

Bates v. Dresser

The receiver of a bank seeks to recover from the directors and the president the losses sustained by the bank through the fraud committed by one of the bank employees during the incumbency of said officers.

The directors cannot be held liable. They relied on the examinations conducted annually by the government examiner and they were also encouraged in their belief that all was well with the bank by the president himself. Directors, in relying on statements made by technical people, cannot be said to be negligent in performing their functions.

The president, however, should be held liable. His daily presence at the bank and the various warnings given him by subordinates should have put him on guard and would have led to the earlier discovery of the fraud and the prevention of the same in the future. The fraud was perpetuated under his very nose until the bank was insolvent.

B. Fiduciary Duties; Conflict of Interests

A director is a fiduciary of the corporation. As such he cannot put his own interest above that of the corporation. If he does, he will be held liable for his disloyalty.

The following are among the situations where possible conflict of interests may arise:

· Entering into a contract with  the corporation.

· Fixing the salaries of directors and officers.

· Using inside information.

· Seizing corporate opportunity.

· Serving as director of two or more corporations.

1.  The self-dealing director

Sec. 32.  Dealings of directors, trustees or officers with the corporation. - A contract of the corporation with one or more of its directors or trustees or officers is voidable, at the option of such corporation, unless all the following conditions are present:

1.  That the presence of such director or trustee in the board meeting in which the contract was approved was not necessary to constitute a quorum for such meeting;

2.  That the vote of such director or trustee was not necessary for the approval of the contract;

3.  That the contract is fair and reasonable under the circumstances; and

4.  That in the case of an officer, the contract with the officer has been previously authorized by the board of directors.

Where any of the first two conditions set

forth in the preceding paragraph is absent, in the case of a contract with a director or trustee, such contract may be ratified by a vote of the stockholders representing at least two-thirds of the outstanding capital stock or of two-thirds of the members in a meeting called for the purpose: Provided, That full disclosure of the adverse interest of the directors or trustees involved is made at such meeting: Provided, however, That the contract is fair and reasonable under the circumstances.

Mead v. E.C. McCollough et. al.

Mead, one of the directors of Philippine Engineering and Construction Company, sought to recover his salary, share in profits and the value of the personal property he left with the corporation which were sold by the defendants.

When Mead went to China to work as an engineer, the other four directors agreed to sell the assets of the corporation to McCullough, another director of the corporation.

The sale, which was approved by a majority of the directors of the corporation, was held valid and binding. At the time the sale was made, there was no hope that the enterprise would be profitable. Although McCullough was present during the meeting when the sale was approved, his presence was not necessary to constitute a quorum and likewise was not necessary to approve the sale. The sale was approved by the three other directors who constituted a majority and would therefore be binding on Mead.

Piccard v. Sperry Corporation et. al.

Cowdin, a director of Sperry Corporation, negotiated on behalf of the corporation with Field Glore and Company. The proceeds of the negotiation went to Standard Capital Company, another corporation where Cowdin was also a director. The other directors of Sperry Corporation demanded from Cowdin and SCC &193,000. The dispute led to fruitful negotiations and ended in Sperry accepting &101,407.50 from Cowdin and SCC and releasing Cowdin from any liability. Minority stockholders filed a derivative suit against the directors claiming that the settlement was attended by bad faith and that the release was not the act or deed of the corporation the execution of which was never authorized by the  board of directors. The minority stockholders claim was based on the fact that two of the directors who approved the settlement were not independent in that they were also stockholders of SCC at the time the settlement was approved.

The court held that the charter of Sperry specifically provides that even interested directors may be counted for purposes of quorum. Such provision is valid and does not offend any public policy with regards to the internal governance of the corporation.

2.  Fixing compensation of directors and officers

Gov. of the Philippine Islands v. El Hogar Filipino

The provision in the by-laws of El Hogar Filipino distributing 5% of the net income of the preceding year to the directors in proportion to their attendance in directors’ meetings cannot be made the basis of the revocation of their corporate franchise.

Said provision led to highly beneficial results not only in securing a constant attendance on the part of the membership, but in obtaining their intelligent attention to the affairs of the association.

The power to fix the compensation of directors,  if any, is left to the corporation, to be determined in its by-laws. If a mistake has been made, or the rule adopted in the by-laws has been found to work harmful results, the remedy is in the hands of the stockholders who have the power at any lawful meeting to change the rule. 

Barreto v. La Previsora Filipina

An amendment to the by-laws of a loan and building association which provides for the payment of  life pension to the persons named therein for past services they have gratuitously rendered to the association cannot be held to be in consonance with the  power granted to corporations to grant salaries to their board of directors. The authority conferred upon corporations refers only to providing compensation for the future services of directors, officers, and employees thereof after the adoption of the by-law or other provision in relation thereto, and cannot in any sense be held to authorize the giving  of continuous compensation to particular directors after their employment has terminated for past services rendered gratuitously by them to the corporation.

Central Cooperative Exchange, Inc. v. Tibe, et. al.

This is an action instituted by the corporation against one of its former directors for advances drawn from the corporation by virtue of resolutions adopted by the board of directors allowing such directors to claim travel expenses and other allowances. The corporation claims that the board of directors has no right to determine the remuneration of directors and that the resolutions adopted by the board of directors are void. The fixing of the compensation of board of directors is  lodged with the members of the cooperative as provided for in its by- laws.

Even without the reservation in the by-laws, directors  are not entitled to compensation.

Fogelson v. American Woolen Co.

A retirement plan that provides a very large pension to an officer is beyond the reach of any scrutiny from the courts. It was done on the exercise of the directors’ business judgment and the court will not interfere with such business judgment save on showing of a clear abuse of discretion as to amount to legal waste.

Kerbs v. California Eastern Airways

Stockholders are questioning the stock option plan and the profit sharing plan adopted by the board of directors in favor of its executives. Both plans were approved by eight members of the board of directors five of whom were beneficiaries under the plans. Said plans were ratified by majority of the stockholders.

The court held that as to the stock option plan, the same could not be upheld in that there was no sufficient showing that the contemplated benefit of the plan will inure to the corporation as there was no safeguards that the beneficiaries will remain in the employ of the corporation. Stock option plans adopted by the exercise of proper business judgment and in good faith will not be interfered with by the courts if the provisions of the plan, or the facts and circumstances surrounding it, are such as to reasonably insure that the contemplated benefit will inure to the corporation.

The profit sharing plan, on the other hand, was held valid  because it was held reasonable and it was ratified by the stockholders pending the action.

3.  Using inside information

The fiduciary position of insiders, directors and officers prohibits them from using confidential information relating to the business of the corporation to benefit themselves or any competitor corporation in which they may have a more substantial interest.

Sec 36. Directors, officers and principal stockholders. - (a) xxx. For the purpose of preventing the unfair use of information which may have been obtained by such beneficial owner, director, or officer by reason of his relationship to the issuer, any profit realized by him from any purchase and sale, or any sale and purchase, of any equity security of such issuer within any period of less than six months, unless such security was acquired in good faith in connection with a debt previously contracted, shall inure to and be recoverable by the issuer, irrespective of any intention of holding the security purchased or of not repurchasing the security sold for a period exceeding six months. Suit to recover such profit may be instituted in any court of competent jurisdiction by the issuer, or by the owner of any security of the issuer in the name and in behalf of the issuer if the issuer shall fail or refuse to bring suit within sixty days after request or shall fail diligently to prosecute the same thereafter; but no such suit shall be brought more than two years after the date such profit was realized. This subsection shall not be construed to cover any transaction where such beneficial owner was not such both at the time of the purchase and sale, or the sale and purchase, of the security involved, or any transaction or transactions which the Commission by rules and regulations may exempt as not comprehended within the purpose of this subsection.

Sec 30. Insider’s duty to disclose when trading. -

(a)  It shall be unlawful for an insider to sell or buy a security of the issuer if he knows a fact of special significance with respect to the issuer of the security that is not generally available, unless (1) the insider proves that the fact is generally available or (2) if the other party to the transaction ( or his agent) is identified, (a) the insider proves that the other party knows it, or (b) that the other party knows it from the insider or otherwise.

(b)  “Insider” means (1) the issuer, (2) a director or officer of, or a person controlling, controlled by, or under common control with, the issuer, (3) a person whose relationship with the issuer gives or gave him access to a fact of special significance about the issuer or the security which is not generally available, or (4) a person who learns such a fact from any of the foregoing insiders as defined in this subsection, with the knowledge that the person from whom he learns the fact is such an insider.

(c)  A fact is “of special significance” if (a) in addition to being material it would be likely, on being made generally available, to affect the market price of a security to a significant extent, or (b) a reasonable person would consider it especially important under the circumstances in determining his course of action in the light of such factors as the degree of its specificity, the extent of its difference from information generally available previously, and its nature and reliability.

(d)  This section shall apply to an insider as defined in subsection (b) (3) hereof only to the extent that he knows a fact of special significance by virtue of his being an insider.

The liability of a director or officer guilty of using inside information is to the corporation and not to any individual stockholder.

Strong v. Repide

The director and controlling stockholder who purchased the shares of another stockholder through an agent was held to be guilty of concealing the impending purchase of the friar lands they own by the government, a significant fact which would affect the price of the shares. Although ordinarily, the relationship between directors and stockholders of a corporation is not of a fiduciary character as to oblige the director to disclose to a stockholder the general knowledge which he may possess regarding the value of the shares of the company before he purchases any form a shareholder, there are cases when such duty and obligation upon the director is present. Being the chief negotiator for the sale of the lands, the director was the only person who knew of the advantages and the impending increase in the value of the shares such that he is precluded from acquiring stocks from other shareholders without first informing them of the pertinent facts affecting the value of the shares being bought.

It is fraudulent for a stockholder to buy from a shareholder without disclosing his identity.

Taylor v. Wright, et. al.

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                Action to recover damages for fraud alleged to have been committed by buying the shares at less than their actual value.   The stocks in question had a book value which is less than its actual value because of investment in securities which are carried in the books at cost but which have increased in value such that a sale of such marketable securities would enable the corporation to gain a sizable profit. The defendants who knew all along the real situation employed a scheme to buy out other stockholders so that when the investment in the Shell stock are eventually sold, they would be the ones to benefit from the profits derived. Court ruled for the plaintiffs.

General Rule:

Majority Rule – Directors and officers owe no fiduciary duty at all to stockholders, but they may deal with them at arm’s length. No duty  of disclosure of facts known to the director or officer exists. Nondisclosure cannot constitute constructive fraud.

Minority Rule – Recognizes the director’s obligation to the stockholders individually as well as collectively, and refuses to permit him to profit at the latter’s expense by the use of information obtained as a result of his official position and duties.

“Special Facts” Doctrine – Conceding the absence of a fiduciary relationship in the ordinary case, courts nevertheless hold that where special circumstances or facts are present which make it inequitable for the director to withhold information from the stockholder, the duty to disclose arises, and concealment is fraud.

The “special facts” doctrine was applied to the case.

Gokongwei v. SEC

The amendment to the corporate by-law of SMC  which renders a stockholder ineligible to be director, if he be also a director in a corporation whose business is in competition with that of the other corporation, has been sustained as valid.

An officer of a corporation cannot engage in business in direct competition with that of the corporation where he is a director by utilizing information he has received as such officer, under the established law that a director or officer of a corporation may not enter into a competing enterprise which cripples or injures the business of the corporation of which he is an officer or director.

A director of SMC has access to sensitive and highly confidential information such as (a) marketing strategies and pricing structure; (b) budget for expansion and diversification; (c) research and development; and (d) sources of funding, availability of personnel, proposals of mergers or tie-ups with other firms.

4.  Seizing corporate opportunity

Sec. 34. Disloyalty of a director. - Where a director. By virtue of his office, acquires for himself a business opportunity which should belong to the corporation, thereby obtaining profits to the prejudice of such corporation, he must account to the latter for all such profits by refunding the same, unless his act has been ratified by a vote of the stockholders owning or representing at least two-thirds (2/3) of the outstanding capital stock. This provision shall be applicable, notwithstanding the fact that the director risked how own funds in the venture.

Sec. 31. Liability of directors, trustees or officers. -  When a director, trustee or officer attempts to acquire or acquires, in violation of his duty, any interest adverse to the corporation in respect of any matter which has been reposed in him in confidence, as to which equity imposes a disability upon him to deal in his own behalf, he shall be liable as a trustee for the corporation and must account for the rpofits which otherwise would have accrued to the corporation.

An officer is similarly liable for seizing corporate opportunity because he is considered to have more chances than a board member to do so, since he is usually a full-time corporate agent, with great opportunity and with authority to make decisions on the operational level.

The main problem in most cases would be whether or not the corporate opportunity seized was one which properly belonged to the corporation. 


SINGER V CARLISLE

There was an unrecoverable disk error

ciaries. There was a business opportunity for the corporation but the controlling interests successfully prevented the corporations from engaging in the business opportunity. There was no allegation, however, of the specific securities such that the liability of the directors cannot be ascertained.

Directorship in two competing corporations does not in and of itself constitute a wrong. It is only when a business opportunity arises which places the director in a position of serving two masters, and when, dominated by one, he neglects his duty to the other that a wrong has been done.

Where a fiduciary is engaged in a business in competition with his corporation, he cannot actively use his position and power over his corporation so as to prevent the corporation from seeking certain business in competition with himself.

Irving Trust Co. v. Deutsch, et. al.

Directors cannot appropriate for themselves the right of the corporation to acquire interest in another corporation. The allegation of the directors that the corporation was without funds to meet the investment requirement cannot be a valid reason for them to individually purchase the stocks allocated for the corporation. As directors, they should have exerted effort to raise the necessary funds for the corporation in order to meet its commitment to invest in the other corporation that would give patent rights beneficial to its operations.

5. Interlocking directors

Sec. 33. Contracts between corporations with interlocking directors. - Except in cases of fraud, and provided the contract is fair and reasonable under the circumstances, a contract between two or more corporations having interlocking directors shall not be invalidated on that ground alone; Provided, That if the interest of the interlocking director in one corporation is substantial and his interest in the other corporation or corporations is merely nominal, he shall be subject to the provisions of the preceding section insofar as the latter corporation or corporations are concerned.

Stockholdings exceeding twenty (20%) percent of the outstanding capital stock shall be considered substantial for the purpose of interlocking directors.

Globe Woolen Co. v. Utica Gas and Electric Co.
Globe Woolen Co. cannot exact performance of the contract obtained through the influence of Mr. Maynard, its president, over the Utica Gas and Electric Co. of which Mr. Maynard is also a director. The contract that would grant Globe with free supply of electricity, although approved by the board of directors of Utica Gas without Mr. Maynard casting his vote, is unfair to Utica Gas.

A dominating influence may be exerted in other ways than by a vote.

C. Close Corporations

When stockholders of a close corporation choose not to have a board of directors and instead manage the corporate affairs themselves, the law treats them as directors.

Sec. 97. Articles of incorporation. – xxx The articles of incorporation of a close corporation may provide that the business of the corporation shall be managed by the stockholders of the corporation rather than by a board of directors. So long as this provision continues in effect:

1. No meeting of stockholders need be called to elect directors;

2. Unless the context clearly requires otherwise, the stockholders of the corporation shall be deemed to be directors for the purpose of applying the provisions of this Code; and

3. The stockholders of the corporation shall be subject to all liabilities of directors.

  xxxxxxxxxxxxxxx

Sec. 100. Agreements by stockholders.  xxxxxx

5. To the extent that the stockholders are actively engaged in the management or operations of the business and affairs of a close corporation, the stockholders shall be held to strict fiduciary duties to each other and among themselves. Said stockholders shall be personally liable for corporate torts unless the corporation has obtained reasonably adequate liability insurance.

D. Duty of Controlling Interest

A majority stockholder is subject to the duty of good faith when he acts by voting at a stockholders’ meeting with respect to a matter in which he has a personal interest.

Controlling stockholders may dispose of their shares at any time and at such price as they choose provided they do not pervert these prerogatives by transferring office to persons who are known as intending to raid the corporate treasury or otherwise improperly benefit themselves.

Insuranshares Corporation v. Northern Fiscal Corporation

The transfer of the shares of the stockholders owning controlling interest in the corporation to outsiders whose main purpose was to divest the corporation of its assets leaving its mere shell to the remaining stockholders constitute fraud. Such controlling stockholders would be liable to the corporation and the other stockholders.

E.  Duty to Creditors

Directors cannot be personally liable to corporate creditors for general inefficient management of a solvent corporation.

When the corporation has become insolvent, the directors are deemed trustees of the creditors and should manage the assets of the corporation with strict regard to the creditors’ interests.

CHAPTER IX

THE RIGHT OF INSPECTION

Sec. 74 Books to be kept; stock transfer agent - Every corporation shall, at its principal office, keep and carefully preserved a record of all business transactions, and minutes of all meetings of stockholders (SHS) or members, or of the board of directors (BOD) or trustees, in which shall be set forth in detail the time and place of holding the meeting, how authorized, the notice given, whether the meeting was regular or special, if special its object, those present and absent, and every act done or ordered done at the meeting. Upon demand of any director, trustee, stockholder or member, the time when any director, trustee, stockholder or member entered or left the meeting must be noted in the minutes; and on similar demand, the yeas and nays must be taken on any motion or proposition, and a record thereof carefully made. The protest of any director, trustee, stockholder or member on any action or proposed action  must be recorded in full on his demand.

The records of all business transactions of the corp and the minutes of any meeting shall be open to the inspection of any director, trustee, stockholder or member of the corp at reasonable hours on business days and he may demand, in writing, for a copy of excerpts from said records or minutes, at his expense.

Any officer or agent of the corp who shall refuse to allow any director, trustee, stockholder or member of the corp to examine and corp excerpts from its records or minutes, in accordance with the provisions of the Code, shall be liable to such director, trustee, stockholder or member for damages, and in addition, shall be guilty of an offense which shall be punishable under Section 144 of the Code: Provided, That if such refusal is pursuant to a resolution or order of the BOD or trustees, the liability under this section for such action shall be imposed upon the directors or trustees who voted for such refusal: Provided further, That it shall be a defense to any action under this section that the person demanding to examine and copy excerpts from the corp’s records and minutes has improperly used any info secured through any prior examination of the records or minutes of such corp or of any other corp, or was not acting in good faith or for a legitimate purpose in making his demand.

Stock corporations must also keep a book to be known as the “stock and transfer book’, in which must be kept a record of all stocks in the names of the SHS alphabetically arranged; the installments paid and unpaid on all stock for which subscription has been made, and the date of payment of nay installment; a statement of every alienation, sale or transfer of stock made, the date thereof, and by and to whom made; and such other entries as the by-laws may prescribe. The stock and transfer book shall be kept in the principal office of the corp or in the office of the stock transfer agent and shall be open for inspection of any director or stockholder of the corp at reasonable hours on business days.

 No stock transfer agent or one engaged principally in the business of registering transfer of stocks in behalf of a stock  corp shall be allowed to operate in the Phils. Unless he secures a license from the SEC and pays a fee as may be fixed by the Commission, which shall be renewed annually: Provided, That a stock corp is not precluded form performing or making transfer of its own stocks, in which all the rules and regulations imposed on stock transfer agents except the payment of the license fee herein, provided, shall be applicable.

Sec. 75 Right to financial statements - Within 10 days from receipt of a written request of any SH or member, the corp shall furnish him its most recent financial statement, which shall include a balance sheet as of the end of the last taxable year and a profit and loss statement for said taxable year, showing in reasonable detail its assets and liabilities and the results of its operations.

At the regular meeting of SHS or members, the BOD or trustees shall present to such SHS or members a financial report of the operations of the corp for the preceding year, which shall include financial statements, duly signed and certified by an independent certified public accountant.

However, if the paid-up capital of the corp is less than P50,000 the financial statements may be certified under oath by the treasurer or any responsible officer of the corp.

Balance must be sought bet interests of individual SH and those of corp

The By-Laws may impose limitations on the right of inspection provided they are:


1) Reasonable AND


2) Not inconsistent with law

A corp may regulate time and manner of the inspection of books but it cannot make a by-law which gives the directors absolute discretion to allow or disallow inspection

A)  Limitation as to time and place

Can exercise right only at reasonable hours on business days.  BOD cannot limit inspection to merely a few days a year chosen by BOD. Law means reasonable hours on business days throughout the year.

By-law cannot prescribe that inspection shall be exercised only upon authority of President previously obtained

Place of inspection - principal office of corp. SHS cannot demand that he be allowed to take corporate books out of the corp’s principal office of inspection

-Inspection should be made in such a manner as not to impede the efficient operations of corp

B)  Purpose
Stockholder’s purpose for inspection is material

Sec 74 presumes purpose to be proper

Burden of proving that the purpose is improper or illegal is on corp

Purpose legitimate when it’s GERMANE to the interests of the stockholders

Fact that the SH is a SH in a competitor corp or is on unfriendly terms with its officer is not a justifiable ground to deny access, if purpose is proper

Where SH’s motive is clearly inimical to corp’s interest and the info is desired for the purpose of crippling the corp for the benefit of a business rival, right to inspect may be denied

Inspection right may be exercised by the director, trustee, stockholder, member personally or through an agent (other person who can help him understand and interpret the records

For both directors and SHS, same limitations but exercise of right has diff basis:

  
director - due to corp duties

Whether the SH of a parent corp has right to examine the books of its subsidiary depends on WON the two have been operated as legally separate and independent entities

· If so, no right of inspection

· If they are practically one and the same insofar as mgnt and control, and inspection is demanded because of gross mismanagement of subsidiary by the parent’s directors who are also directors of subsidiary, there can be inspection

Remedies available if inspection refused:

1)  Writ of mandamus


Directed against the corp but the secretary may be joined as a party since in charge of custody of books and person against whom order of the court would be made effective. The president can also be made party defendant if necessary to effectuation of court’s order

2)  Injunction

3)  Action for damages against officer or agent of the corp who refused to allow inspection

Note that the corp itself is not made liable although refusal is pursuant to a board resolution (Sec 74)

Court should concern itself only with questions of whether the  petitioner honestly believed the facts to be as set forth in his petition and whether he sought to protect his substantial investment in the corp

PARDO VS HERCULES LUMBER CO

Officials in charge of a corp may deny inspection when sought at unusual hours or under other improper conditions but neither executive officers  nor the BOD have power deprive SH of the right altogether

By-law unduly restricting right of inspection is undoubtedly invalid.  Reasonable hours on business days throughout the year and not merely during some arbitrary  period of a few days chosen by the directors

Generally speaking, SH motive in exercising right is immaterial

Right of inspection - incident of ownership of stock so indirectly own books

SH should advise the corp that right of inspection is delegated to another person

GONZALES VS PNB

SH has not set forth reasons and purposes for inspection.  Circumstances under which he acquires one share of stock in respondent bank purposely to exercise inspection right with respect to transactions before he became a SH do not argue in favor of his good faith and proper motivation.  Obvious purpose was to arm himself with materials which he can used against the bank for acts done by the latter when petitioner was a total stranger to the same - Such purpose not germane to SH interest though  impelled by  a laudable sense of civic consciousness

Alos, PNB having its own charter, not governed by the Corp Code. Such right of inspection  violative of their charter provisions

VERAGUTH VS ISABELA SUGAR CO

Directors have the unqualified right to inspect the books and records of the corp at all reasonable times

Right not to be denied on ground that director is on unfriendly terms with officers of corp whose records are sought to be inspected

Director without court order cannot be permitted to take books out of the corp

Nothing improper in secretary’s refusal since the minutes of these prior meetings have to be verified, confirmed and signed by the directors then present so Veraguth has to wait until after the next meeting 

SH or director may make  copies, extracts and memoranda of such records

By-law cannot provide for inspection only upon authority of president of corp previously obtained in each case

GOKONGWEI VS SEC

Law take from the SH the burden of showing propriety of purpose and place upon corp the burden of showing impropriety of purpose and motive

Considering that foreign subsidiary is wholly owned by SMC and therefore under its control , it would be more in accord with equity, good faith and fair dealing to construe the statutory right of Gokongwei as petitioner  as SH to inspect the books and records of such wholly subsidiary which are in SMC’s possession and control

Purpose in inspecting subsidiary:

1.  funds disposition

2.  income generation

terms and conditions of purchase of facility of subsidiary 

CHAPTER X

DERIVATIVE SUITS
Nature & Basis of Derivative Suit: Distinguished from Individual and Representative Suit
Suits of Stockholders based on wrongful or fraudulent acts of directors or other persons: 

a)  individual suits, wrong done personally to the stockholder and not to other stockholders (i.e. when right of inspection is denied to a particular stockholder); 

b)  class suits, wrong done to a group of stockholders (i.e. the whole class of preferred stockholders’ rights violated); 

c)  derivative suit, wrong done to the corporation itself.

