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THE FIDUCIARY DUTIES OF DIRECTORS
AND OFFICERS REPRESENTING THE CREDITOR
PURSUANT TO A LOAN WORKOUT ARRANGEMENT:
PARAMETERS UNDER PHILIPPINE CORPORATE SETTING’

CESAR L. VILLANUEVA™

L INTRODUCTION

Philippine corporation law is fundamentally a transplant of American
corporation law. Prior to the transfer in 1898 of sovereignty over the
Philippines to the United States, the Spanish laws did not provide for an
entity exactly corresponding to the notion of the corporation in English and
American law. The Spanish sociedades anonimas' governed by the Spanish
Code of Commerce, however, were likened to the English joint stock
company, wnth features resembling those of both the partnership and the
corporation.? In 1906 the United States Philippine Commission enacted the
Corporation Law,? a general law authorizing the creation of corporations in
the Phlllppmes and which was a sort of codification of American corporation
law.* The evident purpose of the Commission was to introduce the American
corporation into the Philippine business setting as the standard commercial
entity and hasten the day when the sociedades anonimas of the Spanish law
would be obsolete.® "For a period of about fifty years, from the enactment of
the Corporation Law of 1906, both ‘seciedad anonima’ and corporation,

A paper submitted in satisfaction of the written work requirement in the
seminar on Corporate Planning and Counseling, Harvard Law School, April, 1989.

** Professor of Law, Ateneo de Manila School of Law; LL.B., Ateneo de Manila
School of Law (1981); LL.M. Harvard Law School (1989); Partner, Villanueva &
Bernardo Law Offices.

! The pertinent provisions governing sociedades anonimas were Articles 151 to
159 of the Code of Commerce of Spain which, on August 6, 1888, was extended to
the Philippines and became effective as law on December of that year.

%3 A. AGBAYANI, COMMERCIAL LAWS OF THE PHILIPPINES 5-8 (1980).
? Act No. 1459 (1906).
¢ See Harden v. Benguet Consolidated Mining Co., 58 Phil. 141, 145-147 (1933).
5
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ine legal system. It is no wonder, therefore, that the
rinciples and jurisprudence regarding internal
ciary relations of directors, stockholders, and the
ave something of both the civil law and common law.%
ine legislature enacted the Corporation Code of the
pplant the Corporation Law. The Corporation Code sets
rovisions on the fiduciary duties and obligations of directors
nany of which are really a codification of principles established
I decisions decided under the old Corporation Law.
in American corporation law, Philippine statutory and
ential principles vest in the board of directors the management and
of corporate affairs.? Necessary corollaries of the powers vested in the
rs are the fiduciary duties of care, obedience,® and loyalty. The general
les that have evolved in Philippine jurisprudence on the fiduciary
obligations of directors do not squarely address the precarious role of
directors and officers who are elected or appointed to corporations to
represent the interests of particular groups, namely, major corporate creditors
resulting from loan workout arrangements.

‘ In the Phlll;{pines, the usual arrangement entered into by a financially
distressed corporation and its major creditor, usually a bank, to avoid
foreclosure proce;edlngs is to authorize the creditor to elect its repr’esentatives
to t.he board of dl.rectors, and appoint key officers of the corporation. Conflict
of Interests considerations are very much apparent in such situations. The
gf)mmea of the corporate creditor have, by reason of their positio.ns as
stii(litlg)(;-lsdeilfio of}f;lcers, fiduciary obligati0n§ to the corporation and its
S ; on the ott%er hand, they are specifically appointed to oversee the
interest of their appointing principal-creditor, as delineated in the loan
rf/obr.ll(p‘ut agreement. What are the limits of the powers and the extent of the
axsdx (l)tflgz é)ri s:ch dlrec_:tors and ofﬁcers':’ A situation where corporate directors

Te serving two masters is tenuous at best, and although such
arrangements are sanctioned by law and business practice, there seems to be
no governing principles or rules other than the general principles of

6
Cagampang, The Fiduciary Duties of C j ilippi
PP S s (1971).))1 of Corporate Directors under Philippine Law,

7 Batas Pambansa Bilang 68 (1980).
# See Corporation Code, Sec. 23.

9 ..
This is the equivalent to the Ameri
can concept of the duty "to act lawfully". See
CARY & EISENBERG, CASES AND MATERIALS ON CORPORATIONS 549 (1988). Other

Commentators treat the duty to act 1
awfully as an aspect of t
CLARK, CORPORATE Law 138-139 (1986 ’ pect o fhe duty of care. See
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corporation law on directors’ fiduciary duties which are premised on the
theory that directors and officers should serve only the interests of the
corporation and its stockholders.

In the American setting, a detailed discussion of the obligations of
nominee directors and officers appointed to protect the creditor’s interests
would lead to the broader and relatively new legal field of "lender liability."
The theory that is evolving from various federal and state rulings is that
whenever a creditor has anything other than an arm’s length relationship with
its borrower, the potential for liability exists.' Under this control theory,
when a creditor has control of the affairs of a borrowing corporation and
improperly participates in its management, the creditor may be held responsible
to the corporation and affected third parties for losses suffered or liabilities
incurred on account of such participation."" And although control may arise
legitimately out of a valid interest of the creditor to protect its interests, it
may have serious legal repercussions.'?

The paper will examine the parameters of a loan workout arrangement
under the Philippine setting, with comparison of developments in American
jurisprudence, but will be limited to the fiduciary role of the nominee
directors and officers as shaped by the conflict of interests situation that exists
in discharging their obligations to all parties affected: the appointing creditor,
the corporation and its stockholders, and other corporate creditors. The
underlying theme of this paper, therefore, is that the nominee directors and
officers, although elected to, or appointed by or on behalf of a corporate
creditor, seek to discharge their functions to the appointing creditor consistent
with the legal demands of their fiduciary duties and obligations.

10 See CapELLO, LENDER LiaBILITY 148 (First ed. 1987).

! Douglas-Hamilton, Creditor Liabilities Resulting from Improper Interference with
the Management of a Financially Troubled Debtor, 31 Bus. Law 343 (1975).

12 See generally CappELLO supra note 10. The other common law theories
supporting the principle of lender liability are: (a) fraud theory; (b) bad faith breach
theory; (c) duress theory; (d) negligence theory; (€) conversion theory; (f) defamation
theory; (g) prima facie tort theory; and (h) infliction of emotional distress theory. /d.

