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[. INTRODUCTION

“[S]peculative schemes which have no more basis than a few feet of the blue
sky”T — this, pronounced the Court more than six decades ago,> was the
basis for the enactment of the Blue Sky Law,3 the first securities legislation in
the country.

A series of amendments and realizations of the inadequacy of past laws
thereafter,4 investors now seck refuge under a different law, the Securities
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1. People v. Fernandez, 65 Phil. 675, 679 (1938).
2. Id. at 675.

3. An Act to Regulate the Sale of Certain Corporation Shares, Stocks, Bonds and
Other Securities, Act No. 2581 (1916).

4. See RAFAEL A. MORALES, THE PHILIPPINE SECURITIES REGULATION CODE
(ANNOTATED) 3-5 (2005).
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Regulation Code (SRC) or Republic Act (R.A.) No. 8799.5 Essentially a
by-product of the said groundbreaking piece of legislation,® its creation took
into account the experiences of investors for the past generations.

However, along with the birth of more stringent policies relative to the
protection of investor interest since the promulgation of the Blue Sky Law, a
myriad of fraudulent schemes involving securities transactions also
developed. Novel creatures such as insider trading,? related-party
transactions,® wash sales,9 and many other manipulative schemes™ came into
being. Thus, it really cannot be said with ease that today’s investors are in a
more advantageous position than those of the past. They may have more
weapons in the law, but the adversaries grew more complex, not to mention
more furtive.

A. Investment Landscape

Against this legal backdrop is the country’s investment growth that is on a
laudable stride. A recent report on Philippine economic performance dubbed
investment in the country as contributing to “about 40% of total growth, the
highest proportion in 10 years.”™" Assuming this trend to continue, the
forecast estimates that “sustained increases in investment now appear
achievable.”’2 Coupled with the fact that “[t]he Philippine economy grew
by 7.3 percent in 2010 — the highest in 34 years,”3 these recent events
undoubtedly prove favorable to the overall investment climate in the
country.

This is not at all surprising, considering the various factors that make the
country competitive in terms of investment opportunities. One attractive
characteristic for foreign investors is the “country’s strategic and centrally

5. The Securities Regulation Code [SECURITIES REGULATION CODE|, Republic
Act No. 8799 (2000).

6. See Act No. 25871.
7. See SECURITIES REGULATION CODE, ch. VIII.

Securities and Exchange Commission, Amended Implementing Rules and
Regulations of the Securities Regulation Code, rule 17.1 (1) © (2003).

9. Amended Implementing Rules and Regulations of the Securities Regulation
Code, rule 24-1 (b) (4) (v).

10. See Amended Implementing Rules and Regulations of the Securities
Regulation Code, rule 24-1 (b).

11. ASIAN DEVELOPMENT BANK, ASIAN DEVELOPMENT OUTLOOK 2011: SOUTH-
SouTH ECONOMIC LINKS 201 (20711).

12. Id.

13. The World Bank, Philippines: Improved Investment Climate Could Push Up
Growth Significantly, Create More Jobs — World Bank, available at http://go.
world bank.org/B2B1sLZ1Vo (last accessed Aug. 31, 2011).
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located position.”™# The same can also be said of the immense amount of
natural resources that the country possesses.’s On top of all these is the
recognition given to the country as the world’s third largest English-speaking
nation,’ translating to a work force equipped with more vigorous
communication skills compared to its counterparts within the Asia-Pacific
region.™?

But this positive outlook on investment growth would have to deal with
the now increasing number of fraudulent tactics employed by persons in the
corporate landscape. This is made even more disparaging by other recent
challenges plaguing today’s investor. According to Corporate Governance
(CG) Watch 2010, for instance, the Philippines is the worst performer in
Asia in terms of corporate governance.’ In addition, it has been observed
that the country’s “corporate governance framework still falls short of
provisioning incentives for a transparent and efficient market.”™ Incidentally,
this known weakness has earned the Philippine Stock Exchange the status of
“the second smallest bourse in the region despite being among the oldest.”2°

With this array of events characterizing the nation’s current corporate
investment scenario, the need to execute the policy of the State to protect
investors has never been timelier.2! As more corporate exchanges are
consummated each day and as corporate governance perception continues to

14. Manabat Sanagustin & Co., CPAs, Preface to A Guide for Businessmen and
Investors 2010, available at https://www.kpmg.com/PH/en/IssuesAndInsights/
ArticlesAndPublications/Investors-Guide/Documents/ KPMG%20Philippines%
20%20Guide%20for%20Businessmen%2o0and%2o0lnvestors%202010.pdf (last
accessed Aug. 31, 2011).