In  a derivative suit, the cause of action belongs to the corporation and not the stockholder.  But since the directors who are charged with mismanagement are also the ones who will decide whether or not the corporation will sue, then the corporation is left without redress, hence, the stockholder is given the right to sue on behalf of the corporation.

Here an individual stockholder is permitted to bring a derivative suit to protect or vindicate corporate rights, whenever the officials of the corporation refuse to sue or are the ones to be sued or hold control of the corporation. Note that the stockholder is merely a nominal party while the corporation is the real party in interest.   

Requirements Relating to Derivative Suit
1. Stockholder bringing suit must have exhausted remedies within the corporation meaning that (a) demand made on the directors to sue but they failed or refused to sue, or (b) no demand necessary when futile to do so specially when majority of the board of directors are the ones guilty of the wrong complained of;

2. Individual bringing suit must be a stockholder at the time the acts or transactions complained of, meaning a bona fide ownership by a stockholder of stock in his own right suffices to invest him with standing to bring a derivative suit, the number of shares is immaterial since he is not bringing the suit in his own name but on behalf of the corporation;

3. Any benefit recovered must be accounted for the corporation who is the real party in interest (although the suit was brought by a stockholder);

4. If suit is successful, individual stockholder who brought suit is entitled to a reimbursement from the corporation for reasonable expenses including attorney’s fees (personal observation: this last requisite is not necessary as the cases enumerates only the first three).

Note that refusal of the board of directors not to sue a third person may be defended as an exercise of business judgment, which under ordinary circumstances, no court is willing to interfere with. This is so since the right to sue includes the correlative right not to sue. Unless an equitable basis for intervention be shown, an individual stockholder has no more right to challenge by a derivative suit a decision of the board not to sue a third person BUT where the complaint alleges and it is proved that the directors acted in bad faith, dishonestly, or breach of trust, or were under the control of the wrongdoers, then a derivative suit against third person may be given due course.

Derivative suits must be filed with the SEC, instead of the regular courts, unless they involve third persons.

Evangelista, et al v. Santos

Facts:
Plaintiffs, minority stockholders of Vitali Lumber Company, alleges in their complaint that defendant as president, manager and treasurer of their company, through fault, neglect and abandonment allowed it lumber concession to lapse and its properties and assets to disappear causing the complete ruin of the corporation’s operation and total depreciation of its stocks.

They pray for an accounting from the defendant of the corporate affairs and assets, payment to them of the value of their respective participation in said assets on the basis of the value of the stocks held by each of them and to pay the cost of the suit.

Ruling:
In derivative suits, the injury complained of must be one which is against the corporation, thus the action properly belongs to the corporation rather than the stockholders. The suit is brought by the individual stockholder as the nominal party plaintiff for the benefit of the corporation which is the real party in interest.

In the case at bar, however, plaintiff stockholders brought the action not for the benefit of the corporation but for their own benefit since they ask that the defendant make good losses occasioned by his mismanagement and to pay them the value of their respective participation in the corporate assets on the basis of their respective holdings.

Petition dismissed for venue being improperly laid.

Class notes: In effect what the stockholders petitioning for, in this case, was a distribution of corporate assets before liquidation which is not allowed. Their remedy is to amend the complaint and bring it to the proper venue.

Derivative suits may be brought by: (a) a minority stockholder, (b) a corporate officer, (c) a treasurer, (d) a director, or (e) a majority stockholder when requirement of 2/3 affirmative vote is necessary.  

Republic Bank v. Cuaderno, et al
Facts:
This is an appeal  from a dismissal of the case against respondent Roman for alleged fraudulent grant of loans to relatives (while he was chairman of the Board of Directors of Republic Bank and its Executive Loan Committee) and for the selection of respondents Cuaderno and Dizon (as technical consultant and chairman of the board respectively) in order to shield himself from the alleged wrongdoing and from any prosecution that may be instituted against him.

The complaint also alleges that the present composition of the board of directors of the bank are constituted by men chosen by respondent Roman so that it was futile to ask them, in the first place, to institute this action on behalf of the bank.

Ruling:
In a derivative suit, the corporation is the real party in interest and the stockholder is merely a nominal party.  Normally, it is the corporation through its board of directors that should bring the suit. But where, as in this case and it is alleged in the complaint, that the members of the board of directors of the bank were the nominees and creatures of respondent Roman, thus, any demand for an intra-corporate remedy would be futile, the stockholder is permitted to bring a derivative suit.

As to the question of “should the corporation be made a party”, the English practice is to make the corporation a party plaintiff while in the US the practice is to make it a party defendant. However, in our jurisdiction what is important is that the corporation should be made a party in order to make the court’s judgment binding upon it, and thus bar future litigation of the issues.

Misjoinder of parties (in a derivative suit) is not a ground to dismiss the action.

Reyes v. Tan, et al

Facts:
This is an action instituted by a stockholder of Roxas-Kalaw Textile Mills, Inc. praying for the appointment of a receiver of the said corporation.

The case is filed against the corporation’s board of directors for the purchases made by the manager in New York supposedly for raw materials but it turned out that what was bought were finished products from companies where said manger had interests. Said purchases led to the central bank’s stoppage of all dollar allocations in favor of said corporation which in turn paralyzed the entire operation of the corporation.

It is alleged that said directors failed to act on the fraudulent purchases for a period of two (2) years, thus, forcing plaintiff to bring this derivative suit.

Ruling:
The importation of textiles instead of raw materials as well as the failure of the board of directors to take actions against those directly responsible for the misuse of the dollar allocations constitute fraud or consent thereto on the part of the directors. Therefore, a breach of trust was committed which justifies the minority stockholders to institute a derivative suit on behalf of the corporation.

The appointment of a receiver was not only expedient but also necessary to restore the faith and confidence of the Central Bank authorities in the administration of the affairs of the corporation, thus ultimately leading to a restoration of the dollar allocation so essential to the operation of the textile mills

Class notes: The remedies of minority stockholders (by the institution of a derivative suit) include the appointment of a receiver or constitution of a management committee or removal of a director (personal note: it seems Sir Jacinto implies that this last remedy is not automatically available as a consequence of a derivative suit).

As regards the exhaustion of intra-corporate remedies, it is sufficient to allege that there was an actual exhaustion or that it is futile to resort to such remedy.

San Miguel v. Kahn
Facts:
14 corporations  initially acquired shares of outstanding capital stock of San Miguel Corporation and constituted a Voting Trust thereon in favor of  Andres Soriano, Jr. When the latter died Eduardo Cojuanco was elected as the substitute trustee. However, after the EDSA revolution, Cojuanco fled out of the country, and subsequently an agreement was entered into between the 14 corporations and Andres Soriano III (as an agent of several persons) for the purchase of the shares held by the former.

Actually the buyer of the shares was Neptunia Corporation, a foreign corporation and wholly-owned subsidiary of another subsidiary wholly owned by San Miguel Corporation. Neptunia paid the downpayment from the proceeds of certain loans. PCGG then sequestered the shares subject of the sale so San Miguel suspended all the other installments of the price to the sellers. The 14 corporations then sued for recission and damages.

Meanwhile, PCGG directed San Miguel to issue qualifying shares to seven (7) individuals including Eduardo de los Angeles from the sequestered shares for them to hold in trust.

Then, the San Miguel board of directors passed a resolution assuming the loans incurred by Neptunia for the downpayment. De los Angeles assailed the resolution alleging that it was not passed by the board aside from its delitorious effects on the corporation’s interest. When his efforts to obtain relief within the corporation proved futile, he filed this action with the SEC.

Respondent directors alleged that de los Angeles has no legal standing having been merely “imposed” by the PCGG and that the twenty (20) shares owned by him personally cannot fairly and adequately represent the interest of the minority.

Ruling:
The requisites of a derivative suit are:

1. the party bringing the suit should be a stockholder as of the time of the act or transactions complained of, the number of shares not being material;

2. exhaustion of intra-corporate remedies (has made a demand on the board of directors for the appropriate relief but the latter has failed or refused to heed his plea); and

3. the cause of action actually devolves on the corporation and not to the particular stockholder bringing the suit.

The bona fide ownership by a stockholder in his own right suffices to invest him with the standing to bring a derivative suit for the benefit of the corporation. The number of his shares is immaterial since he is not suing in his own behalf, or for the protection or vindication of his own particular right, or the redress of a wrong committed against him individually but in behalf and for the benefit of the corporation. It is undisputed that apart from the qualifying shares given to him by the PCGG, he owns 20 shares in his own right, as regards which he cannot from any aspect be deemed to be beholden to the PCGG, his ownership of his shares being precisely what he invokes as the source of his authority to bring the derivative suit. Furthermore, it was not necessary for de los Angeles to be a director in order to bring a derivative suit.

De los Angeles’ complaint is confined to the issue of the validity of the assumption by the corporation of the indebtedness of Neptunia, allegedly for the benefit of certain of its officers and stockholders and is distinct from the ownership of the sequestered shares. The dispute concerns the acts of the board of directors claimed to amount to fraud and misrepresentation which may be detrimental to the interest of the stockholders, or is one arising out of intra-corporate relations between and among stockholders, or between any or all of them and the corporation of which they are stockholders (meaning that the cause of action still belongs to the corporation).

Class notes:
In effect the result of the acts of the directors of San Miguel is the use of corporate assets for the benefit of certain directors/stockholders to the extent that the corporation will not be able to devote its assets in acquiring its own shares. But even without the presence of a self-interested director, still the transaction would result to a premature    retirement of the shares (meaning a reduction of capital).

In a derivative suit, the number of shares of a suing stockholder is immaterial.

Even assuming that the suing stockholder had only qualifying shares, the law requires only “one share” without any distinction or qualification. besides, it is precisely within the scope of PCGG’s duty to preserve the assets of the corporation.

CHAPTER XI

FINANCING THE CORPORATION; CAPITAL STRUCTURE 

3 main sources:

a) SH contributions ( equity investment)

b) Loans or advances by creditors

3) Profits or corp earnings

Initial financing - possibly involve 1st 2

When a going concern - profits instead of giving as dividends may be capitalized

Other transactions in raising funds - 


short-term financial instruments usually for immediate corporate needs which present cash position can’t meet payable within a short period (not really part of the capital 
structure)

Capital Structure - aggregate of the securities issued by the corp.

Securities - instruments which represent relatively long- term investment in corp


2 classes:


1) Senior Securities - have prior but limited claim upon corporate earnings and would include debt securities and typical preferred stock (PS)  AND


2) Equity Securities - have residual interest in such earnings; refer to common stock (CS) and is any, participating PS

Determination of various classes of securities and their relative amounts worked thru distribution of:


a) risk


b) control AND


c) profit

Most impt characteristics of such securities:

1) right to early claim on corp profits before other security holders receive any payments

2) right to residual income

3) right to vote and hence power to control corp

25% subscription req’t not bound to limit starting capital of business. As long as complied with, may tap other sources

CAPITAL STOCK - amount fixed usually by corporate charter


- “to be subscribed and paid in or secured to be paid in by the SH , either in money or prop, labor or services at the org of the corp or afterwards and upon which it is to conduct its operations. Remains the same unless the articles(AI) are amended

OUTSTANDING CAPITAL STOCK - amount subscribed; < or = to authorized capital stock

LEGAL OR STATED CAPITAL - aggregate par or issued value of the subscribed capital stock, which sets the limit of corporate assets that shld be retained by the corp as protection of the creditors and which amount, as a rule, may not be withdrawn by to distributed to the SHS

CAPITAL - actual prop of the corp. Includes SH contributions, loans to 3rd persons and earnings less loss incurred

SHARE OF STOCK - unit(s) of interest into which capital stock is divided; acquired by a person when he contributes capital by way of equity


- represents interest of holder to participate in mgnt of  corp; to share proportionally in profits of business and upon liquidation, to obtain aliquot part of corp assets after all corp debts are paid


- investment long-term ; no “maturity date” 


- as a rule, SH get back investment only upon dissolution or earlier if exercised appraisal right


- SH not owner of any specific corp prop nor creditor  of such


- personal prop of SH which can be transferred or disposed of

CERTIFICATE OF STOCK - not shares


- merely evidenced the interest of SH in corp


- issued in name of holder and transfer is made on written order and on surrender of certificate

Sec 6 Classification of shares - 

The shares of stock of corp may be divided into classes or series of shares, or both, any of which classes or series of shares may have such rights, privileges or restrictions as may be stated in the articles of incorporation (AI): 

Provided, That no share may be deprived of voting rights except those classified and issued as “preferred” or “redeemable” shares, unless otherwise provided in this Code: 

Provided further, That there shall always be a class or series of shares which have complete voting rights. Any or all of the shares or series of shares may have a par value or have no par value as may be provided for in AI: 

Provided, however, That banks, trust companies, insurance companies, public utilities, and bldg and loan associations shall not be permitted to issue no-par value shares of stock.

Preferred shares of stock issued by any corp may be given preference in the distribution of the assets of the corp in case of liquidation and in the distribution of the assets of the corp in case of liquidation and in the distribution of dividends, or such other preferences as may be stated in the Ai which are not violative of the provisions of this Code: 

Provided, That preferred shares of stock may be issued only with a stated par value. The BOD, where authorized in the Ai, may fix terms and conditions of preferred shares of stock or any series thereof: 

Provided, That such terms and conditions shall be effective upon filing of a certificate thereof with the SEC.

Shares of capital stock issued without par value shall be deemed fully paid and non-assessable and the holder of such shares shall not be liable to the corp or to its creditors in respect thereto: 

Provided, That shares without par value may not be issued for a consideration less than the value of P5.00 per share: Provided, That the entire consideration received by the corp for its no-par value shares shall be treated as capital and shall not be available for distribution as dividends 

A corp may, furthermore, classify its shares for the purpose of insuring compliance with constitutional or legal req’ts.

Except as otherwise provided in the articles and stated in the certificate of stock, each share shall be equal in all respects to every other share. xxx

1. Common Stock (CS) -most commonly issued; usually, with full voting rights; in the presence of PS,  the CS are usually vested with exclusive right to vote and have residuary rights to the profits and the net assets upon liquidation, after preferences have been complied with.

2. Preferred Stock (PS) - entitles holder to some preferences either in the 1) dividends or 2) in the distribution of assets upon liquidation or 3) in both or to 4) such other preferences not inconsistent with the Code

2 limitations imposed on Sec 6 on PS issuance:


1) can only be issued with stated par value


2) preferences must be stated both in the AI and in the certificate, otherwise each share be equal in all respects to every other share

Code allows the AI to authorize the BOD to fix terms and conditions of PS provided that they will be effective only upon filing of certificate thereof with SEC. - (qualifies the req’t that preferences must appear in AI)

Preference as to dividends -

Dividends payable only when profits are earned and as a general rule, even if there are existing profits, the BOD has discretion to determine WON dividends are to be declared. PS contract may give him privilege of being paid first before any dividend is paid to CS. Amount of this preference stated in contract, usually in terms of fixed % of the par value of stock.

I) Participating and Non-Participating - 

Participating - after getting their fixed dividend preference ahead of CS, they share with the CS the rest of the dividends. Unless expressly provided, PS are non-participating   

ii) Cumulative and Non-Cumulative -

In absence of any express stipulation, PS are deemed CUMULATIVE - meaning if in any given year(s) no dividends are declared, the arrears for such year(s) have to be made up in subsequent years b4 any dividends can be paid to CS. IIMMATERIAL WON the corp have profits. Once profits are made and dividends declared by BOD, all arrears must 1st be paid.

NON-CUMULATIVE - when contract makes dividends depend upon the existence of profits for year and if there are no profits in previous year, no arrears result that no dividend will be given to make up for that year

3 principal varieties of NON-CUMULATIVE  PS :

1) Discretionary dividend type - right of SH to get dividends in a particular year would depend on the BOD discretion even though profits are present for that year


2) Mandatory dividend type - contract imposes a positive duty on the directors to declare preferred dividends every year that profits are earned

3) Earned cumulative or Dividend credit type 

gives a right to arrears in dividends where there were profits earned during years when dividend were not declared; merely postpones the receipt of dividends earned to a  later date and waits until the BOD decides to declare dividends

AS TO VOTING RIGHTS
PS usually denied to right to vote. But unless CLEARLY withheld, a PS would have the right to vote since it is an incident to stock ownership. Oftentimes, a contingent right to vote would  be provided for ( when dividends are passed until declared). The Code also grants non-voting stocks the right to vote in specified instances involving major changes in the corp (SEC 23)

PREFERENCE UPON LIQUIDATION

Preference may be on :1) dividends ;2) distribution of corp assets upon liquidation or 3) both

In the absence of any provision granting such preference in liquidation, s/he participates pro rata with  the common SHS since each share is presumed to be in all respects equal to every other share

HAY VS HAY

AI provides that upon liquidation, the PS should receive the par value plus an amount equal to “”all accrued unpaid dividends thereon” before any assets should be distributed to CS

The words unpaid and accrued modify the word dividends. The words express the idea that the dividends, if not paid regularly out of available earnings, may be amassed or stored up, whether earned or not, at the regular dividend rates, and attach to the shares of such stock until conditions arise when they may be declared and paid. 

Cumulative preferred become similar to creditors wrt to dividends unpaid (after BOD declaration)  after the creditors are paid .

It is accrued or corp liable if the dividend are already declared by BOD; no declaration, no liability

Liquidating dividends paid out of corporate assets

PREFERRED SH IS NOT   A CREDITOR
PS a equity holder; stock subject to all risks of ownership. It can get back only upon the liquidation of the corp, provided there are enough assets left after paying all creditors.

AUGUSTA TRUST VS AUGUSTA ETAL

PS may be issued in exchange of bonds as to make the certificates thereof merely evidence of indebtedness and the holders creditors of the corp and not SHS. But in this case, the facts characterize the PS as preferred stocks. The SHS voted increases in the capital stock by the creation of PS. The certificates delivered to the holders of the bonds exchanged therefor designated the stock as PS and certified that the holders were entitled to the number of shared therein in the “full paid preferred capital stock”. The holders had the right to vote in the directors’ election. The certificates had none of a contract creating a relation of creditor-debtor

By surrendering their bonds and taking in lieu thereof PS, the bondholders ceased to be creditors and become mere SHS. Those who have not made the exchange and holds their bonds are entitled to the mortgage proceeds. PSHS not entitled thereto. 

3) Par or No Par Shares -

a)Par value fixed in the AI and is minimum issue price of such share; Must be stated in certificate which cannot be issued until subscriber has fully paid. Stocks cannot be issued or sold at less than par otherwise they would be “watered stock” and the SH will be liable for the difference

b) No par shares are those whose issued price is not stated  in the certificate but may be fixed in the AI or by the BOD when so authorized by AI or by by-laws or in the absence thereof, by the SHS themselves.  They are not considered issued until fully paid

Limitations on the issuance of  No Par stock:

a) once issued, they are deemed fully paid and non-assessable

b) consideration for their issuance cannot be less than P5

c) entire consideration for their issuance constitutes capital and hence not available for distribution as dividends

d) cannot be issued as PS

e) cannot be issued by banks,  trust companies, insurance companies, public utilities and bldg and loan associations    AND

f) AI must state fact that corp issues no-par shares and the number of such shares

4) Treasury Shares -

Sec 9 Treasury Shares -  Treasury shares are shares of stock which have been issued and fully paid for but subsequently reacquired  by the issuing corp by purchase, redemption, donation or thru some or lawful means. Such shares may again be disposed of for a reasonable price fixed by the BOD

May be sold even less than par; Regarded as corp property

5) Redeemable Shares (RS)

Sec 8 Redeemable Shares  -

Redeemable shares may be issued by the corp when expressly so provided in the AI. They may be purchased or taken up upon the expiration of a fixed period, regardless of the existence of unrestricted retained earnings in the books of the corp, and upon such other terms and conditions as may be stated in the AI which terms and conditions must also be stated in the certificates of stock representing said shares

Features of RS:

a)  Redemption privilege usually given only to PS

b)  It is also common feature of debt securities like bonds and debentures

c)  When attached to shares of stock, it must be provided for in the AI and stated in the certificate

d)  It ordinarily takes the form of an option on the part of the corp to purchase the shares or bonds usually at par or face value plus a specified minimum ( permits adjustment of the capital structure and enable corp to pay off  the  securities and avoid certain restrictions)

e)  In case  of redeemable bonds, the redemption privilege may be exercised when interests rates decline, to replace issue with another carrying a lower interest rate

f)  Redemption is allowed even if  there are no unrestricted retained earnings. SEC: there must remain sufficient assets to cover liabilities, inclusive of capital and for mandatory RS, set up a sinking fund to meet cost of redemption.