13 The discussions in this paper are applicable not only to the situation where
the creditor elects the majority or all of the members of the board of directors of a
corporation pursuant to a voting trust agreement executed by the' controlling
stockholders, but also any other arrangement where the members of the board of
directors and other key corporate officers are meant to represent the creditor, as
when the stockholders voluntarily elect the nominees of the creditor pursuant to a
restructuring or a loan workout agreement.
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. II. THE PHILIPPINE PARADIGM
F A LOAN WORKOUT ARRANGEMENT

ering the paradigm of the Philippine loan workout
ay be illuminating to consider two such arrangements that
ibed in decisions of the Philippine Supreme Court.!*
arly case of Everett v. Asia Banking Corporation,” the
plaint described the arrangement as follows: The Bank, through
ger, represented to the Company that for the mutual protection of
1k and the Company, it was advisable that the Bank should temporarily
in--control of the management and affairs of the Company without
iterference or hindrance from outsiders, and to this end that it would be
ccessary for the stockholders of the Company to place their shares in a
Voting Trust to be held by the Bank or one of its officers for the benefit of
the Company. It was represented that if this were done, the Bank would then
finance the Company under its own supervision, and that if and when the
same were successful and in a position to resume independent operation, the
.-sald trust woult_i be terminated and the stock returned to its true owner’s or
1n Case at any time the Bank decided to discontinue operation under the , id
trust then the stock would also be so returned.!® -
sl ;t was further represented by the Bank that in order to protect the
ef? ual interests of the Bank and the Company, it was necessary to carry into
Corec;r tthe saxsi proposed voting trust without the knowledge of other
cor }I: rea :rgrfdltzrs and thc':reby place the Bank in an advantageous position
Bt r%d h f(;nhemt; Relying upon the promise and representations of the
pont agreemem‘”er inance the Company, the stockholders executed a voting
stall t.Shortly_ after tl}e Bank had control of the Company through
s ation of its own directors and officers, the Bank caused the Company
lo.tgla) grant new mortgages upon its properties to the Bank "without regard
¢ mterest of the Company and looking solely to the advantage of the

14 i
thpp%l:}ly' :rcl:;ljsllc(:ns og the S}:preme Court e.stablish jurisprudence or doctrines i
o orpn oJf . lIOIl. ee Miranda v. Imperial, 77 Phil. 1066, 1073 (1947); Alber:
Assurance o oL 1nstamce of Manila, 23 SCRA 948, 961 (1968); Insular Life
Qo - Employees Assn. v. Insular Life Assurance Co., 37 SCRA 244, 279
); Tugade v. Court of Appeals, 85 SCRA 226, 230 (1978).
* 49 Phil. 512 (1926).
' Id. at 516-18.

17 Id
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Bank;"'® (b) permit "the Bank to foreclose the same and to sell the property
of the Company at such times and in such manner as to be solely to the
interests of the Bank or of themselves, and wholly without regard to the best
interests of the Company itself, in disregard to the duties and obligations of
a trustee;" (c) permit " the Bank to bring suits against the Company, in
which the Company was not represented: by. anyone having its interest at
heart;"® and (d) cause the transfer of the assets of the Company to another
entity organized by the Bank.”!

Unfortunately, Everett was decided by the Philippine Supreme Court
on the procedural issue of whether it was proper for the trial court to have
sustained a demurrer to the complaint. The merits of the allegations of the
complaint were not touched upon by the Court, and the case was remanded
to the trial court for hearing on the merits.

Another more recent trend is the situation presented in the case of
Development Bank of the Philippines v. Ilustre, Jr.,”” where a large bank
creditor as part of the financial reorganization of a large company, while
extending needed additional loans, would convert some of the old outstanding
obligations to equity holdings. In Iustre, pursuant to a memorandum of
agreement to rehabilitate the Isarog Pulp and Paper Co., Inc. ("Isarog"), the
Development Bank of the Philippines ("DBP"), in addition to extending new
loans totalling several millions of dollars and restructuring part of outstanding
loans, converted past due obligations into common and preferred
shareholdings in the Isarog. The transactions resulted in DBP obtaining
approximately 91% of the total outstanding shares of Isarog, thereby enabling
it to elect a substantial majority of the board of directors. The private owners
of Isarog continued to be the President and Executive Vice-President of the:
company. After a few months, the board of directors, in order to prevent the
continuing financial losses of the Isarog arising from alleged incompetence of
the old management, created an executivé committee to assume direct
management of the company and contracted a professional management
company to act as management consultant for the company. The private
stockholders then filed an action seeking to rescind the memorandum of

agreement to reacquire management of Isarog.
Ilustre reached the Philippine Supreme Court not on the merits of the

8 Id. at 519.

Y 1d.

2 1d. at 519-20.

2 Jd. at 520.

22 138 SCRA 11 (1985).
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on the question of whether jurisdiction over the case was with
or with the Securities and Exchange Commission ("SEC")
1 jurisdiction over all matters pertaining to intra-corporate

nsdescribed in Everett and Ilustre are typical of the
have flourished in the Philippine business setting covering
creditors agree to restructure the loans of financially
orations in lieu of foreclosure proceedings. Despite these cases
workout arrangements, the Supreme Court has never ruled on
ions and fiduciary duties of such nominee directors and officers
by creditors to the borrowing corporations. :
* In discussing therefore the fiduciary duties of such nominee directors
and officers, and the rules that should govern their acts, we shall consider the
following features of a loan workout as the paradigm under Philippine setting:
First, a loan workout between the creditor and a distressed
corporation would be covered by an agreement, whether in the form of a
single memorandum of agreement, or with a separate voting trust agreement
that would authorize or empower the creditor to appoint at least a majoritj;
of the members of the board of directors of the corporation, and some of its
key officers. ‘This would authorize the creditor to take-over management of
.the corporation through the majority of the board of directors appointed by
it, and the appointment by the nominee board of key officers of the
corporation. ‘

Se-cond, although in certain situations the creditor may convert some
of the obligations to equity investments in the corporation, nevertheless, the
payment by th‘e distressed corporation of the existing or remaining ,debt
CcXposure remains the primary concern of the creditor in the loan workout
arrangement.

. Third, the arrangement is often intended to be an interim measure
while the corporate debtor is experiencing financial difficulties. As soon as the
Corporate debtor "gets back on its feet," control is intended to revert to the
stockholders under the terms provided for in the loan workout agreement.

Fourth, the transfer of management to the creditor is intended to
promote the mutual interests of the creditor and the corporation. |

The paradigm raises several issues for discussion. Are the terms of
such a lgan workout agreement transferring management or control of the
corporation to the creditor valid under Philippine law? In the absence of
deta{led contractual stipulations, what is the extent of the powers of the
nominee directors and officers in promoting the interest of the appointing
creditor? If the parties do stipulate, how far can the stipulation extend to
promote the interest of the creditor? The arrangement always involves the
situation of self-dealing on the part of nominee directors and officers. A

1990 FIDUCIARY DUTIES OF DIRECTORS 17

self-dealing situation arises when a transaction appears to be between two or
more parties but actually involves only one decision-maker.>

In appointing the nominee directors and officers, the corporate
creditor usually appoints its own directors or officers. The situation is
equivalent to the appointing creditor itself sitting on the board of the
borrowing corporation. The situation parallels that arising from basic
self-dealing situations, since it can be expected that the primordial loyalty of
such nominee directors and officers would be to their appointing principal.

The nominating creditor may decide to appoint outsiders to the board
and officers of the corporation. In such a case, the nominating creditor is
likely to be appointing an overseer board equivalent to an "outsider" board
that would be more objective in enforcing the terms of the loan workout
agreement, as compared to directors and officers who are elected by the
stockholders of the corporation. In the case where the nominating creditor
appoints an "outside" board, the focal issue is the board’s mandated obligation
to the appointing creditor, i.e., the extent of its duties as a watch-dog for the
creditor of the corporation. This situation can be likened to that of
interlocking directorship.

The voting trust device involving the complete surrender by the
shareholder of his voting rights to a trustee or trustees is recognized in
Philippine jurisdiction as the effective means employed by parties in the
rehabilitation of insolvent corporations, as well as in irrevocably committing
groups of shareholders to the continuation of fixed business policies.? Under
the prevailing view, a voting trust should have a legitimate business purpose
to promote the best interest of the corporation® It is therefore not
considered valid if it exists only for the benefit of the trustees without any

B CLARK, CORPORATE LAaw 144 (Little, Brown and Co., 1986). Clark states three
conditions for the existence of self-dealing: (1) a transaction between the referent
corporation (i.e., entity whose interests may be in jeopardy) and some other persons;
(2) certain individuals (or a group of them) have decision-making influence with
respect to the actions taken by the referent corporation; (3) the influential individual
or group has a greater personal interest in the welfare of the other person involved
in the transaction than the welfare of the referent corporation. A fourth condition
makes the self-dealing transaction unfair or abusive: the transaction is in fact unfair
to the referent corporation. Id. at 147.