15. Id.

16. Travel Video News, Philippines — World’s Third Largest English-Speaking
Nation Welcomes U.S. Visitors, available at http://www.travelvideo.tv/
news/philippines/o4-12-2006/ philippines-worlds-third-largest-english-speaking
-nation-welcomes-us-visitors (last accessed Aug. 31, 20171).

17. Manabat Sanagustin & Co., CPAs, supra note 14.

18. Amar Gill, et al.,, CG Watch 2010 (A Report on Corporate Governance in Asia)
9§, available at http://www.clsa.com/assets/files/reports/ CLSA-CG-Watch-
2010.pdf (last accessed Aug. 31, 20171).

19. The World Bank, Report on the Observance of Standards and Codes:
Corporate Governance Country Assessment (A Report on the Assessment of
Corporate Governance in the Philippines) 3, available at http://www.world
bank.org/ifa/rosc_cg_phl o7.pdf (last accessed Aug. 31, 2011) [hereinafter
World Bank Report].

20. Miguel R. Camus, Governance stigma crimps bourse growth, BUS. MIR., Mar. 22,
2011, available at http://www.businessmirror.com.ph/home/top-news/8960-
governance-stigma-crimps-bourse-growth (last accessed Aug. 31, 2011).

21. See SECURITIES REGULATION CODE, § 2.


http://www.businessmirror.com.ph/home/top-news/8960-governance-stigma-crimps-bourse-growth
http://www.businessmirror.com.ph/home/top-news/8960-governance-stigma-crimps-bourse-growth
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struggle, the need to provide more adequate safeguards for investor
protection becomes more relevant.

B. Survey of Existing Laws

In addition to the SRC, the country has an ample number of laws which
provides protection to investors. Batas Pambansa Blg. 68,22 otherwise known
as the Corporation Code of the Philippines, is worth mentioning. Section 32
of the Corporation Code provides that the dealings of directors and other
officers of the corporation with the corporation itself is, at the option of the
latter, voidable, save in certain instances where certain conditions are
present.23 These conditions are:

(1) that the presence of such director or officer in the meeting in which
the contract was approved was not necessary to constitute a quorum;

(2) that the vote of such director or officer was not necessary for the
approval of the contract;

(3) that the contract is fair and reasonable under the circumstances; and

(4) that it has been previously authorized by the board of directors in case
of an officer.24

Undoubtedly, the effect of this provision is to protect the stockholders
and other investors from unscrupulous directors and officers who place their
interests ahead of that of the corporation.2s

The same logic pervades Section 33 of the Corporation Code which
involves contracts between corporations with interlocking directors.2%

22. The Corporation Code of the Philippines [CORPORATION CODE|, Batas
Pambansa Blg. 68 (1980).

23. Id. § 32.
24. Id.

25. See Prime White Cement Corp. v. Intermediate Appellate Court, 220 SCRA
103 (1993). Prime White Cement Corp. involved the application of Section 32 to
a “dealership agreement,” which the Court declared as unenforceable, citing
that since the respondent, Alejandro Te, was a director, he had a “bounden
duty [ | to act in such manner as not to unduly prejudice the corporation.”
Prime White Cement Corp., 220 SCRA at 109 & 113.

26. CORPORATION CODE, § 33. Section 33 provides —

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
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Therefore, when the interest of a director in one corporation is substantial
and in the other merely nominal, the requirements of Section 32 shall
apply.27 Certainly, the purpose is to prevent a director from favoring the
corporation where he has a substantial interest over the other where his
interest is merely nominal.

In addition, Section 47 of the same law provides that the by-laws of a
corporation may specify the “qualifications, duties[,] and compensation of
directors or trustees, officers[,] and employees.”?® Although not specifically
allowing for the inclusion of a disqualification, additional grounds that can
serve as bases for the ineligibility of erring directors may be provided. Thus,
in Gokongwei, Jr. v. Securities Exchange Commission,>® the Court upheld the
validity of a provision in the by-laws of San Miguel Corporation that
disqualified for directorship a person owning a business in competition with
the corporation.’? In ruling as it did, the Court recognized the inherent
power of a corporation to adopt a set of by-laws that would govern its
internal management3' and further pronounced that a director is, without a
doubt, occupying a fiduciary position in relation to the corporation in which
he is a director.32

R.A. No. 8799 enumerates a number of provisions specifically governing
the exchange of securities, the protection of which ultimately redounds to
the interests of the shareholder and other investors. Thus, Section 24 of the
SRC expressly prohibits the manipulation of security prices, which can be
done in a variety of deceptive and fraudulent means.33 Such means include
the creation of misleading appearances of active trading and making false
statements relative to any material fact likely to induce the purchase or sale of
a security.34

Also prohibited under the SRC is an insider’s act of trading while in
possession of material information that is generally not available to the
public.35 In  Securities and Exchange Commission v. Interport Resources

the provisions of the preceding section insofar as the latter corporation
or corporations are concerned.