6. Founder’s Shares

Sec 7 Founder’s Shares -

Founder’s shares classified as such in the AI may be given certain rights and privileges not enjoyed by the owners of other stocks, provided that where the exclusive right to vote and be voted for in the election of directors is granted, it must be for a limited period not to exceed 5 years subject to the approval of SEC. The 5 year period shall commence from the date of approval of approval by SEC

Nature of a Subscription Contract:

2 ways to become a SH:

1)  by subscription before or after incorp

2)  by acquisition of already issued shares from existing SHS

Subscription - contract for the acquisition of unissued stock whether existing or still to be formed and is in effect the contribution or promised contribution of a person to the capital

Need not be paid in full at time of contract

Implied that it should be in writing although not covered by Statute of Frauds because not a sale

Once perfected, the SH becomes a debtor to the corp and may be liable to pay any unpaid portion

With respect to unpaid portion, SH personally liable for the financial obligations of the corp to the extent of unpaid portion

Sec 66 Interest on Unpaid Subscription

Subscribers for stock shall pay to the corp interest on all unpaid subscriptions for the date of subscription, if so required by, and at the rate of interest fixed in the by-laws. If no rate of interest is fixed in the by-laws, such rate shall be deemed to be the legal rate.
GARCIA VS LIM CHU SING

A share of stock  is not an indebtedness to the owner nor evidence of indebtedness and therefore not a credit. SHS are not creditors of the corp. The capital stock of a corp is a trust fund to be used more particularly for the security of the creditors of the corp, who presumably deal with it on the credit of its capital stock

Instances where SH can be a creditor:

1)  upon dissolution after corp debts are paid

2)  when dividends declared

Pre-Incorporation Subscription

Sec 13 Amount of the Capital Stock to be Subscribed and Paid for Purposes of Incorporation - At least 25% of the authorized capital stock as stated in the articles of incorporation , and at least 25% of the total subscription must be paid upon subscription, the balance to be payable on the date(s) fixed in the contract of subscription without need of call, or in the absence of a fixed date or dates, upon  call by the BOD: Provided, however, That in no case shall the paid up capital be less than P5,000

Effect of pre-incorporation subscription -

When a group of persons sign a subscription contract, they are deemed not only to make a continuing offer to the corp but also to have contracted with each other as well. No one of them may revoke the contract even prior to incorp without consent of all others

Sec 61 Pre-Incorporation Subscription  -

A subscription for shares of stock of a corp still to be formed shall be irrevocable for a period of at least 6 months from the date of subscription, unless all of the other subscribers consent to the revocation, or unless the incorporation of said corporation fails to materialize within said period as may be stipulated in the contract of subscription: Provided, That no pre-incorporation subscription may be revoked after the submission of AI to the SEC

Once formed, not even the corp can release the subscriber from the obligation to pay unpaid subscription. 

The SH may however resist compliance if a diff corp as contemplated is formed, or there are serious defects in the incorp prejudicial to SH, unless the acts show estoppel, waiver or acquiescence

If a pre-incorporation subscriber is not satisfied with the way the promoters are handling pre-incorporation matters, he is free to get out of the venture after such period, regardless of what other pre-incorporation subscribers feel about the matter.

Post-Incorporation Subscription

Corp Code erased distinction between subscription and purchase

Sec 60 Subscription Contract -  Any contract for the acquisition of unissued stock in an existing corp or a corp still to be formed shall be deemed a subscription within the meaning of this Title, notwithstanding the fact that the parties refer to it as a purchase or some other contract

Sec 80  Rights of Unpaid Shares  -  Holders of subscribed shares are not fully paid which are not delinquent shall have all the rights of a SH

Since a subscriber is a debtor to the corp, it remains liable to pay the balance of the subscription price even if the corp should subsequently become insolvent

BAYLA VS SILANG TRAFFIC INC

The contract is one of sale and not of subscription Whether a particular contract is a subscription or a sale of stock is a matter of construction and depends upon its terms and the intention of the parties

Subscription-mutual agreement of the subscribers to take and pay for the stock of a corp; involves 3 parties : a) corp; 2) subscriber and 3) co-subscribers; even before full payment, enjoy all SH rights: subscriber liable to corp if it becomes insolvent

Purchase - independent agreement between the individual and the corp to buy shares of stock from it at a stipulated price; if corp becomes insolvent, corp no claim against purchase for price since it is in no position to issue certificate

PRE-EMPTIVE RIGHT TO SHARES

Preemption -create only a preference which may or may not be exercised

Basis  of right ; common law rule

The preemptive right is the option privilege of an existing stockholder  to subscribe to a proportionate part of shares subsequently issued by the corp before same can be disposed of in favor of the others

Unless this right is recognized, his interest in the corporation would be diluted by the subsequent issuance of shares

Extent and limitations of preemptive right under the Code

Law includes all issues or dispositions of shares of any class

Include not only new shares in pursuance of an increase of capital stock but would cover the issue of previously unissued shares which form part of the existing capital stock, as well as treasury shares. Former would come under all
issues, the latter under disposition 

Where the shares are issued in exchange for prop needed for corporate purposes, or for a debt previously contracted, the SH cannot demand his preemptive right for right may prejudice corporate interest

Where the shares are issued by one corp in exchange for shares in another corp in pursuance of a merger, the preemptive right does not exist, provided that the issue is made with approval of 2/3 of the holders of outstanding stock and is not made in bad faith

Code allows waiver or denial of the preemptive right provided it is made in the AI either as an original provision or an amendment

Sec 39 Power to Deny Pre-Emptive Right -  All SHS of a stock corp shall enjoy preemptive right to subscribe to all issues or disposition of shares of any class, in proportion to their respective shareholdings, unless such right is denied by the AI or an amendment thereto: Provided, that such preemptive right shall not extend to shares to be issued in compliance with laws requiring stock offerings or minimum stock ownership by the public, or to shares to be issued in good faith with the approval of the SHS representing 2/3 of the outstanding capital stock, in exchange for prop needed for the corporate purposes or in payment of previously contracted debt.

In Close Corporations
Sec 102 Preemptive Right in Close Corp -  The preemptive right of SHS in close corp shall extend to all stock issued, including reissuance of treasury shares, whether for money, prop or personal services or in payment of corporate debts, unless the AI provide otherwise

For close corp, control is main factor

Exceptions in Sec 39 not applicable

Preemptive right of SHS in close corp is broadened to include all issues, without exception unless otherwise denied or limited by the AI

Waiver of Preemptive Right

Any prior waiver or denial of the preemptive right should appear in the AI and not merely in an ordinary waiver agreement

A waiver through an AI amendment to the AI would need only 2/3 who may have dissented but also all subsequent SHS

If all the existing SHS unanimously agree to a waiver, although for some reason no amendment of the AI is made no one among them can later complain since they are all bound by their private agreement. But it would not bind future SHS

SHS must be given reasonable time in which to exercise their preemptive rights. Upon the expiration of said period, any SH who has not exercised such right will be deemed to have waived it

DATU BENITO VS SEC

Power to issue shares of stock in a corp is lodged in the BOD and no stockholders’ meeting is necessary to consider it because additional issuance of shares of stocks does not need approval of the SHS. 

By-laws authorize BOD to provide for issue and transfer of shares

General rule : Pre-emptive right is recognized only with respect to new issue of shares and not with respect to additional shares of originally authorized shares

In case at bar, the preemptive right was recognized with respect the increase in capital stock only; reason - when SH invested, he did not contemplate that his shareholdings would change

When the issue is in breach of  trust
Even if the preemptive right does not exist, either because the issue comes within the exceptions in Sec 39 or because it is denied or limited in the AI, an issue of shares may still be objectionable if the directors have acted in breach of trust and their primary purpose is to perpetuate or shift control of the corp or to “freeze out” the minority interest

Remedies when right is violated
1)  Injunction against the issue OR

2)  Mandamus to allow SH  to exercise his right OR

3)  SEC or court may order the cancellation of the shares provided no innocent 3rd parties are prejudiced

In any case, the suit should be individual and not derivative because the wrong done not to the corp but to the SHS individually. But a derivative suit has been held proper where the plaintiff claimed not only a violation of his preemptive right but also that such violation resulted in the waste of corporate assets or in giving fraudulent directors control of the corp

THOM VS BALTIMORE TRUST(BT)

The SHS of a corp have a preferential right to purchase new issues of its shares, to the proportional extent of their respective interests in the capital stock then outstanding, when the privilege can be exercised consistently with the object which the disposition of the addt’l stock is legally designed to accomplish. 

The right adheres to stock ownership as an essential means of enabling the SH to maintain ratio of his proprietary interests and voting power in the corp

But the transactions involving acquisition of prop, instead of money, by the corp in exchange for shares of stock , the determining consideration to the owners of the prop may be the advantage of sharing as SHS in the profits of the corp with which they are contracting

It would not be feasible to consummate a transfer based upon such a consideration if the preemptive right of the plaintiffs were to be held enforceable with respect to every new issues of stocks regardless the object of disposition.

Merger was undertaken to increase the firms’ coverage, necessary for the business of both firms

DUNLAY VS AVENUE M GARAGE & REPAIR 

Stokes case principle:

Well established that a SH has an inherent right to a proportionate share of new stock issued for money only and not to purchase prop for the purposes of the corp or to effect a consolidation and that while he can waive that right, he cannot be deprived of it without his consent except when the stock is issued at a fixed price not less than par and he is given the right to take it at that price in proportion to his holding or in some other equitable way that will enable him to protect his interest by acting on his judgment and using his own resources

If the issue of the unissued original shares, whenever authorized, is reasonably necessary to raise money to be used in the business of the corp rather than the expansion  of such business beyond the original limits, the original stockholders have no right to count on obtaining and keeping their proportional part of the original stock

The issuance of the shares was to pay off legitimate accrued corporate liability

Directors may not authorize the issue of unissued stock to themselves   for  the primary purpose of converting them from minority to majority SHS - breach of fiduciary duty, irrespective of pre-emptive right

ROSS TRANSPORT INC VS CROTHERS

Existing SHS are the owners of the business, and are entitled to have that ownership continued in the same proportion

Doctrine of pre-emptive right is not affected by the identity of the purchasers of the issued stock

What it is concerned is who did not get it

But when officers and directors sell to themselves, and thereby gain an advantage, both in value and in voting power, another situation arises, which it does not require the assertion of pre-emptive right to deal with

Directors’ purchase may not be ipso facto void, but it is necessary to establish that there has been actual fraud or imposition practiced by the party holding the confidential or fiduciary relation. 

Burden of proof shifts upon the directors to establish its fairness

Sale must be set aside as a constructive fraud upon the other SHS

No proof present to show that the corp needed money so badly and was such in a financial condition that the sale of the addt’l stock to the directors themselves was the only way the money could be obtained  

DEBT SECURITIES

1.  Form of borrowings 

The 2nd main source of capital of a corp is from borrowings, represented usually by promissory notes, bonds or debentures. Sometimes a financial institution will be willing to lend large amounts to a private corp only on the condition that such institution will have some representation in the former’s BOD

2. Bonds and debentures
Subject to prior approval of and registration with the SEC and the vote of 2/3 of the outstanding capital stock, a corp may incur bonded indebtedness by issuing bonds which are offered to the public or  to a specified group of lenders. These debt securities are a series of instruments representing units of indebtedness and regarded as one entire debt. Bonds differ from debentures in that the former are usually secured by a mortgage or pledge of corporate prop

Debentures are issued on the general credit of the corp. Since these are not secured by any collateral, they are not bonded indebtedness in the true sense, and thus would not need approval of  the SHS although it would perhaps be a good policy to obtain it

Bonds and debentures earn interest. Interest is to creditor-investor what dividends are to the S. However, interest must be paid by  the corp whether it makes profits or not; dividends can be paid only if there are profits. Interest therefore, unlike dividends, is a fixed charge which the corp cannot avoid or postpone even in times of business depression

Under Sec 38 of Corp Code, bonds issued shall be registered with the SEC which shall have authority to determine the sufficiency of the terms thereof

Bonds and debentures must be paid at the stipulated period so that the creditor gets back his investment on a specified date. A SH has to wait for the dissolution of the corp and liquidation of it assets and even then recouping his investment depends on whether there are any assets left after paying all creditors, bondholders included.

3. Convertible securities; stock options
The contract of the security holder may give him the privilege to exchange his class of securities with another class. The conversion is usually from a senior security (bonds and preferred stocks) to common stocks. The contract will usually specify not only the security to which it may be converted but also the ratio of conversion and the period within which the privilege may be exercised

Instead of a conversion privilege, the stocks and debenture may carry with it stock option warrants. These are options to purchase stocks in the corp at a specified price not lower than par, exercisable by the grantee at any time within a specified period

Convertible securities are often also redeemable, but the conversion privilege continues after notice of redemption is given until the date fixed for actual redemption

The SEC has issued rules as to stock options for the protection of the interests of the investors. The rules require prior approval before the granting of any stock option. If granted to non-SHS and to directors, officers or managing groups. SHS owning at least 2/3 of  the outstanding capital stock must give their approval. The SEC shall then determine the reasonableness of the stock option plan. In any case, the corp should retain or authorize enough of the junior securities to meet the conversion or stock option when exercised.

MERRITT-CHAPMAN & SCOTT VS NY TRUST

In order to harmonize AI provisions, majority riled that warrant holders are entitled to stock dividends even before conversion, thus for an unlimited time (no deadline or cut-off date)

Stock dividend does not change the proportional interest of each SH in corp; changes only the evidence which represents the interest

Other SHS are placed at a disadvantage because the resulting dilution of their interest in the stock dividends.

4. Hybrid securities
Since preferred shares and bonds are created by contract, it is possible to create stock which approximate the characteristics of debt securities.

The determination of whether such a hybrid is truly a bond or just another kind of preferred stock may be crucial for  tax purposes. 

If it is a bond, then the interest thereof is deductible by the corp from its gross income in the determinable of its taxable income.

If it is stock, then “interest” paid would be actually dividends and thus not deductible from corporate income for tax purposes

Tests:

1.  Is the corp liable to pay back the investor at a fixed maturity date?

2.  Is interest payable unconditionally at definite intervals or is it dependent on earnings?

3.  Does the security rank, at east equally with the claims of other creditors or is it subordinate to them?

JORDAN CO VS ALLEN

Certain factors or criteria which they considered significant in arriving at the true nature of the securities involved:

a)  treatment by the parties

b)  maturity date and right to enforce collection

c)  rank on dissolution

d)  uniform rate of interest payable or income payable out of profits

e)  participation in mgnt and the right to vote

Corp treated the debenture stocks as obligation and the payments as interest

Holders of such stocks ranked ahead of other SHS but inferior to general creditors

Of utmost significance, the debenture stocks have no maturity date

Fixed maturity date together with right to enforce payment is essential feature of a debtor and creditor as opposed to SH relationship

Payment of premiums upon retirement more consistent with retirement of stock than with payment of past due obligations

Should termination of corporate existence be considered the maturity date of the debenture stock, it would not be a fixed date set in advance but could constantly be moved forward simple by corporate action

No maturity date, obligation to pay income only out of profits and the subordination debenture stock holders to general creditors render payments made thereon more like dividends on PS rather than interest on bonds 

5. The Trust Indenture
a)  3 parties to a bond issue :


-debtor-corp


-creditor-bondholder


-trustee

b)  among the 3, only the corp and the trustee ( as rep. of all bondholders) are the parties in the trust indenture

c)  trust indenture defines the rights of the parties, and usually contains the ff.:


-description of the prop mortgaged


-provisions for its care and maintenance


-payment of taxes


-amount authorized under the issue

-conversion and redemption privilege

 
-conditions under which the mortgage may be released


-duties of  the trustee


-conditions for default


-remedies in case of default

Requirements under the Revised Sec Act

Need to register equity securities and bonds because with public at large

PALTING VS SAN JOSE PETROLEUM

Issue : WON registration of SAN JOSE PETROLEUM should be granted?

Palting had personality  to file petition because accdg to Sec Act 7: Any  person opposed must file written opposition to SEC

So long as the securities are outstanding and are placed in the channels of trade and commerce, the investing public are entitled to have the question of the worth or legality of the securities one way or the other

Tie-up of San Jose Pet (foreign) and San Jose Oil(domestic) violative of Laurel-Langley Agreement


-Not owned directly by US citizens but owed by another Panamanian corp (Oil Investments); -OI owned by another 2 Venezuelan corp so not owned directly and controlled by US citizens; No showing that the 2 Venezuelan corp owned and controlled by Americans; Even if owned by Americans, still has to show that those States give same privilege to Filipinos

San Jose Pet essentially a holding company and accdg to SEC,its principal activity is limited to financing and giving assistance to San Jose Oil

Some provisions in AI violative Phil corporation law. By virtue of AI, the directors can do anything short of actual fraud.  By virtue of a 3-party agreement, SJP received OI  8M shares  of SJO stock (presumably previously purchased) worth $800,000 and a $250,000 note in exchange for 16m shares ($0.35@) for a total value of $5.6M.

In effect, SJP actually  $4,55M which was received by OI.  But in their books, an asset not liab appeared  (AIN’T IT FISHY)  Thus, the sale of SJP securities in Phls would tend to work fraud on Phil investors

UNDERWRITING SECURITIES

Underwriting: the act or process of guaranteeing the distribution and  sale of the securities of any kind issued by another corp

3 Basic Types:

1.  STRICT UNDERWRITING METHOD

the underwriter agrees, for a premium or fee, to sell the securities to the public and take up whatever portion of the issue not sold within a specified period

2.  FIRM COMMITMENT UNDERWRITING

assures  the issuer of a specified amount of money at a certain time and shifts the market to the investment houses

3.  BEST EFFORTS UNDERWRITING


availed of by corps which are not well yet established and therefore finds it difficult to find an underwriter who will give a firm commitment and assume the risk of distribution; not underwriting in the strict sense, since the underwriter merely acts as an agent of the corp
CHAPTER XII:  CONSIDERATION FOR ISSUANCE OF SHARES

Form of Consideration

Sec. 62. Consideration for stocks. - Stocks shall not be issued for a consideration less than the par or issued price thereof. Consideration for the issuance of stock may be any or a combination of any two or more of the following:

1.  Actual cash paid to the corporation;

2.  Property tangible or intangible, actually received by the corporation and necessary or convenient for its use and lawful purposes at a fair valuation equal to the par or issued price of the stocks issued;

3.  Labor performed for or services actually rendered to the corporation;

4.  Previously incurred indebtedness of the corporation;

5.  Amounts transferred from unrestricted retained earnings to stated capital and

6.  Outstanding shares exchanged for stocks in the event of reclassification or conversion.

Where the consideration is other than actual cash, or consists of intangible property such as patents or copyrights, the valuation thereof shall initially be determined by the incorporators or the board of directors, subject to the approval by the Securities and Exchange Commission.

Shares of stock shall not be issued in exchange for promissory notes or future services.

The same consideration as provided for in this section insofar as they may be applicable, may be used for the issuance of bonds by the corporation.

The issued price of no-par value shares may be fixed in the articles of incorporation or by the board of directors pursuant to authority conferred upon it by the articles of incorporation or the by-laws, or in the absence thereof, by the stockholders representing at least a majority of the outstanding capital stock at a meeting duly called for the purpose.

Stocks should be issued only in exchange for valuable consideration which can be any of the following:

1. cash

2. tangible or intangible property

3. services rendered to the corporation

4. outstanding obligations of the corporation

5. amounts transferred from retained earnings

6. outstanding shares exchanged for stocks.

The value of the consideration received should be equal to the issue price of the shares of stocks which in no case should not be less than the par value.

Stocks may be issued at par or above par value but never below par value.

In case of no par value shares, the issued price may be fixed 

1. in the articles of incorporation; or

2. by the Board of Directors if they are authorized to do so in the articles of incorporation; or

3. by the stockholders representing at least a majority of the outstanding capital stock in a meeting duly called for the purpose.

Shares of stocks cannot be issued in exchange for promissory notes or future services.

Liability on Watered Stock

When stocks are issued below par value, watered stocks are created. Directors and officers who consented to the issuance of watered stocks are solidarily liable with the holder of such stock to the corporation and its creditors for the difference between the fair value received at the time of the issuance and the par or issued value of the same.

Sec. 65. Liability of directors for watered stocks. - Any director or officer of a corporation consenting to the issuance of stocks for a consideration less than its par value or issued value or for a consideration in any form other than cash, valued in excess of its fair value, or who, having knowledge thereof, does not forthwith express his objection in writing and file the same with the corporate secretary shall be solidarily liable with the stockholder concerned to the corporation and its creditors for the difference between the fair value received at the time of issuance of the stock and the par or issued value of the same.

Triplex Shoe Co. v. Rice & Hutchins, Inc.

NO PAR VALUE STOCK CANNOT BE REGARDED AS VALID AND OUTSTANDING UNLESS THE CONSIDERATION THEREFOR WAS FIXED AS REQUIRED BY LAW.

The stocks issued to the Dillman faction were no-par value shares, the consideration for which were never fixed as required by law. Hence, its issuance was void. The certificate of incorporation did not confer upon the Board of Directors authority to fix the consideration for no par value stock, and therefore, the consideration could be fixed only by the stockholders as provided by the statute. The stockholders never fixed the consideration for any of the no par value stock issued by the corporation after its organization, and there is no escape from the conclusion that all such stock was invalid at the tine of the election I question and not entitled to be voted.

FUTURE SERVICES ARE NOT LAWFUL CONSIDERATION FOR THE ISSUANCE OF STOCK.

Moreover, the stocks were issued to the Dillmans in consideration for services rendered in organizing the company and in agreeing to serve the company at a much smaller compensation. Clearly, the stocks were issued not for services rendered but for services yet to be rendered, and are therefore, invalid for having no valid consideration.

The Dillman faction, therefore, cannot vote the invalid stocks they hold and the directors they elected into office cannot be held to be validly elected.

The Hutchison faction, on the other hand, who holds preferred stock but the preference of which was not stated , was held to be validly elected into office although the amended certificate of incorporation provided that “ The sole voting power shall reside in the holders of the common stock.”

The court interpreted the provision to mean that if there is any common stock legally issued and outstanding, that is entitled to vote, the preferred stock cannot vote, but if there is no such common stock, the situation is the same as would be if no common stock had been issued at all.

Rhode v. Dock-hop Co.

Innocent transferees of watered stock cannot be held to answer for the deficiency I the stocks even at the suit of a creditor of the company.

The creditor’s remedy is against the original owner of the watered stock.

Bing Crosby Minute Maid Corp. v. Eaton

A subscriber to shares who pays only in part of what he agreed to pay is liable to creditors for the balance.