* Ferrer, Varying a Shareholder’s Statutory Participation in Management by the
Use of Non-Statutory Devices: Is It Possible under our Corporation Statute?, 9 ATENEO
LJ. 9, 10 (1959).

» Nicolas, Devices Affecting Conirol under the Corporation Code, 58 PHIL. L.J. 95,
109-110 (1983) (citing BALLANTINE, CORPORATION 427-28 (1946)).
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r the protection of the stockholders
it unduly restricts the power of the
urposes listed to be se‘rved by_ voting
n plans and adjustments with creditors in
n27
ssed banks, the Central Bank of the Philippines
= conditions to extending financial assistance, often
on of voting trust agreements by the private controlling
to allow the CB to elect its nominee directors to the distressed
over operations during the period of rehabilitation. In Ramos
entral Bank of the Philippines,”® the controlling stockholders of the
Overseas Bank of Manila ("OBM") executed a voting trust agreement
pursuant to the agreement of the CB to provide adequate funds for "the
rehabilitation, normalization and stabilization" of OBM. The CB then
appointed its nominee board of directors and key officers of OBM, but it
failed to provide adequate funds, and later placed the bank under liquidation.
The Philippine Supreme Court found the CB liable and directed it to comply
fully with the terms of the voting trust agreement to rehabilitate OBM. The
case was decided on principles relating to obligations and contracts, primarily
the doctrine of promissory estoppel.

The enforcement by the Court of the terms of the voting trust
agreement in the loan workout arrangement can be taken as an imprimatur
that such arrangements, even when there is included a transfer of control to
fhe creditor, are generally valid and do not violate any public policy. Although
it has been held that it would be a wastage of corporate assets to appoint
directors and officers whose primary task is to serve the private interests of
a stockholder and no benefit is expected to flow to the corporation,” in the
case'rof a ‘loan workout, the appointment of the directors and officers by the
creditor is not only for the sole benefit of the latter but also of the

corporation borrower since it is a measure adopted to avoid it being plunged
into bankruptcy.

2 - .

Id. (citing Marvin v. Solventol Chemical Products, Inc., 298 N.W. 782 (1941)).
% [d. (citing BALLANTINE, CORPORATION 429 (1946)).
% 41 SCRA 565 (1971).

» Ix_l Republic Bank v. Cuaderno, 19 SCRA 671 (1967), it was held that "[i]t may
bf’ considered wastage or diversion of corporate funds to hire officers and appoint
d.lrectors whose main purpose is to shield the chairman from criminal prosecution”
since the corporation would have no interest in shielding the directors. The

corporation could sue to nullify the appointments, and recover those paid out for the
purpose.
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The Corporation Code itself contains certain provisions that recognize,
perhaps in an oblique way, the power of the corporations to be bound by

- certain stipulations in loan agreements that contract around corporation law

principles. Section 59 restricts the life of voting trusts to a period not
exceeding five (5) years at any one time, yet by way of excepting, it provides
that "in the care of a voting trust specifically required as a condition a
condition in a loan agreement, said voting trust may be for a period exceeding
five (5) years but shall automatically expire upon full payment of the loan."
Section 39, in affirming that in the absence of a contrary provision in the
articles of incorporation, stockholders enjoys preemptive rights to subscribe
to all issues or disposition of shares, nevertheless exempts the issuance of
shares "in payment of previously contracted debt." Also, Section 43, which
prohibits stock corporations from retaining surplus profits in excess of 100%
of their paid-in capital stock, provides as an exception thereto the situation
"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.”

The principle of granting to the creditor management control of the
borrowing corporation pursuant to a loan workout agreement therefore seems
to be a non-issue in Philippine jurisdiction. There is no public policy
offended with the appointment by the corporate creditor of the majority or
the entire composition of the board of directors of the corporation.*® Also,
it seems clear that the creditor and the corporation can validly enter into
other stipulations in the loan workout agreement that are consistent with the
transfer of management control to the creditor. What really remains in issue
is the nature and extent of the tasks vested upon the nominee directors and
officers pursuant to the loan workout agreement. Despite the validity of the
proposition that loan workout agreements create, by the principle of
autonomy of contracts, certain rights, privileges, and powers in the appointing
creditors, well-established principles of corporation law impose certain
fiduciary duties on corporate directors and officers. How far can contractual
stipulations suppress general corporation principles on fiduciary obligations of
directors and officers to promote the interest of the creditor?

3% Under the second paragraph of Section 23 of the Corporate Code, "[e]very
director must own at least one (1) share of the capital stock of the corporation of
which he is a director, which share shall stand in his name on the books of the
corporation.” Such a requirement as to stockholding is satisfied if the director has
naked legal title to the share, although the beneficial ownership may be in another.
All that is necessary is that the stock shall stand in the name of the director in the
corporate books. SALONGA, PHILIPPINE LAw ON PRIVATE CORPORATIONS 257 (1968).
See also Jimenez, Corporate Watch-Dogs, 27 ATENEO L.J. 15, 17 (1982).
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GOTIATING THE FINANCIAL CRISIS

tion: is in serious financial condition, often the only
cy. proceedings is to come to terms with its major
t a loan restructuring agreement. Even as the corporation
olders of its seat of power, how much more can be
by the corporation is limited by the public policy placed on
e functions of directorship and officership.
ction 23 of the Corporation Code provides that "[u]nless otherwise
in [the] Code, the corporate powers of all corporations formed
] Code 'shall be exercised, all business conducted and all property
corporations contro_ll'ed ' and held by the board of directors or
! Although the Philippine Supreme Court had earlier held that
board of directors of a corporation is a creation of the stockholders and
rols and directs the affairs of the corporation by delegation of the
i ckholderS,"”. it is now generally accepted that the directors are not
rdinary agents in the immediate control of the stockholders, but their powers
“are, in the very important sense, original and undelegated, and that the
*_stockholders do not confer, nor can they revoke, those powé:rs or create a
sterilized board of directors.*® In Ramirez v. Orientalist Co, 3 the Philippine
Supreme Court helfi void a resolution adopted at a meetin’g of stockh(?lrc)lets
refusmg to recognize a contract entered into by the board of directors
reasoning that thc3:5 powers of management reside in the board and not witli
the itockholders.. In Barretto v. La Previsora Filipina,* the Court held
that "contracts between the corporation and ‘third persons must be made b
or under the authority of its board of directors and not by its stockholders)',
hence, the action of the stockholders in such matters is only advisory and not,
in any wise binding on the corporation.’ i
‘ The rult? in Philippine law, like that in American law, is that contracts
which seek to limit the directors’ free exercise of their disc’:retion, or which

3! This is the same language of section 28 of the old Corporation Law.
32 Angeles v. Santos, 64 Phil. 697, 706 (1937).

% SALONGA, PHILIPPINE LAW ON PRIVATE CORPORATIONS 238 (1968).

34 38 Phil. 634 (1918).

35 :
Id. at 654. See also Wolfson v. Manila Stock i
(1941). Exchange, 72 Phil. 492, 499

% 57 Phil. 649 (1932).