Id.
27. Id. § 32.
28. Id. § 47.
29. Gokongweli, Jr. v. Securities Exchange Commission, 89 SCRA 336 (1979).
30. Id. at 390.
31. Id. at 365-66.
32. Id. at 367-69.
33. SECURITIES REGULATION CODE, § 24.
34. Id.

35. Id § 27.
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Corporation,3® the Court explained that “[t]he intent of the law is the
protection of investors against fraud, committed when an insider, using
secret information, takes advantage of an uninformed investor.”37

An interesting provision is Section 19 of the SRC, which relates to
tender offers.3® It mandates that the intention to acquire a certain number of
shares which reach the threshold amount provided in the law will trigger the
requirement of making a mandatory tender offer to the stockholders.39
Consequently, this involves making an offer directed to the minority
stockholders for them to tender their shares for a specified amount, which
the purchaser has no choice but to accept in case he aims to purchase a
certain amount of the corporation’s shares.4°

Added to the abovementioned list of laws is the recently enacted
Revised Code of Corporate Governance,4' which primarily outlines the
rules that govern the conduct, duties, and responsibilities of the board of
directors and of the management of the corporation.4?

II. SCOPE AND LIMITATIONS

With all these laws in place, the Author still deems it imperative to explore
various possible means by which offenders can circumvent the law. This
especially gains significance considering the fact that the laws on securities
constantly evolve#3 to address new concerns brought about by more
complex deceptive schemes aimed at reducing the value of sharecholder
investments. Added to this fact is the surfacing of recent reports that indicate
low corporate governance in the country.44

36. Securities and Exchange Commission v. Interport Resources Corporation, 5§67
SCRA 354 (2008).

37. Id. at 38r1.

38. SECURITIES REGULATION CODE, § 19.

39. Id.

40. Cemco Holdings, Inc. v. National Life Insurance Company of the Philippines,
Inc., 529 SCRA 355, 370 (2007) (citing LUCILA M. DECASA, SECURITIES

REGULATION CODE ANNOTATED WITH IMPLEMENTING RULES AND
REGULATIONS 64 (1st ed. 2004)).

41. Securities and Exchange Commission, Revised Code of Corporate Governance,
SEC Memorandum Circular No. 6, Series of 2009 [SEC Memo. Circ. No. 6
(2009)] (July 15, 2009).

42. See SEC Memo. Circ. No. 6 (2009).

43. See Richard Y. Roberts, The Constantly Evolving Nature of Federal Securities Law:
An Introduction to the Symposium, 45 ALA. L. REV. 729 (1994).

44. See Gill, supra note 18 & World Bank Report, supra note 19.
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Consequently, this Essay explores the ways by which offenders are able
to subvert the law. The Author does not seek to provide an enumeration of
the various fraudulent means employed to achieve such a goal. Instead, the
Author focuses on certain security arrangements and examines how these can
be used as tools in evading legal mandates.

More specifically, the contract of pledge is examined. The Author deems
this relevant in light of how the Court, in the 2007 case of Cemco Holdings,
Inc. v. National Life Insurance Company of the Philippines, Inc.,45 ruled with
regard to the acquisition of control by virtue of the purchase of shares.46 In
entering into a contract of pledge, the pledgee does not legally acquire the
ownership of the pledged shares,#7 yet he is able to acquire certain rights by
virtue of said shares. The exercise of these rights, in turn, is the envisioned
effect which the rules on tender offer aim to regulate but cannot due to the
absence of an acquisition of shares — a requirement before the rules on
tender offer can be made to apply. Hence, in this Essay, the Author looks at
the ramifications of entering into a pledge arrangement vis-a-vis tender offer
rules, while assessing the possibility of such an arrangement being used in
circumventing the policy behind the rules on mandatory tender offers. The
Essay thus examines, in addition, the propriety of expanding such rules to
cover the abovementioned arrangements.