Holders of watered stock are generally held liable to the corporation’s creditors for the difference between the par value of the stock and the amount paid in.

Under the misrepresentation theory, creditors who rely on the misrepresentation of the corporation’s capital stock are entitled to recover the “water” from holders of the watered stock. Under this theory, reliance of corporate creditors on the misrepresentation is material.

Under the statutory obligation theory, reliance of creditors on the capital stock of the corporation is irrelevant.

How Payment of Shares Enforced
Collection of unpaid subscriptions may be effected by the corporation either through delinquency sale or through court action.

Delinquency Sale; Requisites
1. Time for payment of unpaid subscriptions may be specifically stated in the subscriptions contract either at a single date or several dates.

2. In case payment date is not specified in the subscriptions contract, BOD may call for the payment of the subscriptions at any time; call for subscriptions may be total or partial.

3. Payment should be made on the date stated in the subscription contract or on the date stated in the call made by the BOD.

4. Non-payment on the specified date renders the whole subscription due and payable. Interest at the legal rate or at the rate specified in the by-laws accrues from the specified payment date until full payment.

5. After 30 days from the specified payment date, all unpaid subscriptions will be declared delinquent and will be subjected to delinquency sale.

Delinquency sale will be effected a follows:

1. BOD adopts a resolution ordering the sale of delinquent stock specifically stating

(a) the amount due on each subscription

(b) the accrued interest

(c) date, time and place of the sale.

Sale should be made not less than 30 days nor more than 60 days from date the stocks became delinquent.

2. Notice of the sale together with the resolution shall be:

(a) sent to every delinquent stockholder either personally or by registered mail

(b) published once a week for 2 consecutive weeks in a newspaper of general circulation in the province or city where the principal office of the corporation is located.

3. Delinquency sale shall only proceed if the delinquent subscriber fails to pay for the balance on his subscription plus accrued interest, costs of advertisement and expenses of sale.

4. Delinquent stocks will be sold at public auction. Bidder who offers to pay the full amount of the subscription balance together with the accrued interest, costs of advertisement and expenses of sale shall acquire such shares and a certificate of stock shall be issued in his favor.

5.  If the winning bidder only bid for a number of shares less than the total delinquent shares, only the number of shares pertaining to his bid shall be issued to him and the balance of the shares shall be given to the original subscriber.

6.  The corporation may bid and buy its own shares which it may carry in its books as treasury shares which can be subsequently reissued.

Court Action

The corporation need not go through the process of delinquency sale in order to collect the balance from subscribers. A court action for collection may be directly had. A valid call for the subscriptions is necessary before a court action for collection of delinquent shares can prosper. 

Velasco v. Poizat

The corporation has no legal capacity to release an original subscriber to its capital stock from the obligation of paying for his shares, in whole or in part.

When insolvency supervenes, all unpaid subscriptions become at once due and enforceable.

Corollary Rule:

The receiver or assignee, in an action instituted by proper authority, could himself proceed to collect the subscription without the necessity of any prior call whatever.

Lingayen Gulf Electric Power Co., Inc. v. Baltazar

Notice of any call for the payment of unpaid subscription should be made not only personally but also by publication once a week, for four consecutive weeks in some newspapers.

In a solvent corporation, there must be a published call for the payment of unpaid subscriptions before payment could be demanded.

No cancellation or release from obligation can be valid without the consent of the stockholder.

Lumanlan v. Cura
A stock subscription is a subsisting liability from the time the subscription is made.

Subscriptions to the capital stock of a corporation constitute a fund to which the creditors have a right to look for the satisfaction of their claims.

The assignee in insolvency can maintain an action upon any unpaid stock subscription in order to realize assets for the payment of its debts.

Effect of Delinquency
Sec. 71. Effect of delinquency. - No delinquent stock shall be voted for or be entitled to vote or to representation at any stockholders’ meeting, nor shall the holder thereof be entitled to any of the rights of a stockholder except the right to dividends in accordance with the provisions of this Code, until and unless he pays the amount due on his subscription with accrued interest and the costs and expenses of advertisement , if any.

Owner of delinquent stocks loses all the rights of a stockholder except the right to dividends. Dividends due the delinquent stock shall be applied to the unpaid balance and the costs and expenses, if any.

Rights and Obligations of Holders of Unpaid but Non-delinquent Stock

Sec. 72. Rights of unpaid shares. - Holders of subscribed shares not fully paid which are not delinquent shall have all the rights of a stockholder.

Sec. 66. Interest of unpaid subscriptions. - Subscribers for stock shall pay to the corporation interest on all unpaid subscriptions from the date of subscription, if so required by, and at the rate of interest fixed in, the by-laws. If no rate of interest is fixed in the by-laws, such rate shall be deemed to be the legal rate.

Sec. 63. Certificate of stock and transfer of shares. Xxx No shares of stock against which the corporation holds any unpaid claim shall be transferable in the books of the corporation.

Sec. 64. Issuance of stock certificate. - No certificate of stock shall be issued to a subscriber until the full amount of his subscription together with interest and expenses (in case of delinquent shares), if any is due, has been paid.

Fua Cun v. Summers
Equity in shares of stock may be assigned and the assignment is valid as between the parties and as to persons to whom notice is brought home.

A subscriber does not become the owner of a particular number of shares corresponding to the amount he already paid but merely holds a right of equity in the total number of shares subscribed. Complete ownership over the total number of shares subscribed will only vest with the stockholder upon payment of the whole subscription price.

Baltazar v. Lingayen Gulf Electric Power Co., Inc.
Where the corporation has issued certificate of stock of a definite number corresponding to the initial payment  made on the subscription, said shares may validly be voted at all meetings and only the remaining number of shares in the unpaid subscription will be affected by the call and subsequent declaration of delinquency in case of non-payment of the subscription balance.

Nava v. Peers Marketing Corp.
No shares of stock against which the corporation holds an unpaid claim are transferable in the books of the corporation.

Mandamus will not lie to compel corporate officers to record the transfer of shares in its books where no shares of stocks were issued for the unpaid subscription. The issuance of the certificate of stock, its indorsement and delivery to the transferee, and the surrender thereof to the corporation are requisites for the recording of the transfer in the corporate books.

Thus, Ricardo Nava, to whom Teofilo Po transferred 20 of the 80 shares the latter subscribed but has not yet fully paid, and for which no certificate of stock has been issued, has no cause of action against the officers of the corporation for the recognition and recording of the transaction in the corporate books. The transfer of the shares to Nava is valid only between him and Po.

Issuance of Certificate

Once full payment for the stocks have been tendered to the corporation in any of the valid forms of consideration for the issuance of stocks, the purchaser or the subscribers entitled to be issued the corresponding certificate of stock which evidences their ownership of shares in a particular corporation

Lost or Destroyed Certificate

Sec. 73. Lost or destroyed certificates. - The following procedure shall be followed for the issuance by a corporation of new certificate(s) of stock in lieu of those which have been lost, stolen or destroyed.

1.  The registered owner of certificate(s) or his legal representative shall file with the corporation an affidavit in triplicate setting forth, if possible, the circumstances as to how the certificate(s) were stolen or destroyed, the number of shares represented by each certificate, the serial number (s) of the certificate(s) and the name of the corporation which issued the same. He shall also submit such other information and evidence which he may deem necessary;

2.  After verifying the affidavit and other information and evidence with the books of the corporation, said corporation shall publish a notice in a newspaper of general circulation published in the place where the corporation has its principal office, once a week for three (3) consecutive weeks at the expense of the registered owner of the certificate(s) of stock which have been lost, stolen or destroyed. The notice shall state the name of said corporation, the name of the registered owner and the serial number(s) of said certificate(s), and the number of shares represented by such certificate(s), and that after the expiration of one (1) year from the date of the last publication, if no contest has been presented to said corporation regarding said certificate(s) of stock, the right to make such contest shall be barred and said corporation shall cancel in its books the certificate(s) of stock which have been lost, stolen or destroyed and issue in lieu thereof new certificate(s) of stock, unless the registered owner files a bond or other security in lieu thereof as may be required, running for a period of one (1) year for a sum and in such form and with such sureties as may be satisfactory to the board of directors, in which case a new certificate may be issued even before the expiration of one (1) year period provided herein; Provided, That if a contest has been presented to said corporation or if an action is pending in court regarding the ownership of said certificate(s) of stock which have been lost, stolen or destroyed, the issuance of the new certificate(s) of stock in lieu thereof shall be suspended until the final decision by the court regarding the ownership of said certificate(s) of stock which have been lost, stolen or destroyed.

Except in case of fraud, bad faith, or negligence on the part of the corporation and its officers, no action may be brought against any corporation which shall have issued certificate(s) of stock in lieu of those lost, stolen or destroyed pursuant to the procedure above-described.

CHAPTER XIII:  DIVIDENDS AND PURCHASE BY CORPORATION OF ITS OWN SHARES
Introduction

  A stockholder has three very important rights.  These are the following:


1.   his right to vote,


2.   his right to a share of the corporate assets upon liquidation, and,


3.   his right to a share in the corporate profits or his dividend right.

Definition of Dividend

     A.   According to Campos, a dividend is the portion of corporate profits which is set aside for distribution to the stockholders in proportion to their subscription to the capital stock of the corporation. 


     B.   Black's Law Dictionary on Dividends


The payment designated by the board of directors of a corporation to be distributed pro rata among the shares outstanding.   

     C.   Time Dictionary of Finance and Investment Terms on Dividends


The distribution of earnings paid to stockholders based on the number of shares owned.

Form of Dividends


Section 43.  Power to declare dividends. -- The board of directors of a stock corporation may declare dividends out of the unrestricted retained earnings which shall be payable in cash, in property, or in stock to all stockholders on the basis of outstanding stock held by them:  Provided, That any cash dividends due on delinquent stock shall first be applied to the unpaid balance on the subscription plus costs and expenses, while stock dividends shall be withheld from the delinquent stockholder until his unpaid subscription is fully paid:  Provided, further, That no stock dividend shall be issued without the approval of stockholders representing not less than two-thirds (2/3) of the outstanding capital stock at a regular or special meeting duly called for the purpose.


Stock corporations are prohibited from retaining surplus profits in excess of one hundred (100%) per cent of their paid-in capital stock, except:  (1) when justified by definite corporate expansion projects or programs approved by the board of directors; or (2) when the corporation is prohibited under any loan agreement with any financial institution or creditor, whether local or foreign, from declaring dividends without its/his consent, and such consent has not yet been secured; or (3) when it can be clearly shown that such retention is necessary under special circumstances obtaining in the corporation, such as when there is a need for special reserve for probable contingencies.

      A.  Cash Dividends - Dividends declared and made payable in cash.

     B.  Property Dividends - Consists of a portion of corporate property paid to shareholders instead of cash or the company's stock.  Also called as Asset Dividend, which is dividend paid in the form of an asset of the company, normally a product.


Scrip is a certificate issued to stockholders in lieu of cash dividends, entitling them to a certain amount at some future date.  This form is rarely used.   Although the law does not expressly mention this form, it may be included under the term "property" dividend.

      C.  Stock Dividends - is a distribution to the stockholders of the company's own stock.  This means that corporate profits or earnings are transferred to capital stock and shares of stock representing the increase in capitalization are distributed.  Unless there are available unissued shares of the corporation, stock dividends cannot be declared without first increasing the capital stock.  New shares are then issued to the stockholders in proportion to their interests.  


Although the number of their respective shares increase, their investment and their proportional interest in the corporation remain the same.   The stock dividends represent no income to them but merely evidence of the increase in shares owned.  Unless such stock dividends are converted into cash by the sale thereof, they have therefore received no income, which is subject to tax.  


Stock dividends are considered as civil fruits belonging  to the usufructuary and not to the naked owner of the stocks on which they are declared. (Bachrach V. Seifert)


In the case of Nielson & Co.  V.  Lepanto Consolidated Mining Co., no stock dividends can be issued to non-stockholders even for services rendered. 


Since stock dividends are distributed proportionally to the holdings of a stockholder, sometimes fractional shares result.   Instead of issuing fractional shares, the corporation usually pays the equivalent of such fractions in cash, or, it may issue instead fractional share warrants.

Relevant Case:

NIELSON & CO. INC.  V.  LEPANTO CONSOLIDATED MINING CO.

Facts:  Pursuant to an agreement in a management contract regarding the compensation of Nielson, Lepanto Consolidated will pay Nielson 10% of any dividends declared and paid.   Lepanto declared stock dividends worth one million in 1949 and two million in 1950.  This was during the period covered by an extension in the management contract.  Nielson sued for his share in the stock dividends.  The Supreme Court declared that Nielson was entitled to receive 10% of the stock dividends declared or shares of stock worth 300T.  In this motion for reconsideration, Lepanto maintains that the court erred in such order because it is a violation of the Corporation Law, Section 16.

Issue:  Whether or not a corporation can issue stock dividends to a person who is not a stockholder in payment of services rendered.

Decision:  The Supreme Court ruled that Nielson is not entitled to a share in the stock dividends since he is not a stockholder.  However, he must still be paid his 10% fee using as the basis for computation the cash value of the stock dividends declared.  

Important Points on the Case of Nielson:

Effects of the Inclusion of a Non-stockholder as a Stock Dividend Beneficiary

1.  It deprives a stockholder of his right share in the corporate profits.

2.  The proportion of a stockholder's interest changes radically to his or her detriment.

3. The non-stockholder benefits without assuming the same risks as those born by a stockholder.

Source of Dividends


General Rule:  No Stock dividend may be declared, except out of unrestricted retained earnings.


Retained Earnings - the net accumulated earnings of the corporation out transactions with individuals or firms outside of the corporation.  Retained earnings include earnings from the sale of goods or services in the ordinary course of its business, as well as earnings from the sale of corporate property other than its stock in trade, at a price higher than cost.  


Implicit from the term retained earnings is the limitation that a corporation has no power to declare dividends unless its legal or stated capital is maintained.


Retained earnings do not include transactions involving treasury stock, since the purchase and sale of such stock are regarded as contractions and expansions or paid-in capital.  Neither do they include donations which are also considered as additional paid-in capital.  Where the value of existing assets has increased and a are appraisal is made, the increase is merely an unrealized capital element and therefore does not constitute earnings  from which dividends, whether in cash or stock, may be declared.


Unrestricted Retained Earnings - the undistributed earnings of the corporation which have NOT been allocated for any managerial, contractual or legal purposes and which are free for distribution to the stockholders as dividends.

Relevant Case:

BERKS BROADCASTING CO.  V.  CRAUMER

Facts:   The capital structure of Berks Broadcasting Company was restructured.  Part of which was the clearing of the Unpaid Stock Subscriptions account balance with additional investments from the stockholders, a recognition of Goodwill, and with an entry recording the unrealized appreciation or revaluation increment of the assets of the company.  The net result of this procedure was a surplus.  From that the controlling stockholders through the BOD declared and paid dividends.  During the period of declaration and payment of dividends, the sale of the corporation to a new group was perfected and was just awaiting the approval of the Federal Communications Commission.  In this present suit, the new stockholders are suing for the recovery of the dividends paid to the former stockholders since it has been unlawfully declared from a surplus which included the revaluation increment for the asset or the unrealized appreciation of its value.

Issue:  Whether or not dividends may be declared and paid out of surplus which is constituted by the recorded but unrealized appreciation of corporate assets.

Decision:  The Supreme Court declared that such cannot be done.  The surplus from which dividends must be taken must be a bona fide and not an artificial or fictitious one.  It must be founded upon actual earnings or profits and not be dependent for its existence upon a theoretical estimate of an appreciation in the value of the company's assets.  Such reappraisals are subject to market fluctuations, or, merely anticipatory of future profit, or, may never be actually realized as an asset of the company.   Finally, the Business Corporation Law of 1933 expressly disallows such a funding of a dividend declaration and payment.

Dividend Declaration Discretionary with Board; Limitations.


General Rule:  Whether or not there should be a distribution of dividends in whatever form, such matters are always subject to the business judgment of the Board of Directors and the courts will not interfere with the former's discretion.


Exceptions:


(1) When the decision is tainted with bad faith, 


(2) When the decision is tainted with fraud,


(3) When the decision is tainted with gross negligence,





 OR


(4) When the profits accumulated are in excess of 100% of the corporations paid-in capital stock, UNLESS;



(a) the accumulation is justified by definite expansion projects approved by 



the Board,



(b) the corporation is prohibited under a loan agreement without the 




creditor's consent, and such consent has not been secured,



(c) Or, it can be clearly shown that the retention is necessary under




special circumstances.


Explanation:  The justification for this interference with the business judgment and discretion of the corporation's board of directors was given in the preamble of Presidential Decree 270 which is as follows:


"WHEREAS, this failure to declare dividends where corporations are able to do so stultifies investor's interest in channeling their investible funds in equities even of productive industries and enterprises and thereby retards the economic growth and development of the country;


"WHEREAS, a more favorable and healthier climate for investments would be promoted if stockholders are able to share in the profits of corporations whenever possible, the same not being subject to the absolute or arbitrary action of management on the matter."

Relevant Case:  

DODGE  V.  FORD MOTOR CO.

Facts: Stockholders led by Dodge were seeking to compel the declaration of dividends by Ford Motor Company.  It turns out that Ford Motors have operated successfully and profitably.  However, the management of the company has shifted its focus from seeking profitability to one that has more emphasis on eleemosynary or charitable purposes.  Specifically, it sought to provide more cars for the public at the lowest price possible.  To effect this, it was argued by management that the corporate profits earned must be set aside for the expansion of its production facilities so that it will have a more streamlined and cost efficient system.  

Issue:  Whether or not such a change in corporate policy is a valid reason for not declaring dividends.

Decision:  The Supreme Court ruled that the stockholders must be dividends.  The reasons for these are that the company has accumulated a very large amount of profit and that the costs of expansions are still feasible even if dividends will be declared.  The financing of such are spread over a significant span of time.  Therefore, not all of the  retained earnings will be restricted especially for the current year.  It is worth mentioning though that the change in policy by the company's board of directors was not prejudicial to the interests of the stockholders.   Yet, equity still demands that because of the large profits, dividends which are affordable must still be paid since the receipt of such is a right of a stockholder in the first place.

Preference as to Dividends


The articles of incorporation may provide for stocks with preferences in the distribution of dividends other than stock dividends.  These are usually non-voting stocks.

In many cases, preferred stocks get additional protection from the abuse of the directors in refusing to declare dividends by a provision in their contract that in case dividends are passed up for three consecutive years, the holders of such stocks will have the right to vote at the election of directors until dividends are declared.

Relevant Case:

BURK  V.  OTTAWA GAS AND ELECTRIC CO.

Facts:   Burk is a holder of eight shares of  6% non-cumulative preferred shares.  In this action, he was seeking the accounting of all assets, a declaration of dividends and a restraining order against the officers of the company from paying out any of the money or disposing of the assets except such amounts as would be necessary to conduct the business of the corporation.  The lower court ruled for the defendant corporation and its officers on the ground that the extensions of the companies properties "were necessary and for the betterment of the plant and accommodation of the patrons."    Hence, this appeal.

Issue: Whether or not the preferred stockholder has a right to a declaration and payment of dividends under the circumstances of the case.

Decision:  The Supreme Court ruled that the case be remanded to the lower court for more determinative proceedings.  This was needed because the manner and nature  of the expenditures for the extensions or expansions of the company's plant was not clearly illustrated.  If the word "necessary" is interpreted to mean that the extensions were such as the corporation was required to make by its obligation to the public, then the trial court was right in holding that the plaintiff could not look for dividends to any part of the funds so expended. 


However, the Supreme Court noticed that the trial court seemed to have used the term "necessary" as meaning merely that the extensions were advisable as a matter of good judgment, for the benefit of the business.  Under such an interpretation, the Supreme Court is of the opinion that the funds so employed  were wrongfully diverted from the payment of dividends to the plaintiffs.  the directors of the corporation owed a positive duty to pay a dividend to the preferred stockholders whenever in any year there were net profits available.  The funds that might be used for that purpose could not rightfully be expended for extensions merely for the benefit of the business, nor could they be withheld to meet the expenses of the nest year.

 When Right to Dividends Vests;  Rights of Transferee.


General Rule:  the right of the stockholders to be paid dividends vests as soon as the same have been lawfully declared by the Board of Directors.  From that time, it becomes a debt owing by the corporation to each stockholder and no revocation of the dividends can be made.  


The reason for this rule is based on reasons of policy which is to prevent the misleading of investors and the probable effect which a revocation may have on the stability of transactions involving shares of stock.


Exception:  It does not apply where the declaration of dividends was:


(1) Not yet announced or communicated to the public, or,


(2)  When stock dividends are declared since these are not distributions but



merely represent changes in the capital structure.


Rights of Transferee


Since the right to dividends vests upon its declaration, the RULE is:


     Whoever owns the stock at that time also owns the dividends.


A subsequent transfer of such stock would not carry with it the right to the dividends which have been declared but not yet paid.


The practice in most widely held corporations has been to provide, in the declaration of dividends, that the same are payable to STOCKHOLDERS OF RCORD on a specified date following the declaration.  Thus, whoever is the registered owner on the record date, is entitled to the dividends.  As against the transferor,  however, a transferee of stocks after the declaration but before the specified date of payment, has presumably the right to such dividends, despite failure to record the transfer on the corporate books, unless of course they have agreed to the contrary, which is often the case.

Relevant Case:

MCLARAN VS. CRESENT PLANNING MILL CO
Facts:  The concerned company declared dividends and divided the payments into four payments.   The first payment was made.  But when the second payment was due, it was not paid upon the supposed discovery of an error that overstated assets by $ 6,000.00.  For this and other business reasons, the Board of Directors adopted a resolution that indefinitely deferred the payment of the rest of the dividends. Hence, this suit was filed by the plaintiffs to complete the payments.  The defense raised was that there was no declaration of dividends for the reason that the board failed to set aside apart funds for the payment of the same.

Issue:  Whether or not a declaration of dividends creates an obligation to pay against the corporation.

Decision:  The Supreme Court ruled that the corporation is liable for the payment of dividends it has declared.  A declaration creates an implied promise on the part of the corporation to pay the stockholder the amount of the dividend.   The stockholder under the present circumstances has the status of a general creditor.  Furthermore, the declaration being proper, cannot be revoked by the subsequent action of the corporation.  To allow such would be granting a debtor to absolve himself from paying what he is obliged to pay.

Important Points on the McLaran Case:

(1)  The mere declaration of the dividend by competent authority under proper circumstances creates a debt against the corporation in favor of the stockholders in the same light as any other general creditor of the same.