37 ..
Id. at 655 (citing 5 W. FLETCHER CYCLOPEDIA OF LA
d THE
2097 (First ed.)). W OF CORPORATIONS
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tempt directors to disregard their fiduciary obligations to the shareholders,*®
or which seek to make directors and officers only nominal and passive,”
have generally been held to be void.*® Such contracts call for conduct which
s inconsistent with directors’ obligation to the entire body of shareholders.*!
However, where the directors so contracting are the only shareholders or
where all other shareholders have approved such a contract, the contract is
not considered against public policy,* simply because no third party to the
contract is really adversely affected.

In a loan workout agreement, the creditor and the corporation, even
as they stipulate to grant the former power to appoint the controlling board,
cannot authorize the nominee board to act merely as dummies for the
creditor. Any stipulation to the contrary would be void as against public
policy. The nominee board must itself act as sui generis, an independent body
which must decide for itself the best welfare of all the parties involved. This
principle is understandable only from the point of view that even with the
majority of the stockholders agreeing to the loan workout agreement, they
cannot bind minority stockholders, nor can they prefer the appointing creditor
to the detriment of other corporate creditors. There have been cases when
the court has declared invalid contracts entered into by the controlling
directors which were deemed to be so unconscionable and oppressive as to
amount to wanton destruction of the rights of the minority shareholders.*®

In Steinberg v. Velasco,* the Court likened the position of a director
to a "mandatory” who "is bound not only to exercise proper care and diligence,
but ordinary skill and judgment."* In Mead v. McCullough,*é the Court held
that "[a] corporation is essentially a partnership, except in form. The directors
are the trustees or managing partners, and the stockholders are the cestui que

3% West v. Camdem, 135 U.S. 507, 10 S.Ct. 838, 34 L.Ed. 254 (1890).
3% Manson v. Curtis, 223 N.Y. 313, 119 N.E. 559.
40 See SALONGA, supra note 33, at 239.

41 West v. Camdem, supra note 38.

*2 Harris v. Magrill, 131 Misc. 380,.226 N.Y.S. 621 (1928). See also 28 CoL. L.
REv. 378.

“ Ingersoll v. Malabon Sugar Co., 53 Phil. 745, 749 (1929) Marsman
Investments, Ltd. v. Abaca Development Co., 9 SCRA 783, 785-86; and Gamboa v.
Victoriano, 90 SCRA 40, 47 (1979).

# 52 Phil. 953 (1929).
# Id. at 960-61 (citing Section 458 Ruling Case Law, Vol. 7).
4 21 Phil. 95 (1911).
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‘etest in all the property and effects of the

se of Strong v. Repide,*® the Philippine Supreme
or managers of corporations (here a sociedad
“the shareholders as well as of the corparation only as
eir immediate charge and not as to the stocks in the
ers. In the absence of any statement by them or request
“on the part of a member, they may acquire his stock by
ough an agent or broker, without disclosing the identity of the
r their plans for the corporation. In a dissenting opinion, Justice
ted that when the stockholders of a‘corporation elect a l;oard of
rs for the purpose of managing the business affairs of said corporation
ereby l?ecome the agents and stand in a fiduciary relation with thé
kholders in the management of such corporation and will not be
, ‘itted, durmg thf: continuance of such relation, to deal with the propert
§axd corporation in a way which will result to their individual bene?it az
ainst the rights and interests of the stockholders. If they do, such special
dvantage will b‘e for the benefit of the particular stockholders’injuredIztg l

~ The United States Supreme Court overturned the maj‘ority ru.ling50
g?r]:énfgo lt]l;?}tlsaopzutz:hase pf stock in a corporation by a director and owner of

ree- ¢ entire capital stock, who was also administrator general
of the company, and engaged in the negotiations which finall ) the sal
of the company’s lands to the Philippine Islands Gove et t(') o Sflle
greatly enhanced the value of the stocks, was fra ijﬂf;lem 2 procured by
/insidious machinations" inducing the execu’tion of thu ontract Pmcure('i 1_’)’
the meaning of Article 1269 of the Civil Code de?Cf)ﬂtfaCt o'f e
employed an agent to make the purchase, conceali poth C_ieCClt, _Whel"e\ P
the purchaser and , COT ing both his own identity as
pmbr; b successf:xil };::Ss ‘l](lrtl.(s)lwledge of the state of the negotiations and their

In the case of Gokongwei 1]

t()Jo;lnmission,52 the Philippine Suprix; C({’L‘.xrt Vin f;ﬁl;ﬁ; tﬁzdvalﬁih[?fge

5 . . . . . > a
y-law provision that disqualified competitors from being elected to the }tl)oard

47
Id. at 121 (citing Per Walworth, Ch.. i i

. . » Ch., in Robinson v. Smith, 3 Paige, 22 232;

5 idem, 607; Slee v. Bloom, 19 Johns., 479; Hoyt v. Thompson, 1 Seld. g3’20).2, :

* 6 Phil. 630 (1906).
¥ Id. at 715.
50 :
Strong v. Repide, 213 U.S: 417, 43 L.Ed. 853 (1909).
5! 1d. at 958,
%289 SCRA 336 (1979).
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of directors, held:

Although in the strict and technical sense, directors of a private
corporation are not regarded as trustees, there cannot be any doubt
that their character is that of a fiduciary insofar as the corporation
and the stockholders as a body are concerned. As agents entrusted
with the management of the corporation for the collective benefit
of the stockholders, "they occupy a fiduciary relation, and in this
sense the relation is one of trust."™ "The ordinary trust
relationship of directors of a corporation and stockholders’,
according to Ashaman v. Miller** "is not a matter of statutory or
technical law. It springs from the fact that directors have the control
and guidance of corporate affairs and property and hence of the
property interests of the stockholders. Equity recognizes that
stockholders are proprictors of the corporate interests and are
ultimately the only beneficiaries thereof * * * "%

The Corporation Code now provides explicit rules on the duties and
liabilities of directors and officers not only in their relation to the corporation
and the stockholders, but also "to other persons.”

Sec. 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’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. 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 on his own behalf, he shall be
liable as a trustee for the corporation and must account for the
profits which otherwise would have accrued to the corporation.

(Underscoring supplied.)

53 Citing 3 FLETCHER, CYCLOPEDIA CORPORATIONS 144 (1975). (underscoring
supplied).

4101 F.2d 85, cited in 2 ALECK, MODERN CORPORATION Law § 959.

55 Gokongwei, Jr. v. Securities and Exchange Commission, 89 SCRA 336, 367-68
(1979).
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Section 31 codifies the three-fold duties of directors and officers.>
_It is a new provision with no counterpart in the old Corporation Law. While

firms. the general fiduciary duties of directors and officers to the
olders, the imposition of fiduciary duties "to other
the established normal scope of the fiduciary duties.
t of the Corporation Code, there was little dispute to the
ectors and officers are fiduciaries only to the corporation
rs, and beyond that they are considered to owe no
s to other persons under corporate law principles. It is true
rand officers may, by clearly unlawful act, make themselves
liable to third parties; but such liabilities stem not from their
fary duties 1_mde_r corporate law, but by other legal sources such as tort,
Hkrul:‘c.y» or wglatlon of crupmal laws. But the use of the phrase "to other
ersons” in Section 31. may imply that the three-fold fiduciary duties of
directors aqd ofﬁce'rs arising from the very nature of their office in the realm
of corp(l);itlcc);;r ela\t)v is ow(eid bfe;yond the corporation and stockholders.