ITI. EXAMINATION OF RELEVANT LAWS

Before one can determine the ramifications of the proffered issue, it is
necessary to first examine the relevant laws on the matter. Specifically vital to
this s a study of the laws governing the rights of a sharecholder, the laws
governing pledge, and the laws and rules relative to tender offers.

A. On the Rights of a Shareholder

A shareholder is granted a number of rights under the Corporation Code.48
Consequently, the law classifies the shares of a corporation into common or
preferred, par or non-par, and voting or non-voting, and on this
classification depends the rights that may be legally exercised by the
shareholder.49 Generally, the rights granted by these shares include the right
to dividendss® as well as the right to vote.s” In addition, further rights and

45. Cemco Holdings, Inc., $29 SCRA 355.
46. 1d. at 364.

47. An Act to Ordain and Institute the Civil Code of the Philippines [CIviL CODE],
Republic Act No. 386, art. 2103 (1950).

48. See, e.g., CORPORATION CODE, §§ 6, 39, 63, & 64.
49. CORPORATION CODE, § 6.

so. Id. § 43.
s1. 1d. §§ 6 & 89.
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privileges as well as restrictions may be provided in the articles of
incorporation.s?

As an express mandate, the law requires “that [t|here shall always be a
class or series of shares which have complete voting rights.”s3 Subsequently,
a share that has been granted complete voting rights allows the shareholder
to vote for a particular corporate act.54 There are, nonetheless, certain
matters that may be voted upon even by holders of non-voting shares, thus:

(1) Amendment of the articles of incorporation;
(2) Adoption and amendment of by-laws;

(3) Sale, lease, exchange, mortgage, pledge[,| or other disposition of all or
substantially all of the corporate property;

(4) Incurring, creating[,| or increasing of bonded indebtedness;
(s) Increase or decrease of capital stock;

(6) Merger or consolidation of the corporation with another corporation
or other corporations;

(7) Investment of corporate funds in another corporation or business in
accordance with [the Corporation] Code; and

(8) Dissolution of the corporation.s3

Also, the right of a shareholder to transfer his shares of stock is
recognized under Section 63 of the Corporation Code.5 This is but a logical
and necessary consequence of the law’s treatment of these shares as that of
personal property.57 In fact the Court, in Rural Bank of Salinas v. Court of
Appeals,s¥ opined that subsequent to a sale of shares of stock, “[t]he right of
the transferee/assignee to have stocks transferred in his name is an inherent
right flowing from his ownership of the stocks.”s9

s2. Id. § 6.
53. Id.

$4. Id. See also Castillo v. Balinghasay, 440 SCRA 442, 453 (2004), where the Court
noted that that the “right [of a stockholder| to participate in the control and
management of the corporation [ | is exercised through his vote.” Castillo, 440
SCRA at 453.

ss. CORPORATION CODE, § 6.

56. Id. § 63.

$7. Id.

$8. Rural Bank of Salinas, Inc. v. Court of Appeals, 210 SCRA 5§10 (1992).
59. Id. at s15.
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As owner of the shares, the shareholder may exercise the rights of
ownership relative to such shares. This extends to the right to pledge, which
will be discussed below.

B. On Pledging Shares

Shares of stock may be pledged. Article 2094 of the Civil Code provides that
“[a]ll movables which are within commerce may be pledged, provided that
they are susceptible of possession.”% A subsequent provision states that
“[i]ncorporeal rights, evidenced by negotiable instruments, bills of lading,
shares of stock, bonds, warehouse receipts and similar documents may also be
pledged.”o?

By a contract of pledge, the creditor is given the right to possess the
thing pledged as security for the loan obtained by the debtor.6> The creditor
then becomes the pledgee and the debtor the pledgor. Similar to a contract
of mortgage, it is the characteristic of a pledge agreement that it be
“constituted to secure the fulfillment of the principal obligation,”¢3 which is
the contract of loan.% Consequently, the pledgee is “given the right to retain
the thing in his possession until the debt is paid.”%s Hence, the retention of
the thing subject of the pledge depends on the duration of the principal
contract of loan, which in turn depends on the stipulation of the contracting
parties.

In this arrangement, the pledgor retains the ownership of the thing
pledged. In fact, the creditor cannot appropriate the things subject of the
pledge, rendering void any stipulation to the contrary.%® In addition,
“[u]nless the thing pledged is expropriated, the debtor continues to be the
owner thereof.”%7

As a general rule, the pledgee cannot use the thing pledged.


