(2)  On the other hand, the setting apart of a fund after or concurrent with the declaration, out of which the debt thus created is to be paid, passes one step further toward securing the payment of the identical fund to the shareholder inasmuch as the law treats the setting apart of such fund as a payment to the corporation as trustee for the use of the stockholder, on which fund the stockholder has a lien, and to which fund he has rights superior to the general creditor.

Liability for Illegal Dividends


The directors are NOT personally liable for unintentionally declaring dividends in violation of law, unless they acted willfully, or, with negligence, or, in bad faith.  This is consistent with the general rule that courts will not interfere with the business judgment of the directors, unless it is shown that they have acted in bad faith, or were negligent in the discharge of their duties.


Section 31.  Liability of directors, trustees or officers. -- Directors or trustees who willfully and knowingly vote for or assent to patently unlawful acts of the corporation or who are guilty of gross negligence or bad faith in directing the affairs of the corporation or acquire any personal or pecuniary interest inconflict with their duty as such directors or trustees shall be liable jointly and severally for all damages resulting therefrom suffered by the corporation, its stockholders or members and other persons.


On the question of the right of creditors to follow the illegal dividends into the hands of the stockholders should the corporation subsequently become insolvent, the majority view is that in the absence of an express provision of law,  an innocent stockholder is not liable to return the dividends received by him out of the capital, unless the corporation was insolvent at the time of payment. This view considers it an unfair and unreasonable burden to require the innocent stockholders to repay dividends when the same were received in good faith from a solvent corporation in the regular course of the business, even if it later on becomes bankrupt.

Purchase by the Corporation of its Own Shares

      A.  Limitations on Power;  Proper Purposes and Existence of Surplus.


General Rule:  A corporation has the power to acquire or purchase its own shares; provided, payment is made out of surplus profits and the acquisition is for a legitimate corporate purpose.  


Section 41. Power to acquire own shares. --  A stock corporation shall have the power to purchase or acquire its own shares for a legitimate corporate purpose or purposes including but not limited to the following cases: Provided, That the corporation has unrestricted retained earnings in its books to cover the shares to be purchased or acquired:


1.  To eliminate fractional shares arising out of stock dividends;


2. To collect or compromise an indebtedness to the corporation, arising out of unpaid subscription, in a delinquency sale, and to purchase delinquent shares sold during said sale; and,


3.  To pay dissenting or withdrawing stockholders entitled to payment for their shares under the provisions of this Code.


Section 41 lays down the rule regarding the acquisition by a corporation of its own shares.  Two conditions must be fulfilled:


First:  The corporation must have sufficient unrestricted retained earnings to cover the shares to be purchased.  This requirement is primarily for the protection of the creditors whose claims must first be repaid before any distribution of corporate assets can be made to any stockholder.


Exception:


SEC III. 1.  No corporation shall redeem, repurchase or reacquire its own shares, of whatever class, unless it has an adequate amount of unrestricted retained earnings to support the cost of the said shares, EXCEPT:


a.  When the shares are reacquired in the redemption of redeemable shares of the corporation or pursuant to the conversion right of convertible shares of the corporation, expressly provided for in its articles of incorporation and certificates of stock representing said shares;


b.  When the shares are reacquired to effect a decrease in the capital stock of the corporation as approved by the SEC.


c.   When the shares are reacquired by a close corporation pursuant to the order of the SEC acting to arbitrate a deadlock as provided for under Section 104 of the Corporation Code.


Second:  The reacquisition  must be in pursuance of a legitimate corporate purpose.  Examples are those mentioned in Section 41.   Note, however, that the enumeration in the said section is NOT exclusive.


B.   Remedies in Case of Improper Purchase.


Creditors who are prejudiced by the repurchase made by an insolvent corporation have a remedy against the selling stockholders to recover the consideration paid.  If the directors were negligent or were guilty of bad faith in approving the repurchase, they may be held personally responsible to the receiver of the corporate assets.  The basis of their liability being Sec. 31 of the Corporation Code.  


Section 31.  Liability of directors, trustees or officers. -- Directors or trustees who willfully and knowingly vote for or assent to patently unlawful acts of the corporation or who are guilty of gross negligence or bad faith in directing the affairs of the corporation or acquire any personal or pecuniary interest inconflict with their duty as such directors or trustees shall be liable jointly and severally for all damages resulting therefrom suffered by the corporation, its stockholders or members and other persons.

CHAPTER XIV:  AMENDMENTS OF CHARTER
I.  Amendment by Legislature
A corporate charter consists of:

a)   Articles of incorporation and

b)  The law under which it was organized

Thus, it is a contract between 

a)  the stockholders

b)  the corporation and 

c)  the State

Though the legislature cannot directly amend the AOI of a corporation without violating the rule against impairment of contracts, it can amend or repeal the statutes under which the latter was created subject to the limitation that no accrued rights or liabilities are impaired.

§ 145.  Amendment or repeal.  No right or remedy in favor of or against any corporation, its stockholders, members, directors, trustees, or officers, nor any liability incurred by any such corporation, stockholders, members, directors, trustees or officers shall be removed or impaired either by the subsequent dissolution of said corporation or by any subsequent amendment or repeal of this Code or any part thereof.

II.  Amendment by Stockholders
A corporation is expressly granted by law the power to amend its AOI through the vote of 2/3 of its stockholders.  Such a decision is binding on all the stockholders, including those who voted against it, subject only to the appraisal right, if proper.  No stockholder can claim that such an amendment is an impairment of his contract with the corporation since he is deemed to have accepted this power to amend the charter when he subscribed or purchased the stocks to the corporation.

§ 36 grants the power to amend while § 16 prescribes the conditions to a valid amendment of the AOI.

§ 36.  Corporate powers and capacity.  Every corporation incorporated under this Code has the power and capacity:  x x x  4)  To amend its AOI in accordance with the provisions of this Code.

§ 16.  Amendment of AOI.  Unless otherwise prescribed by this Code or by special law, and for legitimate purposes, any provision or matter stated int he AOI may be amended by a majority vote of the Board of directors or trustees and the vote or written assent of the stockholders representing at least 2/3 of the outstanding capital stock, without prejudice to the appraisal right of dissenting stockholders in accordance with the provisions of this Code, or the vote or written assent of at least 2/3 of the members if it be a non-stock corporation.

The original and amended articles together shall contain all provisions required by law to be set out in the AOI.  Such articles, as amended, shall be indicated by underscoring the change or changes made, and a copy thereof duly certified under oath by the corporate secretary and a majority of the directors or trustees stating the fact that said amendment/s have been duly approved by the required vote of the stockholders or members, shall be submitted to the SEC.

The amendments shall take effect upon the approval by the SEC or from the date of filing with said Commission if not acted upon within 6 months from the date of filing for a cause not attributable to the corporation.  

In brief:

I want to amend the AOI.

1.  The amendment must be for a legitimate purpose; thus, see if there is any provision against it in the Corporation Code or other special laws.

2.  Convene the Board of Directors and get majority vote regarding the amendment

3.  Get the vote or written assent of 2/3 of the stockholders.  Note that a meeting is required if the amendment is to a) increase or decrease capital stock or b) shorten or extend the corporate term, which can not be longer than 50 years.

4.  If the reason why you're amending the AOI is because you want to add a purpose different from the original one, you can't invest in the new business automatically after such amendment.  You must still get 2/3 vote in accordance with § 42 unless the new purpose becomes now the primary purpose

§ 81  Power to invest corporate funds in another corporation or business or for any other purpose.  Subject to the provisions of this Code, a private corporation may invest its funds in any other corporation or business or for any purpose other than the primary purpose for which it was organized, when approved by a majority of the Board of directors or trustees and ratified by the stockholders representing at least 2/3 of the outstanding capital stock . . . at a stockholders' meeting duly called for the purpose. . . .  Dissenting stockholders enjoy appraisal rights. . . . (Note:  where the investment by the corporation is reasonably necessary to accomplish its primary purpose as stated in the AOI, the approval of the stockholders shall not be necessary.

5.  If any stockholder dissents and wants out, follow procedure for right of appraisal.

a.  Note § 81  Instances of appraisal right.  Any stockholder of a  corporation shall have the right to dissent and demand payment of the fair value of his shares in the ff. instances:

1)  In case any amendment to the AOI has the effect of changing or restricting the rights of any stockholder or class of shares, or authorizing preferences in any respect superior to those of outstanding shares of any class, or of extending or shortening the term of corporate existence; x x x x

b.  Within 30 days of the vote, the dissenting stockholder must have made a written demand on the corporation for the fair value of his shares.  If he does not make any demand, he is deemed to have waived such right.

6.  Write down the new AOI, making sure that all the information required by the law is contained therein.

7.   Indicate the changes made and give the SEC a copy duly certified by the corporate secretary and a Board majority that such changes have been duly approved by the required vote.  If you are a special corporation, get the appropriate government agency to give you a certificate to the effect that the amendment is in accordance with law.

8.  Wait.  

9.  Amended AOI takes effect when SEC approves it.  If after 6 months from date of filing, SEC still fails to act on application for reasons not attributable to the corporation, then consider the AOI approved from date of filing.  

Grounds for Rejection of Amendment
§  17.  Grounds for rejection of amendment.  The SEC may reject the AOI or disapprove any amendment thereto if the same is not in compliance with the requirements of this Code.  Provided, That the Commission shall give the incorporators a reasonable time within which to correct or modify the objectionable portions of the AOI or amendment.  The ff. Are grounds for such rejection or disapproval:

1.  That the AOI or any amendment thereto is not substantially in accordance with the form prescribed herein;

2.  That the purpose or purposes of the corporation are patently unconstitutional, illegal, immoral, or contrary to government rules and regulations;

3.  That the Treasurer’s Affidavit concerning the amount of capital stock subscribed and/or paid is false;

4.  That the required percentage of ownership of the capital stock to be owned by citizens of the Philippines has not been complied with as required by existing laws or the Constitution.  

No AOI or amendment to AOI of banks, banking and quasi-banking institutions, building and loan associations, trust companies and other financial intermediaries, insurance companies, public utilities, educational institutions, and other corporations governed by special laws shall be accepted or approved by the Commission unless accompanied by a favorable recommendation of the appropriate government agency to the effect that such AOI or amendment is in accordance with the law.

In brief:

The SEC may reject the AOI or disapprove the amendment if it violates the provisions of this Code or the Constitution, but incorporators will be given reasonable time to correct or modify the objectionable portions. 

Grounds for rejection or disapproval are:

1.  Non-compliance with Form requirement
2.  Unconstitutional, illegal, immoral purpose 

3.  False Treasurer’s Affidavit re: amount of capital stock subscribed and/or paid

4.  Violation of required % of Filipino ownership

SEC requires financial, insurance and educational institutions, public utilities and those governed by special laws to get a favorable recommendation from the appropriate government agency that such AOI or amendment is legal before it approves it.

Amendment changing stockholders rights

§ 81.  Instances of appraisal right.  Any stockholder of a corporation shall have the right to dissent and demand payment of the fair value of his shares in the ff. instances:

1.  In case any amendment to the AOI has the effect of changing or restricting the rights of any stockholder or class of shares, or of authorizing preferences in any respect superior to those of outstanding shares of any class, or of extending or shortening the term of corporate existence.

Code allows amendments which would change and even restrict the existing rights of stockholders or any class of shares.  This power of self-amendment is quite extensive and has been held to include the power of changing, restricting or abrogating preemptive rights as well as voting rights.  Such power should be exercised in good faith, and for a legitimate purpose, and not merely to defraud or prejudice the minority.  However, the dissenting stockholder has the burden of proving that such amendment was grossly unfair or done in bad faith.

Stockholders can’t argue vested rights whenever their rights are impaired by an amendment approved by 2/3 because he is deemed to have known about and accepted this power of self-amendment granted by § 36 (Corporate powers and capacity) when he entered into the contract with the corporation.  All he can do is exercise his appraisal right.  

However, if there is bad faith or fraud on the part of the majority, the injured stockholder may file an opposition to the registration of the amendment with the SEC, which may if it deem proper, disapprove the amendment.

Cases:
Hartford Accident and Indemnity Co. v. W.S. Dickey Clay Mfg. Co.

The appellees directors, by resolution, recommended the adoption of an amendment to the corporate charter increasing the number of Class A shares to 1,000,000, the amendment to be submitted to a SHs” meeting.  Notice was sent to the SHs, in w/c the purposes of the meeting were stated to be the election of the directors and the consideration of the proposed amendment.

At the SHs” meeting it was demanded on behalf of the complainant that the CS be voted separately on the proposed amendment.  It was ruled, however, that the vote to be taken in 2 classes, the Class A shares as one class, the preferred and the CS as the other class.  The appellant contends that under the Gen. Corp. Law, the affirmative vote of the majority of the CS, voting as a separate class, was req’d. to adopt the proposed amendment.

Amendments to certs. Of  incorporation are authorized by the Gen. Corp. Law – specifically, authorized capital stock may be increased, decreased or reclassified “by changing the number, par value, designations, preferences, or relative, participating optional or other special rights of the shares, or the qualifications, limitations or restrictions of such rights xxx.”

As affirmative vote of a majority of the P and CS, considered as one class for voting purposes, was necessary to the adoption of the amendment.  This affirmative vote was obtained, and was all that was req’d. unless, it is asserted by the appellant, an affirmative vote of a majority of the CS, voting separately as a class, was necessary.

Appellant argues that the provision  in the GCL covering amendments to the certs. Of inc. includes the case where the increase in the # of a particular class of shares would affect the “rights” of ano. Class of shares thus requiring a class vote.

ISSUE: W/n the amendment of the corporate charter to increase the # of Class A shares is valid.

RATIO: Obviously, the relative position of the CS will be altered by the proposed amendment.  By the force of the amendment the burden on the CS will be increased to the extent of 500,000 add’l. Class A shares, if issued.  In this way and to this extent the CS would be adversely affected.

The relative position of one class of shares in the scheme of capitalization  is not to be confused w/ rights incident to that class as compared w/ other classes of shares.  Where the corporate amendment does no more than to increase the # of shares of a preferred or superior class, the relative position of subordinated shares is changed in the sense that they are subjected to a greater burden.  The special or peculiar quality w/ w/c they are endowed, and w/c serves to distinguish them from Shares of another Class, remain the same.

MARCUS V MACY
US Case

The Board of Macy & Co. submitted for stockholders’ action the proposal to amend its certificate of incorporation to add to the rights of preferred stockholders voting rights same as those held by common stockholders.  A stockholder with 50 shares of common stock objected to the proposed amendment, and in the same written notice of objection, demanded payment for her common stock.

Respondent company argues that the effect of the amendment on the stockholder was so trivial and insignificant as to be de minimis since she only held 50 out of 1.6 M shares.  Also, if she wanted to sell her stock at market value, she could have done so when the price was higher, thus, her application should be denied because it was not made in good faith.

SC held that by limiting the voting power of the stockholders’ common shares, the corporate action to which she objected to was of such a character as to afford her legal basis to invoke her appraisal right.  The Legislature has clearly prescribed the conditions under which a nonconsenting stockholder may have his stock evaluated and enforce payment therefore.  There is no requirement of a minimum percentage or value of stock which must be owned by the nonconsenting stockholder to qualify him to invoke the prescribed statutory procedure.

Keller v. Wilson  and Co., Inc.

FACTS:  By the amendment the Class A Stock was made, in effect, a second PS.  It was entitled to noncumulative dividends up to Oct. 31, 1930 and thereafter to cumulative dividends, before dividends payable on the CS was entitled to liquidation at a fixed rate per share plus accrued unpaid dividends, was callable at a fixed rate per share, and was convertible at the option of the holder into Common Stock share for share.

The BOD voted to submit to the stockholder a plan for recapitalization by which it was proposed

 to exchange the 7% cumulative preferred stock for a a new 6% cumulative preferred stock of no par value,  and to cancel the Class A stock and all dividends accrued thereon, the holders of said stock to receive in exchange 5 shares of common stock for one share of Class A stock.

At a meeting of stockholders called to vote upon the plan, the vote of each class of shares was overwhelming in favor of it.

Issue  W/N the accrued dividends in favor of the cumulative preferred stock may be canceled by an amendment of the charter (through the change of the stock from one classification to another).

Ratio:  The question presented is concerned with the nature and extent of the right of a holder  of cumulative preferred stock in a going concern, as to which dividends have accrued through lapse of time.

The answer must depend upon the extent of the enlargement of the "scope of subjects”, and the nature and character of the right affected.  A vested right may not be destroyed.  Therefore the question to be determined is, what is the character of the right of a holder of cumulative preferred stock in a going concern as to which stock dividends have accrued through the lapse of time? Is the right, in a real sense a vested right, or is a defeasable right, subject to destruction by corporate action under subsequent legislation.

The right of a holder of cumulative preferred stock, issued at a time when the law did not permit  the cancellation of accrued and unpaid dividends against the holder, to such dividends, is and ought to be regarded as a substantial right. It may reasonably be supposed that  one who invests his money in cumulative preferred stock relies largely upon the right to receive the stipulated dividends at some time.  Speaking generally, the investor seeks certainty as against a speculative rise in price.  The right to such dividends gives value to the stock, easily recognizable even during periods when the dividends are not paid. As the right is an inducement to buy, so oftentimes it is an inducement to retain. To say  that  cumulative dividends can not be paid where there are no profits at hand from which to pay them is not to  say that they do nor accrue under the contract, and unless the corporate surplus and the financial condition of the corporation are such that it would be an abuse of discretion on the part of the management not to declare and pay a dividend on cumulative preferred stock, there seems to be no more reason to view the right of the shareholder as vested than in the case where no surplus exists at all, for in either situation the shareholder has no immediate assertable right, nor may he ever have such right.


We are of opinion, therefore, that the amendment of the corporate charter, in so far as it assumed to destroy the rights of the complainants to dividends accrued upon their stock up to the time of the  accomplishment of the amendment, is null and void. Accordingly, the arrears of such dividends  accumulated upon their stock must be paid to them before distribution may be made to the holders of the  common stock.


The cancellation of cumulative dividends already accrued through the passage of time is not an amendment of a charter.  It is the destruction of a right in the nature of a debt, a matter not within the purview of the section. The cancellation of the right to such dividends is foreign to the design and purpose of the section. The effect of the charter amendment, in so far as it concerns the status of the shares and rights of the owners, speaking from the time of its accomplishment, is not denied by the complainants; but there is nothing in the language of the section, as amended, which compels retrospective operation. The rights of cumulative preferred shareholders to the stipulated dividends accrue to them by virtue of the contract. That right exists and persists. When the necessary corporate action, under the amended statute conferring the power is taken, the status of the shares may be changed, the right thereafter to claim dividends as originally stipulated may be canceled, but the amended statute under the general rule of construction, ought not to have retroactive effect.

Effectivity of Amendment:  Upon SEC approval which must be given within 6 months from filing.

However, if SEC fails to approve or reject within 6 months for reasons not attributable to the corporation, then the amendment takes effect as of the date of filing, even without such approval.

Exception:  when SEC gives the corporation reasonable time to correct objectionable portions and the corporation fails to do so.  Then, the amendment cannot take effect even after the 6-month period has elapsed.

Special Amendments
A stockholders meeting is required for amendments involving:

1)  Increase of capital stock 

2)  Decrease of capital stock; 

3)  Extension of corporate term 

4)  Shortening of corporate term

All other amendments under §16 (Amendment of AOI) only require the stockholders’ written assent.

Note that all amendments require SEC approval, and the grounds for rejection or disapproval of amendments in general would also be applicable to these special amendments.

1.  Increase of Capital Stock

If after the authorized capital stock has been fully subscribed and the corporation needs to increase its capital, it will have to amend its AOI to increase its capital stock.  Shares issued beyond the authorized limit are void; however, subscribers in good faith have a right to recover damages for misrepresentation.

§38.    Power to increase or decrease capital stock; incur, create or increase bonded indebtedness.  No corporation shall increase or decrease its capital stock or incur, create or increase any bonded indebtedness unless approved by a majority vote of the Board, and at a stockholders’ meeting duly called for the purpose, 2/3 of the outstanding capital stock shall favor the increase or diminution of the capital stock, or the incurring, creating or increasing of any bonded indebtedness (ID ICIBI).  Written notice of the proposed ID ICIBI and of the time and place of the stockholders’ meeting at which the ID IIBI is to be considered, must be addressed to each stockholder at his place of residence as shown on the books of the corporation and deposited to the addressee in the post office with postage pre-paid, or served personally.

A certificate in duplicate must be signed by a majority of the directors of the corporation and countersigned by the chairman and the secretary of the stockholders’ meeting, setting forth:

1.  That the requirements of this section have been complied with;

2.  The amount of increase or diminution of the capital stock;

3.  If an increase in the capital stock, the amount of capital stock or number of shares of no-par thereof actually subscribed, the names, nationalities, and residences of the persons subscribing, the amount of capital stock or number of shares subscribed by each, and the amount paid by each on his subscription in cash or property, or the amount of capital stock or number of shares of no-par stock allotted to each stockholder if such increase is for the purpose of making effective stock dividend authorized therefor;

4.  Any bonded indebtedness to be incurred, created or increased;

5.  The actual indebtedness of the corporation on the day of the meeting;

6.  The amount of stock represented at the meeting;

7.  The vote authorizing the ID ICIBI

Any ID ICIBI shall require prior approval of the SEC.

One of the duplicate certificates shall be kept on file in the office of the corporation and the other shall be filed with the SEC and attached to the original AOI.  From and after approval by the SEC and the issuance by the Commission of its certificate of filing, the capital stock shall stand increased or decreased and the incurring or increasing of any bonded indebtedness authorized, as the certificate of filing may declare:

Provided, That the SEC shall not accept for filing any certificate of increase of capital stock unless accompanied by the sworn statement of the treasurer of the corporation lawfully holding office at the time of the filing of the certificate, showing that at least 25 % of such increased capital has been subscribed and that at least 25 % of the amount subscribed has been paid either in actual cash to the corporation or that there has been transferred tot he corporation property the valuation of which is equal to 25 ^ of the subscription:

Provided, further, that no decrease of the capital stock shall be approved by the Commission, if its effect shall prejudice the rights of corporate creditors.

Non-stock corporations may incur or create bonded indebtedness, or increase the same, with the approval by a majority vote of the board of trustees and of at least 2/3 of the members in a meeting duly called for the purpose.

Bonds issued by a corporation shall be registered with the SEC which shall have the authority to determine the sufficiency of the terms thereof.
The increase or decrease in capital stock cannot take effect w/o prior SEC approval, signified by a certificate showing that the certificate of increase or reduction of capital stock has been duly filed with the SEC.  