' ctors and officers now owe fiduciary duties to corporate
;;;c;dg?ésc '.;rlsh:)(i:’:é éhﬁoogidConorgthn Law, it was clearv thz.:t normally directors
iy not sue a0 uciary duties to ;:70rporatc credltgrs, and the latter
inchreetly throush e mismanagement,” and thaf their remedy is only

{1 Dankrupicy or receivership proceedings, or by creditor’s suit
go enforce the liability as a corporate asset.® The only time the Philippine
upreme Court talked of a fiduciary duty being owed by directors and officers

to corporate creditors is when there is a stat i
McCullough,” the Court held: ate of insolvency. In Mead v.

Whlle a corporation remains solvent, we can see no reason why a
director or officer, by the authority of a majority of the stockholders
or board of managers, may not deal with the corporation, loan it
money or buy property from it, in like manner as a stranger.’ So long
as a purely private corporation remains solvent, it directors are agents
or trustees for the stockholders. They owe no duties or obligations to
thers. But the moment such a corporation becomes insolvent, its
directors are trustees of all the creditors, whether they are member’s of

56
3 A. AGBAYANI, COMMERCIAL LAWS OF THE PHILIPPINES 267 (1988).

57
SALONGA, supra note 33 citin
(1926)). (citing Allen v. Cochran, 160 La.125,107 So. 292

58 Id
% 21 Phil. 95 (1911),
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the corporation or not, and miist manage its property and assets with
strict regard to their interest; and if they are themselves creditors
while the insolvent corporation is under their management, they will
not be permitted to secure to themselves by purchasing the
corporate property or otherwise any personal advantage over the
other creditors. * * * . (Underscoring supplied.)®

It must be noted that Mead talked of the fiduciary duty of directors
and officers not under the auspices of judicial insolvency or bankruptcy
proceedings; rather, the use of the term "insolvency" in the aforequoted
portion of the decision referred to a state of financial condition of the
corporation, for indeed the case did not cover a situation where- the
corporation was under bankruptcy proceedings.

In Steinberg v. Velasco,’' where a receiver of an insolvent corporation
brought suit against directors and officer for unlawful repurchase of shares
and declaration of dividends at the time the corporation was already insolvent,
the Philippine Supreme Court, in'discussing the duty of care and diligence of
directors and officers, held that "[c]reditors of a corporation have the right to
assume that so long as there are outstanding debts and liabilities, the board
of directors will not use the assets of the corporation to purchase its own
stock, and that it will not declare dividends to stockholders when the
corporation is insolvent." What seems to be implied from the juxtaposition of
the Court’s reasoning is that the fiduciary duties of directors and officers
extend to corporate creditors as a principle of corporate law, rather than a
precept under the law on bankruptcy.

In Ramos v. Central Bank of the Philippines,* the Court held that
certain acts of a controlling creditor that adversely affect the corporation, its
stockholders, and creditors would make it liable for damages.

We are constrained to agree with petitioners that the conduct of the
CB from and after January, 1968, reveals a calculated attempt to
evade rehabilitating OBM despite its promises. What is more
aggravating is that by the ordered liquidation, depositors and orher
creditors would have to share in the assets of the OBM, while the
CB’s own credits for advances were secured by the new mortgages
it had obtained from the petitioners, thereby gaining for it what
amounts to an illegal preference. To cap it all, the CB disregarded
its representations and promises to rehabilitate and normalize the

 Id. at 113.
61 52 Phil. 953 (1929).
62 41 SCRA 565 (1971).
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of OBM, as it had previously done with -the
hout even offering to discharge the mortgages,
ers in consideration for its promises, or notifying
it desired to rescind its contract, or bringing action
e purpose. And all the while CB knew that the
on-of the OBM was deteriorating daily, with penalties at 3%
,z)nth continually accumulating, while its creditors, depositors
_stockholders awaited the promised aid that never came, and
vhich apparently CB never intended to give. (Underscoring

supplied).

A close reading of Ramos shows that it was not really decided on
principles of corporation law. In pinning the liabilities of the CB, the Court
referred to Articles 1159 and 1315 of the law on obligations and contracts of
the Civil Code.®* The workout arrangement in Ramos was entered into
essentially between the CB and OBM, and no indication that the creditors’
consent was obtained for the arrangement. Yet in deciding the issues, the
decisions lumped the interests of corporate workout arrangement in Ramos
was entered into essentially between the CB and OBM,; and no indication that
the creditors’ consent was obtained for the arrangement. Yet in deciding the
issues, the decisions lumped the interests of corporate creditors with the
protection of the rights of the stockholders, thus: "The pétitioners having_
complied with these conditions and parted with value to the profit of the CB
(which thus acquired additional security for its own advances), the CB may not
now renege on its representations and liquidate OBM, to the detriment of its
stockholders, depositors and other creditors, under the rule of promissory
estoppel.” Since the creditors were not parties to the agreement, it is
difficult to see how the CB would have contractual obligations towards ’them.

In essence, in a loan workout arrangement situation, the nominee
directors_ and officers cannot be authorized, even with the consent of the
corporation, to be relieved of their fiduciary duties to the corporation, its
stockholders, and perhaps to other corporate creditors. Other provision’s of
the Corporation Code would indicate that even under extraordinary

 ART. 1159. Obligations arising from contracts have the force of the law
between the contracting parties and should be complied with in good faith.

AI.KT.V 1315. Contracts are perfected by mere consent, and from that moment
the parties are bound not only to the fulfillment of what has been expressly
stipulated but also to all the consequences which, according to their nature may be
in keeping with good faith, usage and law. '

 Ramos, 41 SCRA at 588.

1990 FIDUCIARY DUTIES OF DIRECTORS 27

circumstances the fiduciary roles of decision-makers is maintained. Section 97,
on close corporation,® provides that when the articles of incorporation
rovides that the business of the corporation shall be managed by the
stockholders rather than by a board of directors, then "the stockholders of the
corporation shall be deemed to be directors for the purpose of applying the
provisions of this Code and shall be subject to all liabilities of directors."
Under Section 100(5), to the extent that stockholders are actively engaged in
the management or operation of the business and affairs of a close
corporation, the stockholders are held to strict fiduciary duties to each other.
Said stockholders shall also be personally liable for corporate tort unless the
corporation has obtained reasonably adequate liability insurance.
The process of negotiating a loan workout agreement that envisions
a shift of control to the creditor does not represent an arm’s length
transaction. Often, it is in a desperate situation that the corporation bargains
from to stave off liquidation. The threat of foreclosure by the creditor on the
major assets places the corporation under the gun during the whole
negotiating process. In a situation where the appointing creditor appoints an
"outside board" to the corporation, the rules on inter-locking directors should
be applied by analogy. Section 33 of the Corporation Code now governs the
situations pertaining to transactions between corporations with inter-locking

directors.

Sec. 33. Contracts between corporations with inter-locking directors.
--Except is cases of fraud, and provided the contract is fair and
reasonable under the circumstances, a contract between two or more
corporations having inter-locking directors shall not be invalidated
on that ground alone: Provided, that if the interest of the inter-locking
director in one corporation 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
purposes of inter-locking directors. (Underscoring supplied.)