2.  Decrease of capital stock

General Rule:  SEC will not approve reduction of capital stock if this will prejudice corporate creditors

PHILTRUST V RIVERA

PhilTrust, the assignee in bankruptcy of La Cooperativa Naval Filipina, is suing Cooperativa Naval stockholder for unpaid balance of his capital stock subscription.  Stockholder claims that he has been released from the obligation to pay more than 50% of his subscription by virtue of a resolution adopted by the Cooperativa Naval stockholders after its incorporation reducing the capital stock by 50%. The effect of this resolution was that fully paid certificates were issued to each stockholder for ½ of his subscription.  (watered down stocks)

SC held that the said resolution is without effect for being:

1.  An attempted withdrawal of so much capital from the fund which the company’s creditors were entitled ultimately to rely, and 

2.  For having been effected without compliance with the statutory requirements of § 17 of the Corporation Law regarding reduction of capital stock, and  

3.  For failure to file a certificate with the Bureau of Commerce and Industry, showing such reduction.  

Thus, stockholder is still liable for the unpaid balance of his subscription.

Ratio:  Subscriptions to the capital of a corporation constitute a fund to which creditors have a right to look for satisfaction of their claims and that the assignee in insolvency can maintain an action upon any unpaid stock subscription in order to realize assets for the payment of its debts.  A corporation has no power to release an original subscriber to its capital stock from the obligation of paying for his shares, w/o a valuable consideration for such release; and as against creditors a reduction of the capital stock can take place only in the manner and under the conditions prescribed by the statute or the charter or the AOI.  Moreoever, strict compliance with statutory regulations is necessary.

Note: that for reasons 2 and 3, Campos says that § 17 has been replaced by § 38, and now, even if all the requirements are complied with, if creditors are prejudiced by such reduction, it is most unlikely that the SEC will approve it.

Shaw vs. Noyes
FACTS    

     
Whether, upon the facts stated, the appellee can be compelled, at the suit of the banking commissioner, to pay, as a statutory liability, the assessment levied upon the 1 1-2/3 shares held and owned by him before the reduction of the capital stock of the bank.

     
Each shareholder on such corporate body incorporated in this state, so long as he owns shares therein, and for twelve months after the date of any bona fide transfer thereof, shall be personally liable for all debts of such corporate body existing at the date of such transfer, to an amount additional to the par value of such shares so owned or transferred.

     
The plain and obvious meaning of the language above is that the stockholders are liable for the debts of the bank to an extent measured by the amount of stock "owned or transferred" by the. The liability

is created exclusively for the benefit of the creditors of the bank. It is the intention not to impose an unlimited and absolute liability for all the debts of the bank, but to impose only a liability to pay a sum which comes to or is "equal to the par value of such shares owned or transferred."

ISSUE 

     Whether or not the appellee can be considered a shareholder in order to be held liable for the debts of the corp ( this is a US case ).

RATIO:
The appellee, in order to  be held liable to pay the assessment in evidence, must be, in fact or in law, a “shareholder” or otherwise within the class held liable in the provision, at the time, and not before, the default or insolvency of the bank.

    
Any banking corporation doing business in this state may at any time reduce its capital stock to any sum not less than, the minimum sum provided by law. No reduction of such stock shall be made except upon the written consent of the owners of not less than two-thirds of the stock of such corporation. Xxx


The purpose and intention is to confer authority of reduction in order to cure reasonable impairment of capital stock by loss, or in case the amount of capital stock is too large for the demands of the bank's business. Accordingly, it plainly appears that a bank may exercise the authority conferred to reduce its capital stock when "at any time" there is a need to do so to accomplish the purposes for which the reduction is allowable, upon compliance with the prescribed formalities.

     
The bank, having an authorized capital stock of $150,000 reduced it to $100,000. The reduction was made in good faith and in the manner and form required by law. Inferably the reduction was to accomplish the purpose allowable by  law, and ther is no suggestion for contention made to the contrary.

     
As a legal consequence to appellee's relation of stockholders, as the 11-2/3 shares legally ceased to exist from the time of reduction; he could not thereafter exercise any of the rights peculiar to a stockholder in a corporation as to such number of shares such as voting participation in dividends or profits and the like. The cancelled stock was no longer legally existing and was incapable of ownership or transfer. Although the act does not expressly say so, yet it contemplates and intends that an authorized reduction of the capital stock, when regularly effected, and at the time, and under the circumstances when it may properly be done, shall be binding and effectual on the banking corporation and the shareholders and creditors. The relation of "shareholder", which gives rise to personal liability for the debts of a bank, did not exist in fact or in law at the date, which was subsequent to the reduction, on which the bank was placed in the hands of the banking commissioner for liquidation.

3.  Change in corporate term

Code allows a corporation to extend as well as to shorten its term of existence.  

When a corporation wants to dissolve prior to the expiration of the term fixed in the AOI, it can do this by amendment of its AOI to shorten its term.  When the shorter term expires, then the corporation is automatically dissolved, and its corporate assets liquidated.

Procedural requirements

§ 37 Power to extend or shorten corporate term.  A private corporation may extend or shorten its term as stated in the AOI when approved by a majority vote of the Board and ratified at a meeting by the stockholders representing at least 2/3 of the outstanding capital stock/members.  Written notice of the proposed action and of the time and place of the meeting shall be addressed to each stockholder or member at his place of residence as shown on the books of the corporation and deposited to the addressee in the post office with postage prepaid, or served personally:  Provided, that in case of extension of corporate term, any dissenting stockholder may exercise his appraisal right under the conditions provided in this Code.

Note: as in the case of increase or reduction of capital stock, any change in a corporate term has to be approved at a members’ or stockholders’ meeting.  However, unlike in increase or reduction of capital stock, any stockholder who dissents to the extension or shortening of the term may exercise his appraisal right.  

Note: while § 37 grants the appraisal right only in case of extension, § 81 (Appraisal Right) gives the right in both extension and shortening of the term.

Note:  since § 37 is silent as to when the amendment changing the term takes effect, and the procedure to be followed after the stockholders have approved it, apply the general provisions on amendment in § 16:  a.  file duly certified copy of the AOI as amended with the SEC

b.  amendment takes effect upon SEC approval, except if SEC fails to act within 6 months from filing for causes not attributable to the corporation, then the amendment will take effect even without SEC approval 

Conditions for the grant of extension

§ 11.  Corporate term.  A corporation shall exist for a period not exceeding 50 years from the date of incorporation unless sooner dissolved or unless said period is extended.  The corporate term, as originally stated in the AOI, may be extended for periods not exceeding 50 years in any single instance by an amendment of the AOI, in accordance with this Code.  Provided, that no extension can be made earlier than 5 years prior to the original or subsequent expiry date unless there are justifiable reasons for an earlier extension as may be determined by the SEC.
Amendments in close corporations
§ 103.  Amendments in close corporations.  Any amendment to the AOI which seeks to delete or remove any provision required by this Title to be contained in the AOI or to reduce a quorum or voting requirement stated in said AOI shall not be valid or effective unless approved by the affirmative vote of at least 2/3 of the outstanding capital stock, whether with or without voting rights, or of such greater proportion of shares as may be specifically provided in the AOI for amending, deleting or removing any of the aforesaid provisions, at a meeting duly called for the purpose.
AIO of a close corporation requires:

1.  Limited number of Stockholders.  All of the corporation’s issued stock of all classes shall be held by not more than a specified number of persons, not exceeding 20;

2.  Stock subject to Transfer Restrictions.  All of the issued stock shall be subject to one or more specified restrictions on transfer permitted by law; and

3.  Not Publicly Listed or Publicly Offered.  The corporation should not be listed in the stock exchange or make any public offering of any of its stocks.

If any of these is deleted, then it will no longer be a close corporation and it will lose its special privileges.  Since such an amendment is such fundamental change in the nature of the corporation, even non-voting stocks are given a voice in the decision.

In case of deadlocks when the required vote cannot be obtained, and business can no longer be conducted as usual, then the SEC may order the cancellation or alteration of any provision in the certificate of incorporation or by-laws.

CHAPTER  XV

TRANSFER OF SHARES

MANNER AND EFFECTIVITY OF SHARES

Shares of stock, although intangible, are personal property, and as such are freely transferable by the owner thereof.

§ 63.  Certificate of stock and transfer of shares. -- The capital stock of stock corporations shall be divided into shares for which certificates signed by the president or vice-president, countersigned by the secretary or assistant secretary, and sealed with the seal of   the corporation  shall  be issued  in   accordance    with   the
by-laws.  Shares of stock so issued  are personal property and may be transferred by delivery of the certificate or  certificates indorsed by the owner or his attorney-in-fact or other person legally authorized to make the transfer.  No transfer, however, shall be valid, except as between the parties, until the transfer is recorded in the books of the corporation showing the names of the parties to the transaction, the date of 
transfer, the number of the certificate or certificates and the number of shares transferred.

No shares of stock against which the corporation holds any unpaid claim shall be transferable in the books of the corporation.

I.  Indorsement of stock certificate;   Registration in corporate books. 

On the back of every stock certificate is printed a transfer form with blank spaces for the transferee's name and the person authorized by the transferor to record the transfer on the corporate books.

II.  Purpose of Registration
The purpose of registration is two fold:

1. to enable the transferee to exercise all the rights of a stockholder, and,

2. to inform the corporation of any change in share ownership so that it can ascertain the persons (i) entitled to the rights and (ii)  subject to the liabilities of a stockholder.

General Rule:  Until registration is accomplished, the transfer, though valid between the parties, CANNOT be effective against the corporation.

III.  Effect of Lack of Registration. 

A.   The transferee CANNOT vote.

B.  The transferee CANNOT be voted for.

C.  Until the transfer is registered, the transferee is not a stockholder but an outsider, and any action he may wish to bring against the corporation must be brought before the regular courts and not before the SEC.(Rivera v. Florendo: 144 SCRA 652)

D.  An unregistered transfer, not being effective against persons other than the parties thereto, CANNOT prevail over the rights of a subsequent attaching creditor. (Uson v.  Diosomito:  61 PHIL 535) 

E.   The transferee will NOT be entitled to dividends.

Uson V.  Diosomito
61  PHIL  535  (1935)

Facts:   Uson filed a civil action for debt against Diosomito upon institution of which an attachment was duly issued and levied upon the property of the latter on January 18, 1932, including seventy-five shares of the North Electric Co. Inc.  A judgment was rendered infavor of Uson on June 23, 1932.  As a consequence of it , the sheriff sold the said shares at a public auction on March 20, 1933 wherein the highest bidder was Uson.

In the present action, H.P.L. Jollye claims to be the owner of the said shares and it presents a certificate of stock issued to him by the company on February 13, 1933 as evidence of his ownership.

Upon evaluation of the facts by the lower court, the following were established: (1)  that Diosomito was the original owner of the questioned shares; (2) that on February 3,1931, he sold the same shares to a certain Barcelon and delivered to the latter the corresponding certificates; (3) that Barcelon presented these certificates to the company for registration only on September 16, 1932; and (4), that Barcelon sold the same to H.P.L.Jollye to whom a new certificate was issued on February 13, 1933.

In short, the transfer of the said shares from Diosomito to Barcelon was registered and noted  on the books of the corporation nine months after the attachment had been levied on the same shares.  The lower court ruled for Uson.

Issue:   Whether or not a bona fide transfer of the shares of a corporation, not registered or noted on the books of the corporation, is valid as against a subsequent lawful attachment of said shares, regardless of whether the attaching creditor had actual notice of said transfer or not.

Decision:  The Supreme Court affirmed the lower court decision.  It argued that the language of the legislature is plain to the effect that the right of the owner of the shares of stock  of a Philippine corporation to transfer the same by delivery of the certificate, whether it be regarded as a statutory or common law right, is limited and restricted by the express provision that "no transfer, however, shall be valid  except as between the parties, until the transfer is entered and noted upon the books of the corporation."  Therefore, the transfer from Diosomito to Barcelon was not valid as to Uson since at the time it was attached, the shares still stood in the name of Diosomito on the books of the corporation.

Escano V. Filipinas Mining Corp

74  PHIL  711   (1944)

Facts:  A garnishment was served in favor of Escano over  certain shares of Filipinas Mining Corporation named under Salvosa but was held in escrow also by Filipinas Mining Corporation.  Despite that, Salvosa managed to sell, subsequently, the said shares to Bengzon who also later on sold the same to Standard Investment of the Philippines.  Filipinas Mining Corporation then issued the corresponding certificates over the said shares in favor of Standard Investment of the Philippines.  The trial court ruled for Escano.

Issue:  Whether or not the issuance of the certificate of stock to Standard was valid against the attaching judgment creditor of the original owner.

Decision:  The Supreme Court affirmed the decision of the lower court.   Section 35 of the Corporation Law, which requires that registration of transfer of shares of stock upon the books of the corporation as a condition precedent to their validity against the corporation and third parties, is also applicable to unissued shares held by the corporation in escrow.

Additional Important Points from the Case of Escano:

Reasons of the Law Requiring Recording of Transfer in the Corporate Books:

(1)   to enable the corporation to know at all times who its actual stockholders are, because mutual rights and obligations exist between the corporation and its stockholders;

(2)  to afford to the corporation an opportunity to object or refuse its consent to the transfer in case it has any claim against the stock sought to be transferred, or for any other valid reason; and,

(3)  to avoid fictitious or fraudulent transfers.

III.   No Registration of Transfer of Unpaid Shares
If there is any unpaid balance on the stockholder's subscription, there can be no stock certificate on which an indorsement may be made.  The shares are thus not transferable on the corporate books.   However, there is nothing to prevent the stockholder from transferring his interest  in the corporation by way of a deed of assignment.  

The words "unpaid claim" in the second paragraph of section 63 quoted above does not necessarily mean that there should have been a previous call by the board of directors.  As long as any portion of the subscription price remains unpaid, the corporation has a claim on the shares, payment for which it may demand either on the agreed date of payment or, if there be no such agreed date, by making a call at any time in accordance with section 67 of the Code.   The corporation may however agree to record a transfer although there still remains an unpaid balance on the subscription, provided the transferee assumes the obligation to pay the unpaid balance.

IV.  Remedy if Registration Refused
The right to have the transfer registered exists from the time of the transfer and it is to the transferee's benefit that the right be exercised early.   However, since the law does not prescribe any period within which the registration should be effected, the action to enforce the right does not accrue until there has been a demand and a refusal to record the transfer.

If the corporation should wrongfully refuse to record the transfer or issue a new certificate in favor of the transferee, the latter may petition the court for a writ of mandamus to compel the corporation to do so and the writ will be granted provided it is shown that the transferee has not other plain, speedy and adequate remedy and that there are no unpaid claims against the stocks whose transfer is sought to be recorded.   Unless the latter fact is alleged, mandamus will be denied due to failure to state a cause of action.

Hager  V.  Bryan

19 PHIL 139  (1911)

Facts:  Petitioner filed an original action to secure a writ of mandamus against the respondent, to compel him, as secretary of the Visayan Electric Company, to transfer upon the books of the company certain shares of stock.   He based the urgency of his action on a supposed agreement to sell the said shares to a Mr. Levering.   Furthermore, he also stated that the issuing company holds no unpaid claims against the shares of stock.  However, on the books of the company, it turns out that petitioner is  not the registered owner of the stock which he seeks to have  transferred.   His only claim as owner is based on his averment that such were "indorsed" to him on February 5 by the Bryan-Landon Company, in whose name it is registered on the books of the Visayan Electric Company.   There was no allegation that the petitioner holds any power of attorney from the Bryan-Landon Company authorizing him to make demand on the secretary of the Visayan Electric Company to make the transfer which petitioner seeks to have made through the medium of the mandamus of this court.

Issue:  Whether or not a writ of mandamus will lie under the circumstances of the case as allow the transfer of shares being requested by the petitioner.

Decision:  The Supreme Court denied the writ.  Petitioner did not have the right to demand the transfer since he was not the stockholder of record.  This was proven by the fact that the said shares were still registered under the name of Bryan-Landon Company.  Furthermore, even the latter did not demand from the company the transfer of said shares.  Neither did it give by way of a special power of attorney to petitioner the authority to effect such a transfer.  Hence, there is no clear and legal obligation upon the respondent that will justify the issuance of a writ to compel the latter to perform a transfer.  

Additional Important Points from the Case of Hager:

Cyclopedia of Law and Procedure; "Mandamus in Transfer of Shares"; 

Judge Sanborn;  26 Cyc. 347
"g. Transfer of Shares. -- By the weight of authority, mandamus will not lie in ordinary case to compel a corporation or its officers to transfer stock on its books and issue new certificates to the transferee, since the right is a purely private one, and there is generally an  adequate remedy for an action against the corporation for damages or by a suit in equity to secure a decree ordering the transfer.  X X X  The writ will if it is authorized by a statute, or if there are special circumstances in any case rendering the remedy by action for damages inadequate.  Mandamus will lie, where the right is clear, to compel a transfer of stock to the purchaser of the same at a judicial sale, as required by statute.  In no case will the writ be granted if the title to the stock is disputed and the right to the relief asked for is not clear, or where the relator's claim rest on mere equitable rights, or equitable issues are involved."

Rivera  V.  Florendo

144 SCRA 647   October 8, 1996
Facts:  Rivera, a registered stockholder of Fujuyama Hotel and Restaurant, Inc., is allegedly just a front of a Japanese investor named Akasako.   The latter sold the shares registered under Rivera to the respondents.   Initially, everybody agreed to effect the sale including Rivera.   However, upon the consummation of such, Rivera refused to make the indorsement unless he is also paid.   Respondents attempted several times to have the shares registered but were refused compliance by the corporation.   The trial court granted to the respondents by a writ of preliminary injunction the right to manage the company upon the filing of a bond.

Issues:  

Whether or not Rivera had the right to refuse the indorsement of the shares of stock in question.

Whether or not the Corporation had the right to refuse the registration of the respondents shares.

Whether or not the SEC has jurisdiction over the case.  

Decision:   The Supreme Court denied the writ of preliminary mandatory injunction and remanded the case to the lower court for a trial on the merits.  As found in Sec. 63 of the Corporation Code, shares of stock may be transferred by delivery of the certificate after indorsement by the owner or his attorney-in-fact or other person legally authorized to make the transfer.  By this provision it is evident that Rivera's indorsement must be obtained before any transfer of the questioned shares is effected.   On the matter of jurisdiction, the SEC does not have jurisdiction of the case since the dispute is not an intra-corporate controversy.  What it simply involves is a conflict on the ownership of a group of shares between the registered owner and an outside party.   Hence, because of this conflict in  ownership rights, a mandatory injunction can not lie.

Additional Important Points in the Case of Rivera:

Pelejo  V.  CA,  117 SCRA 668,  October 18, 1982

"A mandatory injunction is granted only on a showing (a) that the invasion of the right is material and substantial;  (b)  the right of complainant is clear and unmistakable;  and (c)  there is an urgent and permanent necessity for the writ to prevent serious damage."

RESTRICTIONS ON TRANSFER:  CLOSE CORPORATIONS

I.  General Rule:  Free transferability of shares.

Advantages of the Free Transferability of Shares


1.  The liquidity of the shares of stock -- easily convertible to cash

2.  It provides a convenient means of raising funds whenever the need arises.

3.  The shares may be used as collateral for a loan.

4.  In widely held corporations where management is separate from ownership, a dissatisfied stockholder can easily get out by selling his share in the market.

II.  Exception:  In Close Corporations

General Characteristics of Close Corporations

1.  Formed by persons who know each other well.

2.  Ownership and management are usually vested in the same people.

3.  Most, if not all, of the stockholders are participants in policy decisions which are usually made with the minimum of formality.

4.  Such stockholders may be held liable as directors and their acts of management are generally recognized.


Considering the special circumstances attending a close corporation, it is oftentimes justifiable, and at times imperative, for its stockholders to protect themselves from future conflicts by placing restrictions on the right of each one of them to transfer his shares to an outsider.   It is perhaps for this reason that the Corporation Code expressly allows such restriction in, and in fact makes it an attribute of, the close corporation.   The following are the pertinent provisions.

§ 96. Definitions and applicability of Title. -- A close corporation, within the meaning of this Code, is one whose articles of incorporation provide that: X X X X; (2) All the issued stock of all classes shall be subject to one or more specified restrictions  on transfer permitted by this Title; X X X X

§ 97.  Articles on incorporation. -- The articles of incorporation of a close corporation may provide:

1.  For a classification of shares or rights and the qualifications for owning or holding the same and restrictions on their transfers as may be stated therein, subject to the provisions of the following section;  X X X X

§ 98.  Validity of restrictions of shares.-- Restrictions on the right to transfer shares must appear in the articles of incorporation and in the by-laws as well as in the certificate of stock; otherwise, the same shall not be binding on any purchaser thereof in good faith.  Said restrictions shall not be more onerous than granting the existing stockholders or the corporation the option to purchase the shares of the transferring stockholder with such reasonable terms, conditions or period stated herein.  if upon the expiration of said period, the existing stockholders or the corporation fails to exercise the option to purchase, the transferring stockholder may sell his shares to any third person.

§ 99.  Effects of issuance or transfer of stock in breach of qualifying conditions. -- 

1.  If stock of a close corporation is issued or transferred to any person who is not entitled under any provision of the articles of incorporation to be a holder of record of its stock, and if the certificate for such stock conspicuously shows the qualifications of the persons entitled to be holders of record thereof, such person is conclusively presumed to have notice of the fact of his ineligibility to be a stockholder.

2.  If the articles of incorporation of a close corporation states the number of persons, not exceeding twenty (20), who are entitled to be holders  of  record of its stock, and if the certificate of such stock conspicuously states such number, and if the issuance or transfer of stock to any person would cause the stock to be held by more than such number of persons, the person to whom such stock is issued or  transferred is conclusively presumed to have notice of this fact.

3.  If a stock certificate of any close corporation shows a restriction on transfer of stock of the corporation, the transferee of the stock is  conclusively  presumed to have notice of the fact that he has acquired stock in violation of the restriction, if such acquisition violates the restriction.

4.  Whenever any person to whom such stock of a close corporation has been issued or transferred has, or is conclusively presumed under this section to have,  notice either (a) that he is a person not eligible to be a holder of stock of the corporation, or (b) that transfer of stock to him would cause the stock of the corporation to be held by more than the number of persons  permitted  by  its articles of incorporation to hold stock of the corporation, or (c) that the transfer of stock is in violation of a restriction on transfer of stock, the corporation may, at its option, refuse to register the transfer of stock in the name of the transferee.

5.  The provisions of subsection (4) shall not be applicable if the transfer of stock, though otherwise  contrary to subsections (1), (2), or (3),  has  been  consented  by all the stockholders of the close corporations, or if the close corporation has amended its articles of incorporation in accordance with this Title.

6.  The term "transfer", as used in this section, is not limited to a transfer for value.

7.  The provisions of this section shall not impair any right which the transferee may have to rescind the transfer or to recover under any applicable warranty, express or implied.

III.  Intrinsic Validity of Various Kinds of Restrictions

The competing principles are: on the one hand, the principle that since shares of stock are personal property, their alienation cannot be subjected to any restriction; on the other hand, a share of stock also represents a contract between the corporation and the shareholder, and, as a general rule, parties to a contract have the freedom to impose therein such terms and conditions as they may deem fit.   To reconcile these competing principles, the following rule evolved in common law:  that the share contract may impose restrictions on stock transfers, provided that these are  REASONABLE under the circumstances.   It must be reasonable in order that such corresponding exception to the fundamental rule of free alienability of property is justified.


A.  Consent Restriction. 

This type of restriction requires the consent of the directors or of other stockholders before any transfer of stocks can be made.   Under our Corporation Code, this restriction is not valid because it is obviously more onerous than the option restriction allowed under it.  Under the consent restriction, if the corporation or the stockholders refuse to give their consent, the stockholder who wants or needs to sell his shares cannot do so, regardless of the fact that an outsider has offered a good price.


B.  Option Restriction;  Valid if Reasonable.
By far the most popular provision restricting stock transfers in close corporations is one which requires a stockholder who wishes to sell or transfer his stock, to first offer the same to the corporation or to the other stockholders and give the latter an opportunity to acquire the same should they wish to do so.  The option may be in favor of the corporation, or of the other stockholders, or of the corporation and the stockholders, successively.   The first option restriction is what is allowed under section 98 of the Code quoted above.   In Section 41 of the Corporation Code, it may be construed that an option in favor of the corporation cannot be enforced if it has no unrestricted retained earnings out of which it can pay the price.

Time Period   ---   The length of time during which the option may be exercised must be REASONABLE.   The period should be long enough to afford the optionees a reasonable time to determine whether they can raise the necessary funds, and, short enough so that there will be no substantial change in the corporation's prospects between the time of the option offer and the acceptance or rejection thereof.   The present policy of the SEC is to limit the option period to one month, a period which it deems sufficient for the corporation or stockholders to decide whether or not they will take the offer.

Option Price  ---  In most cases, the agreement itself either fixes the price or at least provides for a method  of arriving at the value of the stock.   Fix  in the transfer price is a difficult task.   A balance must be sought between the desire of the corporation to attract the proper investors and the interest of the future purchasers in not paying more than a fair price.


C.  Prescribing Qualifications of Stockholders; A Transfer Restriction.
Taking together paragraph 1 of Section 97 and paragraphs 1 and 4 of Section 99, it is quite clear that the articles of incorporation of a close corporation may provide that only persons meeting specified qualifications may become stockholders thereof.   However, the words "subject to the provisions of the following  section:" in Section 97 (1) should be interpreted to qualify only  "restrictions on their transfers" and not "the qualifications for owning or holding the same."


D.  Formal Validity of Restrictions.
The Code requires that the restriction on transfer of shares appear in the (1) articles of incorporation, (2) in the by-laws, and, (3) in the certificate of stock, otherwise they cannot bind a purchaser in good faith.   The implication is that a restriction may be binding on the corporation and the stockholders even if it appears only in the articles of incorporation or only in the by-laws, as these are both binding on all stockholders anyway.

If the stock certificate conspicuously shows the restriction, the purchaser or transferee is CONCLUSIVELY PRESUMED to have notice of the restriction, provided this appears in the articles of incorporation.  Otherwise stated, the purchaser CANNOT be heard to claim good faith.   Where the conclusive presumption of notice arises, the corporation may, at its option, refuse to register any transfer which was executed in violation of the restriction.  If it appears in the certificate, but not conspicuously, then although he may be presumes to have notice of the restriction, he can prove the contrary. 

Where a conclusive presumption of notice arises, the corporation may, at its option, refuse to register the transfer, unless (1) all the stockholders have consented to the transfer, or (2) the articles of incorporation have been properly amended to remove the restriction.   In any case, the transferee retains his right against the transferor to rescind the transaction or to recover under any warranty.

A restriction may be binding on the corporation and the stockholders even if such only appear in the articles of incorporation, or, only in the by-laws.   Section 98 of the Code requires the appearance of the restriction simultaneously on the three documents only if it involves a purchaser in good faith.   If it only involves the stockholders, then such appearance need not appear in all three documents.

§ 98.  Validity of restrictions of shares.-- Restrictions on the right to transfer shares must appear in the articles of incorporation and in the by-laws as well as in the certificate of stock; otherwise, the same shall not be binding on any purchaser thereof in good faith.  Said restrictions shall not be more onerous than granting the existing stockholders or the corporation the option to purchase the shares of the transferring stockholder with such reasonable terms, conditions or period stated herein.  if upon the expiration of said period, the existing stockholders or the corporation fails to exercise the option to purchase, the transferring stockholder may sell his shares to any third person.

Restrictions which are stated in a stockholders agreement is binding between and among them, although it CANNOT affect anybody else who was not a party to the contract.

UNAUTHORIZED TRANSFERS

I.  Certificates indorsed in blank; when quasi-negotiable.

The Theory of Quasi-Negotiability --- Where the stockholder indorses his certificate in blank, in such a manner as to clothe whoever may be in possession of it, with apparent authority to deal with the shares as the latter's own, he will be ESTOPPED from claiming the shares as against a bona fide purchaser.  In such a situation, the latter acquires a better title than that which the stockholder has.  This theory of quasi-negotiability is based on the policy of giving stability to transactions involving stock certificates, in order to encourage their commercial use.

II.  Forged Transfers.
If the corporation should issue a new certificate in pursuance of a forged transfer, the corporation incurs NO LIABILITY to the person in whose favor it issued and it may demand its return for cancellation.   The corporation in such case has been guilty of no misrepresentation.  On the other hand, it is the duty of the purchaser to determine that the indorsement of the owner is genuine.

But with respect to a subsequent purchaser in good faith and for value, the corporation is estopped from denying the validity of the newly issued certificate.   Why?  Because by issuing such, it has represented that the person named therein is a stockholder of the corporation.   If the corporation CANNOT impugn the validity of the new certificate, then, in effect, it is compelled to recognize both the old and the new certificate.

Exception:   Where the recognition of both original and new stockholders would result in an over issue of shares in which case, only the original shareholder will be recognized.

The new stockholder would now have a right of damages against the corporation.  the latter, in turn, would have a right of action against the person who made false representations, and in whose favor it issued the new certificate.  The true owner of the shares which were wrongfully transferred would of course have a right to compel the corporation to issue him a certificate in lieu of the original one which was wrongfully cancelled.

J. Santamaria  V. Hongkong and Shanghai Banking Corp.

89  PHIL 780   (1951)

Facts:  Around February 1937, Santamaria bought ten thousand shares for the sum of about  P8,000.00 of the Batangas Minerals, Inc. through the offices of Woo, Uy-Tioco and Naftaly, a stock brokerage firm.   The buyer received the stock certificates in the name of Woo, Uy-Tioco and Naftaly and indorsed in blank by the firm.  Subsequently, Santamaria  placed an order for ten thousand shares of the Crown Mines, Inc.  This time through another brokerage firm by the name of R.J. Campos and Company.   To secure the transaction, she submitted the stock certificate representing her prior purchase of Batangas Minerals, Inc.  stocks which certificate was still in the same condition as Santamaria received it.

Upon Santamaria's return to R.J. Campos and Company for payment, she found out that the firm was desisted by the SEC to continue transacting business.  She also learned that the certificate that was forwarded as security was in the possession of Hongkong and Shanghai Banking Corporation  by virtue of a document of hypothecation wherein all shares in the brokerage firm's custody was pledged to the bank.  In this aspect, HKSBC sent the certificate to Batangas Minerals, Inc. for registration. Hence, this civil action.

Issue:  Whether or not the contested certificate of stock should be returned to Santamaria.

Decision:  The Supreme Court ruled that it should not be returned.  Santamaria was negligent in the transaction and is stopped from claiming further title against the bona fide transfer to HKSBC.  The latter was justified in believing that R.J. Campos and Company had title thereto considering it was indorsed in blank, and, therefore, deemed quasi-negotiable.  Thus, HKSBC cannot be blamed for believing that such belonged to the holder and transferor. Furthermore, the bank was not obligated to look beyond the certificate to ascertain the ownership of the stock at the time it received the same from R.J. Campos and Company, for it was given to the bank pursuant to  their letter of hypothecation.  

A.De Los Santos  V.  J.H. McGrath, Attorney General of the United States

96  PHIL 577  (1955)

Facts:  In this case, De Los Santos contends that he acquired 1.6 million shares of the Lepanto Consolidated Mining Co., Inc. from two people; namely, Juan Campos and Carl Hess, sometime in 1942.   The shares are registered in the name of Vicente Madrigal in the books of the corporation.    After the war, the property was sequestered by the appropriate state agency since it was classified as Japanese property.   As lawyer for the state, the Attorney General argues that the said shares were bought by Madrigal, in trust for, and for the benefit of the Mitsuis, a Japanese corporation, who is the true owner thereof.  After such purchase, Madrigal delivered such shares to the Manila office of the Mitsuis with his blank indorsement on it.  It was just kept there.  The said shares were never sold and were most probably lost or stolen during liberation.

Issue:  Whether or not the contested certificates of stock could be transferred to De Los Santos.

Decision:  The Supreme Court ruled that it cannot be transferred to De Los Santos.  It was established that Madrigal never disposed of the said shares in any manner whatsoever, except by turning over the corresponding stock certificates to the Mitsuis.  Furthermore, the managers of Mitsui during the concerned period attest that the Mitsuis neither sold, conveyed, or alienated the said shares of stock, nor delivered the aforementioned stock certificates, to anybody during the said period.  Finally, even one of the evidence of a receipt of the alleged purchase by De Los Santos from Campos and Hess, who were not the registered owners, was lost though a fire.  In summary, if the owner of the certificate has indorsed it in blank, and it is stolen from him, no title is acquired by an innocent purchaser for value.

COLLATERAL TRANSFERS

Shares of stock being personal property may be the subject matter of pledge or chattel mortgage.   Such collateral transfers are not covered by the registration requirement of Section 63 of the Code since our Supreme Court has held that such provision applies only to absolute transfer.  In other words, the registration in the corporate books of pledges and chattel mortgages of shares cannot have any legal effect.

Where the certificate of stock is delivered to the creditor as a security for the performance of an obligation, the contract is one of pledge governed by the Civil Code and not by the Chattel Mortgage. A pledge can take effect against third persons only if its date appears in a public instrument.  If the certificate of stock is not delivered to the creditor, the transaction  must be registered in the chattel mortgage registry of the province where the principal office of the corporation is located, in order that it may be effective against third persons.

Chua Gan  V.  Samahang Magsasaka, Inc.

62  PHIL  473   (1935)

Facts:   A certain Co Toco was the owner of 5,894 shares of Samahang Magsasaka, Inc. which he mortgaged to  Chua Chiu to guarantee the payment of a P20,000.00 debt.  The corresponding certificates were delivered to Chua Chiu and was duly registered in the office of the register of deeds of Manila and in the office of the said corporation.  About five months after, Chua Chui assigned all his rights and interest in said mortgage to the plaintiff, Chua Gan which was also duly recorded.  Co Toco defaulted.  The plaintiff foreclosed on the mortgage. In the public auction he won as the highest bidder.   However, upon presenting the certificates to the corporation for registration, the officers refused because they and the plaintiff could not agree on the noting of nine  other attachments that had been issued, served and noted on the books of the corporation against the shares of Co Toco.

Issue:  Whether or not the said mortgage takes priority over the already noted writs of attachment.

Decision:   The Supreme Court ruled that the attaching creditors are entitled to priority over the defectively registered mortgage of the appellant.  The court argues that the registration in the register of deeds  must be done both at the place where the owner is domiciled and at the place where the principal office of the corporation is located.  The purpose of this is to give sufficient constructive of any claim or encumbrance over the recorded shares to third persons.  Furthermore, any share still standing in the name of the debtor on the books of the corporation will be liable to seizure by attachment or levy on execution at the instance of other creditors.   Thus, the game here is to have the highest or most preferred priority over any pledged or mortgaged shares.

Comment:   The pledge of stocks is better than a chattel mortgage since the former requires the surrender of the object of pledge to the pledgee.

NON-TRANSFERABILITY AND TERMINATION OF MEMBERSHIP IN NON-STOCK CORPORATION

Membership in a non-stock corporation is considered personal to the member and he cannot transfer his rights as such, unless the articles of incorporation or by-laws otherwise provide.  The pertinent provisions are:

§ 90.  Non-Transferability of membership. -- Membership in a non-stock corporation, and all rights arising therefrom, are personal and non-transferable, unless the articles of incorporation or the by-laws otherwise provide.

§ 91.  Termination of Membership. --  Membership shall be terminated in the manner and for the causes provided in the articles of incorporation or the by-laws.  Termination of membership shall have the effect of extinguishing all rights of a member in the corporation or in its property, unless otherwise provided in the articles of incorporation or the by-laws.

CHAPTER XVI

DISSOLUTION

Dissolution:  the corporation ceases to be a juridical person.  However, it has 3 years from such dissolution to wind up its affairs and liquidate its assets.  

Dissolution may be:

1.  voluntary

2.  involuntary

Dissolution may be effected by:

1.  expiration of term

2.  voluntary surrender of its charter, either  

a.  extra-judicially or

b.  on petition filed with the SEC

3.  by failure to organize and commence business w/in 2 years from incorporation

4.  revocation of its registration or certificate of incorporation

I.  Expiration of term

Upon expiration of the term stated in the AOI, which cannot be longer than 50 years, the corporation is automatically dissolved without any other proceeding, and it cannot be thereafter considered even as a de facto corporation

However, a corporation wishing to extend its business may extend its term any number of times, as long as each extension does not exceed 50 years, by amending its AOI not earlier than 5 years before expiration of the original term.

An extension made after the expiration of the term would be ineffective because by that time the corporation has already been dissolved and the attempt would in effect be a renewal of the charter, an act which is clearly beyond any corporation’s powers.

The easiest way to dissolve a corporation before its term ends is to amend its AOI to shorten its original term of existence, following the procedure set in § 37 (Power to extend or shorten corporate term) and § 16 (Amendment of AOI), to wit:

1.  notice to each stockholder/member of meeting to amend

2.  2/3 vote given in a stockholder’s meeting

3.  filing of duly certified articles with SEC

4.  approval of amendment by SEC

Note that SEC approval will not be given if creditors are adversely affected by the dissolution

§ 120.  Dissolution by shortening of corporate term. – A voluntary dissolution may be effected by amending the AOI to shorten the corporate term pursuant to the provisions of this Code.  A copy of the amended AOI shall be submitted to the SEC in accordance with this Code.  Upon approval of the amended AOI or the expiration of the shortened term, as the case may be, the corporation shall be deemed dissolved without any further proceedings, subject to the provisions of this Code on liquidation.
Under § 120, the corporation will be automatically dissolved upon the happening of either of two events:

1.  approval of the amended AOI; or

2.  expiration of the shortened term.

No further proceedings are necessary, subject to the liquidation of its assets.  

Note:  If the shortened term expires before SEC approval, then there will not be automatic dissolution, but only upon SEC approval of the amendment.

If SEC gives its approval before expiration of the shortened term, then the dissolution can take effect only upon such expiration.

IF SEC fails to act within 6 months from filing of the amended articles and shorted term does not expire until after 6 months, then the corporation is automatically dissolved when term expires

When shortened term expires before end of 6-month period, corporation will not be dissolved until the end of the 6-month period, unless in either case, SEC’s failure to act was due to corporation’s fault.  Thus, corpo will not be dissolved even after expiration of 6 months

Voluntary dissolution, when no creditors are affected

§118  Voluntary dissolution where no creditors are affected  In case dissolution of a corporation does not prejudice the rights of any creditor having a claim against such corporation, then such dissolution may be effected by majority vote of the Board of directors or trustees, and by a resolution duly adopted by the affirmative vote of the stockholders owning at least 2/3 of the outstanding capital stock or of at least 2/3 of the members at a meeting to be held upon call of the directors or trustees after publication of the notice of the time, place and object of the meeting for 3 consecutive weeks in a newspaper published in the place where the principal office of said corporation is located; and if no newspaper is published in such place, then in a newspaper of general circulation in the Philippines, after sending such notice to each stockholder or member either by registered mail or personal delivery at least 30 days prior to said meeting.  A copy of the resolution authorizing the dissolution shall be certified by a majority of the Board of directors or trustees and counter-signed by the secretary of the corporation.  The SEC shall thereupon issue the certificate of dissolution.

This provision is substantially the same as § 62 of the Corporation Law, except for the publication requirement.

Note that you need both the stockholders’ resolution and the SEC certificate of dissolution for the dissolution to be legally effective since it is the State which gave life and only the State can take life away.

3. Voluntary dissolution where creditors affected.

The corporation can still terminate its existence prior to the expiration of its term even where there are corporate creditors, provided that they are given the opportunity to present their claims and objections to protect their interests.

§ 119.  Voluntary dissolution where creditors are affected.  Where the dissolution of a corporation may prejudice the rights of any creditor, a petition for dissolution shall be filed with the SEC.  The petition shall be signed by a majority of its Board of directors or trustees or other officers having the management of its affairs, verified by its president or secretary or one of its directors, or trustees, and shall set forth all claims and demands against it, and that its dissolution was resolved upon the affirmative vote of the stockholders representing at least 2/3 of the outstanding capital stock or by at least 2/3 of the members, at a meeting of its stockholders or members called for the purpose.

If the petition is sufficient in form and substance, the Commission shall, by an order reciting the purpose of the petition, fix a date on or before which objections thereto may be filed by any person, which date shall not be less than 30 days nor more than 60 days after the entry of the order.  Before such date, a copy of the order shall be published at least once a week for 3 consecutive weeks in a newspaper of general circulation published in the municipality or city where the principal office of the corporation is situated, or if there be no such newspaper, then in a newspaper of general circulation in the Philippines, and a similar copy shall be posted for 3 consecutive weeks in 3 public places in such municipality or city.

Upon 5 days notice, given after the date on which the right to file objections as fixed in the order has expired, the Commission shall proceed to hear the petition and try any issue made by the objections files; and if no such objection is sufficient, and the material allegations of the petition are true, it shall render judgment dissolving the corporation and directing such disposition of its assets as justice requires, and may appoint a receiver to collect such assets and pay the debts of the corporation.    

Note: Any petition for dissolution should now be filed before the SEC, and not the CFI as provided for in Rule 104 of the Rules of Court, the provision substantially similar to the one above

In this method of dissolution, SEC may direct the manner of liquidation of corporate assets, either by:

a.  directing the corporation to do it, or

b.  appointing a receiver, if it deems proper

In either case, the SEC will retain supervision over the Board or the receiver for the protection of the stockholders and the creditors alike.

2/3 vote is sufficient to signify the corporation’s intention to dissolve and no member or stockholder may prevent such dissolution.  However, if the majority stockholders have acted in bad faith in dissolving the corporation in order to freeze out the minority, they can be held liable for damages which the minority may have suffered as a result of the wrongful dissolution.

Note:  There will be no dissolution if there is no filing with the SEC.  Furthermore, the guilty directors or stockholders may be held criminally liable for violation of § 122.

§ 122.  Corporate Liquidation. Except by decrease of capital stock and as otherwise allowed by this Code, no corporation shall distribute any of its assets or property  except upon lawful dissolution and after payment of all its debts and liabilities. 

FINANCING V TEODORO

93 Phil 404 (1953)

The minority stockholders of the Financing Corporation are suing the corporation and its president and general manager for gross mismanagement and fraudulent conduct of corporate affairs and are asking for the dissolution of the corporation. 

SC Held:  The general rule is that minority stockholders of a corporation cannot sue and demand its dissolution but such action should be brought by the Government through its legal officer in a quo warranto.

However, there are instances when minority stockmembers  who are unable to obtain redress and protection of their rights within the corporation may petition for dissolution without intervention of the State.  When such action is brought by the minority stockholders, the trial court has jurisdiction, and may appoint a receiver as part of its power.

The grounds of the prayer for receivership are:

1)  imminent danger of insolvency

2)  fraud and mismanagement

5.  Failure to organize and commence business; cessation of business for 5 years
§ 22.  Effects of non-use of corporate charter and continuous inoperation of a corporation.   If a corporation does not formally organize and commence the transaction of its business within 2 years from the date of its incorporation, its corporate powers cease and the corporation shall be deemed dissolved.  However, if a corporation has commenced the transaction of its business but subsequently becomes continuously inoperative for a period of at least 5 years the same shall be a ground for the suspension or revocation of its corporate franchise or certificate of incorporation.

This provision shall not apply if the failure to organize, commence the transaction of its business or the construction of its works, or to continuously operate is due to causes beyond the control of the corporation as may be determined by the SEC. 
A corporation is formally organized by the:

1.  adoption of its by-laws;

2.  election of its directors and

3.  election of its officers

Failure to do any of these steps within 2 years will cause the dissolution of the corporation.  

Failure to adopt by-laws will result in the suspension or revocation of the by-laws.

Failure to elect directors is a ground for dissolution, but if the incorporating directors whose names appear in the AOI continue to act as such and begin transacting corporate business, then stockholders are deemed to have acquiesced to their acts as directors as if they had been duly elected, but only for the purpose of determining whether the corporation “failed to organize.”

Transacting business implies a continuity of acts or dealings in the accomplishment of the purpose for which the corporation was formed.  However, even a single act would be sufficient if it is intended to be the beginning of a series of acts in pursuance of the corporate business.

Code of Commerce. Art. 3.  The legal presumption of habitually engaging in commerce shall exist from the moment the person who intends to engage therein announces through circulars, newspapers, handbills, posters exhibited to the public, or in any other manner whatsoever, an establishment which has for its object some commercial operation. 
Any advertisement in the media would thus be sufficient to raise the rebuttable presumption that the corporation has commenced business; thus one can present evidence to show that the business in face never commenced.  

SEC may suspend or revoke the certificate of incorporation of a corporation which had been formally organized and had commenced its business within the 2-year period but discontinues its operations for at least 5 continuous years, unless it can prove that the cessation of its business was due to causes beyond its control.  In this case, there is no automatic dissolution and a proceeding before the SEC is necessary.  The corporation must be given due process:  notice and the opportunity to be heard.  

Campos: now asks the ? of what happens if the corporation is able to prove that the discontinuation of the corporation’s business was due to causes beyond its control?  Is the corporation revived, or will there be no dissolution until it is given the change to prove that its failure is beyond its control.  