The rule embodied in Section 33 is that contracts between

% Close corporation is defined under Section 98 as that where: (a) all of the
corporation’s issued stock of all classes, exclusive of treasury shares, shall be held of
record by not more than a specified number of persons, not exceeding twenty (20);
(b) all of the issued stock shall be subject to one or more specified restrictions on
transfer; (b) the corporation shall not list in any stock exchange or make any public
offering of any of its stock of any class. .




se-directors are valid as long as there is no fraud
air .and reasonable under the existing facts.
rest of directors is considered nominal (not exceeding
jon 32 on self-dealings will apply.

Corporation Code provides that when a corporation
ement contract, the approval of the board of directors is
; in addition, the vote of stockholders representing a majority
nding capital stock is required. In case a stockholder representing
of both the managing and the managed corporations owns or
ols more than one-third (1/3) of the outstanding capital stock entitled to
= of the managing corporation, or where a majority of the members of the
rd of directors of the managing corporation also constitute a majority of
the members of the board of directors of the managed corporati i
least two thirds (2/3) of i C entitlod to vototo 5

o th E 3) o fthe total outstanding stock entitled to vote.®
€ entering of a management contract requires th
stockholders, in the same manner a loan workout ggrcemerextagxirto::,;lv?s?ﬁ
a transfc.r 9f control of the corporation to the creditor should be sub'ectg to
the qualffymg vote of stockholders owning at least two-thirds 23) Jof th
outslt(z;ndmg capital stock of the corporation. This recommended reqﬁiremeni
bw:; a4 :ﬁﬂf: be fulfilled in the paradigm of a loan workout arrangements
( only way that the creditor would be able to obtain control of

board is when th i i oments
o hen the controlling stockholders execute voting trust agreements.

owever, installing a new board does not always have to be with stockholder

& Sec. 44 Power to enter into mana
. L igement contract. --No corporation shall conclude.
m?; m ':"1: another corporation unless such contract shall have been approved b;
ok o by o _by:tocldwldasownfnga:lea:tamajéﬁtyoftheoumdingcapital
o o e malzmy of dw members in fhe case of non-stock corporation, of both the
nwmptg(l) g and o manag; corporation, : P'ar m;t:lng ‘::dy called for the purpose: Provided, That
kholder‘ stockholders senting the same interest of both the managing

“Ih; mﬂ mm ”:wn or cc?ntrol more than one-third (1/3) of the total outstanding cap}tuz
posaipr e oj?hfc managing corporation; or (2) where a majority of the members of the
board of direcors e managing corporation also constitute a majority of the members of the
by the et ”wmanaged corporation, then the management contract must be approved
o hold mlef he Z;a;ai:d toxnmi fu;i‘lgeast two-thirds (2/3) of the total outstanding capital
; , ast two-thirds (2/3) of the members in the case of a non-stock

[ ation. i
me temNo manageinent contract shall be entered into for a period longer than five years for

. The provisions of the next Ppreceding paragraph shall apply to any contr
Lc:z;pz:zftz’rz z:!nh;iz;akes tho magnage or operate all or substantiallyp fd}l’ of they busir:s‘: ml:{t;
e where .}v;;c con-tracts‘are called service contracts, operating agreements or otherwise:
Wlom’i;"' mlor such service confract or operating agreements which relate to the
aploraiic pment, aplommon or urz.lzzatlon of natural resources may be entered into Jfor
period as may be provided by the pertinent laws or regulations.”
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action, since a current board may resign in seriatim to install the
representatives of the creditor.” But more importantly, not only the general
roposal or rehabilitation by the creditor’s management, but also the very
details of the enabling terms and conditions of the creditor’s regime, should
receive stockholder scrutiny.

The weakness of stockholders’ approval or ratification has, however,
peen pointed out. When stockholders are asked to ratify a transaction with
interested directors they are often not in position to negotiate for the
corporation since they are limited to accepting or rejecting the proposed
transaction® "Even if it be assumed that the deal is fair, that is not what
shareholders are entitled to. They are entitled to have someone negotiate the
best deal obtainable for the corporation."® Thus, the qualifying vote of the
stockholders to a loan workout agreement does not assure that the terms
thereof would not be onerous as to gravely prejudice the interests not only of
the approving stockholders, but also those of the minority stockholders and
corporate creditors. The major stockholders of the corporation often have
little bargaining powers themselves since often their personal guarantee of the
corporate loans make them vulnerable to the threats of foreclosure. To obtain
the approval of the minority stockholders and all corporate creditors to. the
loan workout agreements, especially in large public corporations, may prove
unwieldy and may not result in reaching a loan workout agreement at all,
especially when the time cost of money compels the major creditor to make
early decisive moves on delinquent accounts. The corporation and its
stockholders and other corporate creditors need the protective role of a party
who can bargain from a strong position. A famous American article’ has
suggested prior administrative approval of transactions involving conflict of
interest situations;”' so does a leading American corporate author.””

87 Under Section 29 of the Corporation Code, any vacancy occurring in the board of directors
other than by removal by stockholders or members or by expiration of term, may be filled by the
vote of at least a majority of the remaining directors, if still constituting a quorum.

68 See Marsh, Are Directors Trustee?, 22 Bus. Law 35, 49 (1966).

 Id.

" Ia.

" Id. at 51, 73-76.

72 CLARK, supra note 23, at 188-89: "Many of the major opportunities for realizing
self-dealing surpluses could be exploited in a legal system that (1) basically adopted
a flatly prohibited rule against basic self-dealing but (2) provided for administrative
approval, through class exemptions and specific variances, of transactions that meet

appropriate standards of justification. For a variety of reasons, the Securities and
(continued...)
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isthe role that the Philippine SEC is probably already equipped
eady, the SEC, pursuant to the powers granted by its enabling
kes or supervises the management of entities in appropriate
here is imminent danger of dissipation, loss, wastage or
of assets, or paralyzation of business operations of such
1s-on entities which may be prejudicial to the interest of minority
s, or the generfil public. As a necessary requirement for the
and implementation of a loan workout agreement, it may be
ed that the same be first submitted by the parties to t,he SEC for
proval.
The req‘uirement of a prior approval by the SEC would and should
serve the following purposes: (a) to ensure that the terms of the loan workout
agree{nenf would promote the best interests of all affected parties, i lrd(')u
th? tnunontg/.slockhoiders and other corporate creditors: (b§) to se;vl: Calzolr;%
a ‘stamp ot approval” of the extent of involvement of, th ditor i
affairs of the corporation, and the faithful implementati ahich would o
constitute "overreaching" inting ore O'fWthh honld pot
obligations of the coti':](%razti;rtlot:l ta}llci?dthe iti_ppomtmg Credltqr fiable for the
“lender liability." Would such a s stepar tlﬁs Und(?r ﬂ?e N ockomes of
corporate creditors? It is unlikely siz’lceI: rulltr:lci)friz?vocl:‘:r}x, SEOCkc}l1 Oll?erlsd ot
work to deprive nonparticipati , i i in court In
perceived to be a Violgtion gfa Slnegxrg?grltlltess oF thelf day in court in what i

IV. STAGE TWO: MANAGING THE FINAN CIAL CRISIS
of the 'Ilzleefo:):fal t[l)l(;int of Fhe wl:jole arrangement must fall within the ambit
‘ . nominee directors and officers, for it is i i
implementation that life is given to the loan workout ag’regrrnelxit s their

A. General Standard of Management
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[Dlirectors are not liable for losses resulting to the corporation

”(...continued)
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73 .
) Pres. Decree 902-A, Sec. 5 (1976), as amended.
* 52 Phil. 953 (1929).
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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 confined 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 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.”

The concept of "bad faith" in corporation law, as it pertains to
directors and officers, has received definition from the Philippine Supreme
Court. In Board of Liquidators v. Kalaw,” it was held that "bad faith does
not simply connote bad judgment or negligence; it imports a dishonest
purpose or some moral obliquity and conscious doing of wrong; it means
breach of a known duty through some motive or interest or ill will; it partakes
of the nature of fraud * * * bad faith contemplates a state of mind
affirmatively operating with furtive design or with some motive of self- interest
or ill will or for ulterior purposes."”’

A board of directors which fails, in spite of knowledge or by virtue of
business imprudence, to prevent the officers of the corporation from
committing illegal acts would be acting in fraud, and would entitle the
stockholders to bring a derivative suit in behalf of the corporation, and may
seek to have the corporation’s operations placed under receivership.”® As an
alternative to removing an abusive majority stockholder from management, the
court may grant to the minority stockholder a'veto right, appealable to the
court, on all decisions of management.”” When the corporation is virtually
immobilized from commencing suit against its abusive directors, laches does
not even begin to attach against the corporation until such abusive directors

75 Id. at 960-61 (citing Section 458 Ruling Case Law, Vol. 7).

76 20 SCRA 987 (1967).

" Id. at 1006-1007.

8 Reyes v. Tan, 3 SCRA 198, 202 (1961). See also Angeles v. Santos, 64 Phil.
697, 706 (1937).

7 Chase v. Buencamino, Sr., 136 SCRA 365 (1985).
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; office.®
ation where the creditor appoints its own directors or

oard of the corporation, a basic self-dealing situation arises.
e law, a party participates not only if he votes personally or
‘but even wh;n absent, if 'all the other board members are his
ttives or if the board is domma'ted In some other way by him, as when he
ploys dummies.®' In cases of director’s contract with the corporation, by
the weight of authority, the burden of proof of fairness in fiduciary contr;cts
is on the director or the one claiming under his contract to show that the
transaction is fair and honest, even though the corporation is represented b
a disinterested voting majority of directors.®2 g
Although an "outside” board may be deemed to be more objective
than a board composed of the creditor’s own officers, nevertheless sincJe the
are appointed' by virtue of the mandate of the loan workout agreement hovz
much' of the interests of the appointing creditor is to be pressed u 0;1 th
exercise of the business judgment is largely affected by the terms ther(fof 'Ihe
agenda set out For the "outside" board will determine their responsibilities. a g
if the agenda is one-sided in favor of the creditor, then the provision 'nf
Section 31 of the Corporation Code will apply. ' proviions o

Section 32 of the Corporation Code presently governs situations |

pertaining to self-dealing situations.

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

. 1 Tha.t 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; i

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

3. That the contract is faj
‘ air and rea
circumstances; and onable under the
. 4. That in lpe 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

80 .
Central Cooperative Exchange Inc. v. Tibe, Sr., 33 SCRA 593, 598 (1970)
81 SALONGA, supra note 33, at 296, ‘

8 1d.
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paragraph is absent, in the case of a contract with a director or
trustee, such contract may be ratified by the vote of the
stockholders representing at least two-third (2/3) of the outstanding
capital stock or of two-thirds (2/3) 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.

The basic premise of Section 32 is that self-dealing transactions are

not void per se nor are they automatically voidable. The condition of a
self-dealing contract would need only to satisfy any of the two tests provided
in Section 32:

First Test: (a) the contract is fair and reasonable under the
circumstances; and (b) there is approval by disinterested

directors.® ,
Second Test: (a) the contract is fair and reasonable under the

circumstances; and (b) disclosure and shareholder ratification by a
qualified majority vote of two-thirds of the outstanding capital
stock.

Section 32 adopts the rule that the interested directors could not be
counted for quorum purposes. Although it does not provide for full disclosure
when it comes to the approval of the contract by the disinterested directors,
the same is deemed to be a requisite, for otherwise it would amount to fraud
or "insidious machination" as held in Strong. The rules on unauthorized
contracts may be used by analogy. Philippine jurisprudence has held that
before unauthorized contracts may be ratified, its terms and conditions must
be brought to the full knowledge of the board of directors,® and the
ratification cannot be made by the same officers who entered into it.3
Where the contract does not comply with the requisite of being "fair and
reasonable under the circumstances,” and yet it receives the approval of the
required disinterested board, or is ratified by stockholders representing two-
thirds of the outstanding capital stock, the contract is voidable at the option
of the corporation. In this case, it is likely that only the non-approving

8 Unlike 144 of the Delaware General Corporation Law, and MBCA 8.31, the
disinterested directors must constitute a quorum.

8 Yui Chuck v. Kong Li Po, 46 Phil. 608, 615 (1924); See also Montague v.
Artesian Water Co., 32 Phil. 468, 474 (1915).

8 Vicente v. Geraldez, 52 SCRA 210, 228 (1973).
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stockholders could bring a derivative action on behalf of the
1 to have the contract annulled. The personal liability of the
for knowingly approving such a contract is governed by Section 31.
ion 32 does not also indicate whether in determining the
olders’ vote ratifying a self-dealing transaction, the adverse interest of
reholder does not disqualify him from voting as a shareholder to ratify
uch contract. The opinion has been expressed that such adverse interest does
not disqualify a stockholder from voting his shares.? Nevertheless, in Walter
E. Olsen & Co. v. Olsen,¥’ the Philippine Supreme Court, determining the
Leglgl effect of the ratification by stockholders of the activities of the director,
eld:

Havil}g, as he had, absolute and almost exclusive control over the
function of the corporation * * * [t]he approval of his account at
fhe first meeting of the stockholders cannot be considered a
Justification of his conduct, nor does it remove every suspicion of
bad faith, because the corporation was constituted exclusively by the
defendant-appellant himself and his co-speculator, Mark, and
nothing else could be expected from it. * * * %

In Olsen a controlling stockholder, who had almost exclusive control
over the functions of the corporation and its funds on account of his
three-fgld capacity as president, treasurer and general manager, was held to
the duties of "trustee" of the corporation, which included his obligation to see
by all legal means possible that the interest of the stockholders were
p.rotecte'd, and that he should not abuse the extraordinary opportunity which
ins rr{ultlple positions offered him to dispose of the funds of the corporation.
Ordmary delicacy required that in the disposition of the funds of the
corporation for his personal use, he should be very careful, so as to do it in
such a way as would be compatible with the interests of the [minority]
stockholders and his fiduciary character.”®®  In aloan workout arrangement
In spite of the execution of the voting trust, the vote of the stockholders’
would be; one counted for ratification, otherwise the requirement would prove
useless since the appointing creditor holds the controlling vote by virtue of the

86

SALONGA, supra note 33, at 297; see also Jimenez, Corporate Watch-Dogs, 27

ATENEO L. J. 1?, at 37 (1982). However, in sustaining this position, authors or
commentators cite American jurisprudence.

¥ 48 Phil. 238 (1925).
¥ Jd. at 242-43,
¥ Id. at 242.
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voting trust.
When faced with the enforcement of the terms of the loan workout

agreement in situations where the creditor and the corporation would have
conflicting interests, the norm that should govern the nominee directors is
dictated by Section 31 of the Corporation Code.*® It should be noticed that
under Section 31, no ratification by stockholders of the unlawful act of the
directors and officers is provided. Whereas, when it comes to Sections 32 and
33, on self- dealings and interlocking directorship, and Section 34, on
usurpation of corporate opportunity,®® stockholder ratification is allowed.
The clear inference of the statutory language is that when directors willfully
and knowingly vote or assent to patently unlawful acts of the corporation (a
violation of the duty of obedience), they are liable, and such liability cannot
be contracted away.