6.  Involuntary dissolution
a.  Revocation of Certificate of Registration by SEC
§121.  Involuntary dissolution.  A corporation may be dissolved by the SEC upon filing of a verified complaint and after proper notice and hearing on grounds provided by existing laws, rules and regulations.

PD 902-A, §6.  In order to effectively exercise such jurisdiction, the Commission shall possess the ff. powers: x x x x 

e.  To suspend, or revoke, after proper ntocie and hearing, the franchise or certificate of registration of corporations, partnerships or associations, upon any of the grounds provided by law, including the ff:

1.  Fraud in procuring its certificate of registration;

2.  Serious misrepresentation as to what the corporation can do or is doing to the great prejudice of our damage to the general public;

3.  Refusal to comply or defiance of any lawful order of the Commission restraining commission of acts which would amount to a grave violation of its franchise;

4.  Continuous inoperation for a period of at least 5 years;

5.  Failure to file by-laws within the required period;

6.  Failure to file required reports in appropriate forms as determined by the Commission within the prescribed period.

Required reports are the annual report of its operations and a financial statement of its assets and liabilities.

The reference to any of the grounds provided by law, including the ff., implies that aside from the enumerated grounds, there are other grounds for suspending or revoking the certificate.  Some of these are:

1.  Violation of the corporation of any provision of the Corpo Code (§144)

2.  In case of deadlocks in close corporations and the SEC deems it proper to order the dissolution of the corporation as the only practical solution to the dispute.

3.  grounds for a quo warranto proceeding to dissolve the corporation which may be initiated by the Sol Gen or the fiscal on grounds which may also be used as a basis for SEC revocation of registration.

ROC Rule 66 § 2.  Like actions against corporations.  A like action may be brought against a corporation:

a)  when it has offended against a provision of an Act for its creation or renewal;

b)  when it has forfeited its privileges and franchises by non-use;
c)  when it has committed or omitted an act which amounts to a surrender of its corporate rights, privileges, or franchises;

d)  when it as misused a right, privilege, or franchise conferred upon it by law, or when it has exercised a right, privilege, or franchise in contravention of law.
4.  25 % minimum requirement for subscription and/or payment has not been complied with after incorporation, contrary to its AOI.  This amounts to a fraud in procuring the corporation’s registration.

Where the offense of the corporation is not serious enough to cause great prejudice to the public, such a severe penalty as revocation, or even should be suspension, should be avoided as it would affect the goodwill of the corporation.  The SEC can instead enjoin the corporation from further committing the act or acts complained of, and has the power to issue prohibitory or mandatory injunctions in all cases under its jurisdiction.


b.  Quo warranto proceeding
PD 902-A grants exclusive jurisdiction to the SEC over any controversy between the corporation and the State in so far as it concerns its individual franchise or right to exist as such entity.

Consider as repealed by PD902-A the ROC provision re:  quo warranto proceedings should be filed before the RTC.

REPUBLIC V BISAYAS LAND TRANSPORTATION
81 SCRA 9 (1978)

Sol Gen filed petition for quo warranto against Bisayas Land Transportation Co, for pursuit of purposes not emboided in its AOI, for electing as presidents persons who were not stockholders, for failure to pay its workers the required minimum wage, and for failure to maintain accurate and faithful stock transfer books, thus enabling it to defraud the state, the general public, its creditors, investors and stockholders.

Bisayas’ former president, in his response to the petition, made other allegations, and requested for an appointment of a receiver for the purpose of preserving the assets of the corporation.

Corporation filed a motion for judgment on consent, manifesting its consent to and moving for judgment to be rendered ordering the dissolution of the corporation, and the liquidation of its assets on the ground that the pendency of the petition of quo warranto had prejudiced the corporation and its business as well as its stockholders.  

SC Held:  A motion for judgment on consent is not to be equated with a judgment by confession.  The former is none of the provisions and terms of which are settled and agreed upon by the parties to the action, and which is entered in the record by the consent and sanction of the court.  Hence, there must be an unqualified agreement among the parties to be bound by the judgment on consent before said judgment is entered.  The court does not have the power to supply terms, provisions or essential details not previously agreed to by the parties. On the other hand, a judgment by confession is not a plea but an affirmative and voluntary act of the defendant himself.

Here, there was no agreement among the parties re:  the motion for judgment on consent.

SC affirmed lower court’s decision that the corporate acts and omissions complained of did not warrant a quo warranto since they were personal controversies and had not resulted in substantial injury to the public nor were they willful and clearly obdurate, and the persons responsible could be held personally liable without need of dissolving the corporation.  Relief by dissolution will be awarded only where no other adequate remedy is available.

Effects of Dissolution; Winding Up and Liquidation
§ 122.  Corporate Liquidation.  Every corporation whose charter expires by its own limitation or is annulled by forfeiture or otherwise, or whose corporate existence for other purposes is terminated in any other manner, shall nevertheless be continued as a body corporate for 3 years after the time when it would have been so dissolved, for the purpose of prosecuting and defending suits by or against it and enabling it to settle and close its affairs, to dispose of and convey its property and to distribute its assets, but not for the purpose of continuing the business for which it was established.

At any time during said 3 years, said corporation is authorized and empowered to convey all of its property to trustees for the benefit of stockholders, members, creditors, and other persons in interest.  From and after any such conveyance by the corporation of its property in trust for the benefit of its stockholders, members, creditors, and others in interest, all interest which the corporation had in the property terminates, the legal interest vests in the trustees, and the beneficial interest in the stockholders, members, creditors, and other persons in interest.

Upon the winding up of the corporate affairs, any asset distributable to any creditor or stockholder or member who is unknown or cannot be found shall be escheated to the city or municipality where such assets are located.

Except by decrease of capital stock and as otherwise allowed by this Code, no corporation shall distribute any of its assets or property except upon lawful dissolution and after payment of all its debts and liabilities.

1.  Loss of juridical personality
Upon dissolution, a corporation loses its juridical personality and can no longer lawfully continue its business, except merely for the purpose of winding up its affairs.  It cannot even be a de fact corporation and its existence may thus be subject to collateral attack.  It cannot enter into new contracts which would have the effect of continuing the business of the corporation.

During the 3-year period allowed, it must collect all debts owing to it, and pay all its creditors.  For this purpose, it may sue and be sued, although upon the expiration of 3 years, all pending actions by or against the dissolved corporation abate.  After payment of all its creditors, its remaining assets should be distributed to the stockholders in proportion to their interest.

national ABACA V PORE
In November 14, 1953, National Abaca Corp. sued Pore for the collection of money due the corporation.  Pore was sentenced to pay back the money on April 11, 1956.  She appealed from judgment on the ground that the corporation has no legal capacity to sue, it having been abolished by EO dated Nov. 30, 1950 or 3 years prior to the commencement of the suit.  

SC Held:  It is generally held, that where a statute continues the existence of a corporation for a certain period after its dissolution for the purpose of prosecuting and defending suits, etc, the corporation becomes defunct upon the expiration of such period, at least in the absence of a provision to the contrary, so that no action can afterwards by brought by or against it and must be dismissed.  Actions pending by or against the corporation when the period allowed by the statute expires, ordinarily abate.

The time during which the corporation, through its officers, may conduct the liquidation of its assets and sue and be sued as a corporation is limited to 3 years from the time the period of dissolution commences; but there is no time limit within which the trustees must complete a liquidation placed in their hands.  The authorities are to the effect that suits by or against a corporation abate when it ceased to be an entity capable of suing or being sued, but trustees to whom corporate assets have been conveyed for the benefit of stockholders, members, creditors, and other persons in interest may sue and be sued as such in all matters connected with the liquidation.  By the terms of the statute, the effect of conveyance is to make the trustees the legal owners of the property conveyed, subject to the beneficial interest therein of creditors and stockholders.


2.  Executory Contracts
§145 Amendment or repeal.  No right or remedy in favor of or against any corporation, its stockholders, members, directors, trustees or officers, nor any liability incurred by any such corporation, stockholders, members, directors, trustees or officers, shall be removed or impaired either by the subsequent dissolution of said corporation or by any subsequent amendment or repeal of this Code or of any part thereof. 
The prevailing view is that executory contracts are not extinguished by the dissolution of the corporation.  However, some authorities make an exception of contracts for personal services, such as employment contracts of officers and employees, where the dissolution is involuntary or the result of merger or consolidation, in which case the contracts are deemed terminated.

3.  Methods of liquidation
Winding up the affairs of the corporation  - the collection of all assets, the payment of all its creditors, and the distribution of the remaining assets, if any, among the stockholders thereof in accordance with their contracts, of if there be no special contract, on the basis of their respective interests.  The manner of liquidation or winding up may be provided for in the corporate by-laws which would prevail unless they were inconsistent with the law.

3 Recognized Methods of Liquidation

1.  Liquidation by the corporation itself through its Board of directors who have only 3 years to finish its work of liquidation.  

2.  Conveyance of all corporate assets to trustees who will take charge of liquidation.  Unless the trusteeship is limited in its duration by the deed of trust, the 3-year limitation will not apply as long as the designation of trustees is made within said period.  The Board who can’t finish liquidating in time may let trustees take over the job.

3.  Liquidation by a receiver who may have been appointed by the SEC upon its decreeing the dissolution of the corporation.  3-year period does not apply because the corporation is substituted by the receiver.  However, the mere appointment of a receiver, without anything more, does not result in the dissolution of the corporation nor  bar it from the exercise of its corporate rights.

Note:  In one case, the corporate term expired while pending action for collection.  SC held that lawyer who represented the corporation in the suit be considered a trustee, and that the action did not abate by the expiration of the 3-year period, or else, debtors would avail themselves of this provision at the expense of the dissolved corporation.

Upon the expiration of the 3-year period, an unsatisfied creditor may sue the trustee, or the court may allow him to follow the corporate assets in the hands of the stockholders, who may have received the same as liquidating dividends.


4.  Distribution of assets after payment of debts
A corporation cannot distribute any of its assets or property except upon lawful dissolution and only after payment of all its debts and liabilities, after which the remaining assets, if any, must be distributed to the stockholders in proportion to their interest in the corporation.

2 Exceptions to rule that stockholder can’t get back his investment until dissolution and liquidation:

1.  decrease of capital stock, resulting in a surplus, which can them be distributed tot he stockholders provided no creditors are prejudiced

2.  as otherwise allowed by the Code, which covers all cases where Code allows some portion of the corporate assets to be distributed to one or more stockholders.

a.  appraisal right under § 81 and 42

b.  deadlock in a close corporation, under § 104 where SEC orders corporation to pay the fair value of the shares of any stockholder

c.  §105 where a stockholder of a close corporation may, for any reason, compel the corporation to buy his shares at a fair value

d.  §41, where corporation repurchases the shares of any stockholder for any legitimate corporate purpose

e.  § 43, where the corporation validly distributes dividends

Liquidating dividend: share of each stockholder in the assets upon liquidation.

Directors who distribute liquidating dividends w/o first satisfying all claims against the corporation may be held liable for negligence or fraud to any creditor prejudiced by such distribution.  They may also follow the assets of the corporation in the hands of the stockholders who have received them, to the extent necessary to satisfy his claim.

Note Stockholders of Guanzon v Register of Deeds where it was held that a distribution of corporate assets among the stockholders is not a partition of property among co-owners but a transfer or conveyance by the corporation, a separate juridical entity, and as such is subject to the law imposing documentary stamp tax on transfer of property.

Notice by publication to stockholders, members or creditors who cannot be found is enough before the assets distributable to them may escheat to the city.  Creditors who are prejudiced by the dissolution and are not given the opportunity to be heard can attack the validity of the dissolution for lack of due process as to them.

BOARD OF LIQUIDATORS V KALAW

20 SCRA 987 (1967)

By EO 372, the sole stockholder, the gov’t, abolished NACOCO and placed its assets in the hands of the Board of Liquidators which became the trustee on its behalf.  It was an express trust with the legal interest becoming vested in the Board while the beneficial interest remained with the gov’t as sole stockholder.  Since the dissolution of the NACOCO falls under the 2nd method of winding up its affairs:  re:  conveyance to trustees who will settle its affairs, then it is clear that there is no limit to the lifeterm of the Board of Liquidators. 

REPUBLIC V MARSMAN

44 SCRA 418 (1972)

On Oct. 15, 1953, the BIR demanded Marsman, a timer licensee, pay its unpaid taxes.  The corporation alleges that inasmuch as it had been extra-judically dissolved on April 23, 1954, the filing of the original complaint for collection on Sept. 8, 1958 and the amended complaint on August 26, 1956, is already beyond the 3-year period.

SC Held:  The first assessment for deficiency taxes was made before the corporation’s dissolution and the last two made not later than 6 months after such dissolution.  Thus, the gov’t became a creditor of the corp. before the completion of its dissolution by the liquidation of its assets.  The liquidator chosen by the corporation became the trustee of all its assets for the benefit of interested parties, including the Government, which is one of its creditors.  To assume otherwise would render the extra-judicial dissolution illegal and void since acc. To § 62 of the Corporation Law, such dissolution is permitted only when it does not affect the rights of any creditor with a claim against the corporation.

Distribution of Assets of Non-Stock Corporations

§ 94  Rules for Distribution.  In case of dissolution of a non-stock corporation in accordance with the provisions of this Code, its assets shall be applied and distributed as follows:

1.  All liabilities and obligations of the corporation shall be paid, satisfied and discharged, or adequate provision shall be made therefor;

2.  Assets held by the corporation upon a condition requiring return, transfer or conveyance, and which condition occurs by reason of the dissolution, shall be returned, transferred or conveyed in accordance with such requirements;
3.  Assets received and held by the corporation subject to limitations permitting their use only for charitable, religious, benevolent, educational or similar purposes, but not held upon a condition requiring return, transfer or conveyance by reason of the dissolution, shall be transferred or conveyed to one or more corporations, societies or organizations engaged in activities in the Philippines substantially similar to those of the dissolving corporation according to a plan of distribution adopted pursuant to this Chapter;
4.  Assets other than those mentioned in the preceding paragraphs, if any, shall be distributed in accordance with the provisions of the AOI or the by-laws, to the extent that the AOI or the by-laws determine the distributive rights of members, or any class or classes of members, or provide for distribution; and
5.  In any other case, assets may be distributed to such persons, societies, organizations or corporations, whether or not organized for profit, as may be specified in a plan of distribution adopted pursuant to this Chapter.
§ 95.  Plan of distribution of assets.  A plan providing for the distribution of assets, not inconsistent with the provisions of this title may be adopted by a non-stock corporation in the process of dissolution in the ff. manner:  The board of trustees, shall, by majority vote, adopt a resolution recommending a plan of distribution and directing the submission thereof to a vote at a regular or special meeting of members having voting rights.  Written notice setting forth the proposed plan of distribution or a summary thereof and the date, time and place of such meeting shall be given to each member entitled to vote, within the time and int he manner provided in this Code for the giving of notice of meetings to members.  Such plan of distribution shall be adopted upon approval of at least 2/3 of the members having voting rights present or represented by proxy at such meeting.
CHAPTER XVII

CORPORATE COMBINATIONS

PURPOSE

1. For the  rehabilitation or prevent liquidation of a corporation with a weak financial condition  or on the verge of insolvency

2. Necessity of  reorganization due to unsound financial structure involving fixed  charges or  continue the  business under  a different corporate set-up

3. Expansion or desire to sell  part of  a large enterprise

4. Prevent cutthroat competition; improve  marketing facilities; economize  on cost  of operations

METHODS

1. Merger

2. Consolidation

3. Sale  of substantially all  of corporate assets

4. Exchange of stocks

The choice  of method would depend not only on the purpose of  the combination but  other  factors such  as taxes,  difficulty of obtaining SH approval, existence of preemptive and appraisal rights, the dilution of SH’s equity and effect on existing control. Whichever method  is chosen,  the resulting combination and its  effects  must  pass the  test of  fairness particularly to  the minority Shs.

MERGER AND CONSOLIDATION

	Merger
	Consolidation

	One  or  more  existing  corporations are absorbed  by  another corporation which  survives (A+B =A or B)
	Union  of 2 or more corporations to form a  new corporation called a consolidated  corp.        

(A+B =C)  

	Parties called constituent   corps.
	Same

	Absorbed corporation dissolved without liquidation  of assets
	All  constituent corps. are  dissolved without liquidation of assets; consolidated corpo survives

	Absorbing corporation acquires all assets and assumes liabilities of  the absorbed corporation regardless  of WON creditors   consented 
	Consolidated corp. acquires all assets and assumes liabilities of constituent corps. regardless of  WON  creditors consented

	Shs of absorbed  corp

become Shs of absorbing  corp.
	Shs of constituent corps.  becomes SH’s  of consolidated corp.


PROCEDURE FOR  EFFECTING A PLAN OF  MERGER AND CONSOLIDATION

Section  36(8) expressly grants  authority to a  corporation “to enter into  with other corporations merger  or consolidation” in accordance with the procedure prescribed by  Sections  76 to 80.

1. The board of  directors of trustees  of each corporation, party to the merger or  consolidation shall  approve  plan of merger  or  consolidation setting  forth the  matters  mentioned  in Section  76;

2. The plan shall  be submitted  for approval by the stockholders or members  of each of such corporation at  separate  corporate meetings duly called for the purpose with proper  notice  (Sec. 77) 

3. After approval by  the  prescribed vote of  the stockholders  or members, articles of  merger  or  consolidation  shall  be  executed  by  each of the constituent  corporations, to  be signed by the president  or vice-president  and certified by  the  secretary or  assistant  secretary  of each  corporations setting  forth the  matters  stated in  Section  78;

4. The  articles  shall then   be   submitted for approval to  the SEC  in  quadruplicate  for its approval, provided  that  in the case  of merger or  consolidation  of  corporations governed  by special laws, the  favorable recommendation  of the appropriate government  agency shall  first be obtained (Sec.  79 pag.1)

5. The  SEC  shall  conduct a  hearing with proper notice. If, upon investigation it  has reason to  believe that the proposed merger  or  consolidation is  contrary to or inconsistent with the provisions  of  the  Code  or existing laws, it shall  give the  corporation  concerned  the  opportunity to be heard  (Ibid, pag.  2);  and

6. The Commission shall issue a certificate of merger or of  consolidation ass the case may be, at which  time the  merger  or consolidation  shall be  effective,  if satisfied that the  same is not inconsistent with the provisions of   the Code and existing laws. (Ibid, pag. 1.)

The  consent  of creditors of the corp is not  necessary in merger and consolidation, it  being  authorized   by law.   (See Sec. 80  (5).The remedy of  the  creditors is  to enforce their  claims against the surviving or consolidated corp.  as expressly provided by the Code, or if  there has been a  fraudulent  conveyance, to  follow  the  assets  of the dissolved constituents in  the  hands of  the surviving or  consolidated corporation. Dissenting SH cannot prevent  the  merger   or consolidation  if the  required vote  had been obtained. Their remedy is the exercise  of  appraisal right.  Where the merger or consolidation  involves a  foreign corporation licensed  to  transact business in  the Philippines, Section 132 applies.  

SALE  OF  SUBSTANTIALLY  ALL CORPORATE  ASSETS

One alternative  to  a   merger  or  consolidation  is  the  sale of one  corporation of all or substantially all of its assets to  another  corporation . Consideration may be  in  the  form of stocks, cash or other properties. A sale   covers substantially   all assets  if the  corporation would   be  rendered  incapable of continuing  the business or accomplishing the  purposes  for   which  it was incorporated The legal requirements for  such sale  are provided for in Sec 40. These  are:

1. Subject to provisions of illegal  combinations and monopolies

2. Majority vote of  the  BOD or trustees

3. Written   notice of  propose  action  and date, time and  place of the meeting to  the SH

4. 2/3   vote of  the SH

5. Appraisal right of dissenting  SH

6. Abandonment  o f  such sale needs  no further  action or approval of SH

The purchasing  corporations acting  in  good faith will not  assume the liabilities of  the selling corporation.  Exceptions   to this  rule  rare  provided  for in  the case  Edward  Nell Vs. Pacific   farms.   

Remedies  of dissenting  SH

1. Appraisal right   which    can  be  exercised  only  if  corp.  has   unrestricted     retained earnings  to  cover   such  payment. This right can  only  be  exercised  by  SH  of  the   selling  corp.   and not   the  purchasing corp.

2. Action to   enjoin  sale  if   the   minority  SH can prove   that  transaction was  fraudulent  and   entered into  for the  purpose of  freezing   them   out

3. For   executed  contracts, recover the   value of  the  proportionate interest  in  the  new  corp. if one  was   formed  and   may   hold   directors  and majority SH   for damages. Rescission   rarely  granted because it  may   adversely  affect  third persons.

CASES:

Reyes  vs.  Blouse

The  transfer  of the  assets  of   the Laguna  Tayabas   Bus Co. to  a new corporation is  not to  be  deemed as a merger  or consolidation.  The  two corporations Laguna Tayabas  and Batangas  Transpo were  not  dissolved but continued  to exist. The new  corporation did not assume  the  liabilities of Laguna and Batangas. At most  the transaction   can only  be deemed  as   a purchase designed   to achieve  operating  efficiency.

The    Edward   Nell  Co.  vs. Pacific  Farms

Where  one  corporation  sells  or transfers all or  substantially   all its  assets  or  shares   of   stock to   another corporation,  the   latter is  not liable  for the   debts  and  liabilities  of  the  transferor except:

1. where   the   purchaser   expressly   or   impliedly agrees   too  assume   such   debts

2. where  the transaction    amounts  too   a  consolidation  or   merger  of  the   corporations

3. Purchasing  corporation  is  merely a continuation of  the selling corporation  and

4. The transaction was entered into  fraudulently   in  order  to  escape  liability  for   such  debts

EXCHANGE  OF   STOCKS

Methods

1. Purchase  of  a  corporation  of   all  or  substantially  all of   the   shares   of another  corporation from   individual  shareholders   in  exchange for shares  of  stocks    of the  acquiring  corporation. This  does    not  need  the   consent of  the  acquired corporation   but should  bee  considered  as    a transaction  between  individual shareholders   and  the  acquiring  corporation. The result  would  be  a  parent-subsidiary   relationship.

2. Purchase  of  the  unissued of the  shares   of another  corporation  in   exchange   for  shares  of  stock.  This   obviously  needs  the consent  of the  acquired   corporation since  it  is  a purchase    from the corporation  itself.   A  parent-subsidiary  relationship  may   also  result.

Rights of  stockholders  who  refuse to   sell to the   acquiring corporation  would depend  on  whether  the  parent  decides  to :

1. Retain   acquired  corporation as  subsidiary-  no  appraisal   right

2. Merges  r 
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