B. Providing a General Insulation for Nominee Directors
and Officers for Acts Under Loan Workout Agreement.

Under the old Corporation Law, the Supreme Court adopted the strict
rule which disallowed provisions in the corporate charter or by-laws exempting
in advance directors and officers from liabilities on self-dealing with the
corporation. In the case of Palting v. San Jose Petroleum, Inc.,” the articles
of incorporation provided that: (a) no contract or transaction between the
company and any other association or corporation shall be affected except in
case of fraud, by the fact that any of the directors or officers of the company
may be interested in or are directors or officers of such other associations or

90 Sec. 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
“orporation 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 the damages
resulting therefrom suffered by the corporation, or its stockholders or members and
other persons.

1 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 acts 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 his own funds in the venture.

%2 18 SCRA 924 (1966).
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; (b) none of such contracts or transactions of the company with
t persons, firms, associations or corporations shall be affected by
4t any director or officer of the company is a party to or has an
"such contract or transaction or has any connection with such
n or persons, firms, associations or corporations; and (c) any and all
ons who may become directors or officers of the company are thereby
relieved of all respons_xblhtle_s which they would otherwise incur by reason of
any contract entered into with the company either for their own benefit. or
for the peneﬁt of any person, firm, association or corporation in which t,hey
may be interested.

In striking down such provisions, the Philippine Supreme Court held:

These provisions are in direct opposition to our corporation law
and corporate practices in this country. These provisions alone
yvoulq ogtlaw any corporation locally organized or doing business
in t'hfs jurisdiction. The impact of these provisions upon the
traditional fiduciary relationship between the directors and the
stockholders of a corporation is too obvious to €scape notice by
tt'mse who are called upon to protect the interest of investors. The
directors and officers of the company can do anything sh(;rt of
actual fraud, with the affairs of the corporation even io benefit
themselves directly or other persons or entities in which they are
mtergsted, and with immunity because of the advance condonation
or relief ﬁpm responsibility by reason of such acts. This and the
othef provision which authorizes the election of non-stockholders
as directors, completely disassociate the stockholders from the

1
overnment a]ld management (o) t]le bus ness in Wth’h the haVe

wrongs ﬁléz:g; other.etfo;e ren_ders void any blanket condonation for future
rones to mmitted by dlr?ctors and officers. It does not prohibit actual
Ings between the corporations and its directors and officers. This sa
fgqelt:};see hast beefnfn'laintained in Section 32 of the Corporation Cc;de sincenilti
ments ol tarness and disclosure of the particular transaction w
gre_yent advance and broad copdonation of self-dealing contracts. Ir? ualg
pinion rendered by the SEC, it held that directors cannot evade liability

under Section 31 through a b ifti
; ( y-law amendment shifting the liabili
managing director or the executive vice president.% ’ o the

* Id. at 942-43 (1966).

** Opinion, dated Jan. 22, 1982: see

LJ. 15, 28 (1962) Jimenez, Corporate Watch-Dogs, 27 ATENEO
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But even if a blanket authority is not authorized, nevertheless, the
philippine Supreme Court has allowed self-dealing transactions. In Mead v.
McCullough,95 the Supreme Court held: "May officers or directors of the
corporation purchase the corporate property? The authorities are not uniform
on this question, but on the general proposition whether a director or an
officer may deal with the corporation, we think the weight of authority is that
he may."96 It was further held that an officer or director of a corporation,
who is a stockholder, being an agent merely of an artificial person, and having
a joint interest in the corporate property, is not such an agent as that treated
of in Article 1713 of the old Civil Code as to disqualify him from buying
corporate properties.”’

C. How Far Can the Contractual Stipulations in the
Loan Workout Agreement Go in Allowing the Corporate
Creditor to Prefer Its Interest?

Although a stipulation that preempts or stifles the exercise of
discretion (i.e., business judgment) of directors and officers or that seeks to
hold them to a lesser standard of loyalty is void as being against public policy,
nevertheless, directors and officers, being merely agents of the corporation,
are bound by the valid and binding contracts of the corporation. A loan
workout agreement must certainly belong to such category. What can be the
extent of power that can therefore be granted to the creditor in a loan
workout agreement that becomes the guide by which the nominee directors
and officers may discharge their obligations to all parties?

It is simple to propose that when the "rights" conferred to the creditor
under the loan workout agreement are consistent with the "interests" of the
corporation, then the enforcement thereof by the nominee directors and
officers would not be a violation of their fiduciary duties to the other parties
to the arrangement. But it is hard to imagine a situation when the "creditor’s
rights" would ever be consistent with the "corporate interests," for the former
often, if not always, conflicts with the latter. It probably, therefore, is a
question of degree. When the exercise of the creditor rights "adversely affect"
the interests of the corporation, its stockholders, and perhaps even other

% 21 Phil. 95 (1911).

% Id. (citing Merrick v. Peru Coal Co., 61 Ill. 472; Harts v. Brown, 77 . 226;
Twin-Lick Oil Co. v. Marbury, 91 U.S. 587; Whitwell v. Warner, 20 Vt. 425; Smith
v. Lansing, 22 N.Y. 520; City of St. Louis v. Alexander, 23 Mo. 483; Beach v. Miller,

130 IIL. 162).
97 Id. at 121-22.
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hen: despite the contractual stipulations in the loan workout
inee directors and officers have no obligation to enforce

rwise, they may be held personally liable, and the
s may be enjoined. What is the degree to which one can
nadverse effect” would warrant sach defiance by the
rs and officers of the contractually indicated duties?

tioned previously, Philippine jurisprudence has not resolved to
nt the creditor may, through its nominee directors and officers
‘into the affairs of the corporation, and still be within legal bounds,
is we turn for guidance to American jurisprudence. .

V. COMPARISON WITH DEVELOPMENTS
IN AMERICAN JURISPRUDENCE

. The general princi.ple of the fiduciary duty of loyalty is said to be a
residual concept that can include factual situations that no one has foreseen
and cat@gorlzecis and thl_xs contribute to the continuous evolution. of
corporation law.™ The fiduciary duties of a creditor who assumes control of
thc? management of a borrowing corporation is one of the fields where h

principle has extended to. e
1.’he ‘controllir.lg motivation for a creditor seeking control of a
corp().[ii.itlo‘l’l Is to obtain a benefit which may take the form of the successful
reh'fl;n itation of th_e corporation, the enhancement of the collateral or the
3:101 ance of dettlarloratlon thereof.” Control by the creditor may exi;t when

e-power to select a majority of the direct i
. ] . ors of a corporation may be
::e;lc;eg(l:y \f/lrt;e of a 'v}(:tmg trust, or as holder of an irrex}/)ocable proxz or
Of shares with pow i :

2 pledg power to vote a controlling block of a debtor’s

o rﬁnggl may a;;ise vstr)llth no malevolent intent on the creditor’s part, and
réprenensible when viewed in the Ij i

ul - ) ight of the creditor’s

{ggﬁgat; tng:lt ntot only to protect its interest in terms of the funds it has
» but also to ensure the borrower’s survi
ed, b sure. urvival so that the loan ca

repaid.™ Under certain Circumstances, such a move on the part ofntlt::

% CLARK, supra note 23, at 141; see also CLARK, A
I (1§35)_ > AGENCY COsTs VERsUS FIDUCIARY

%9
Schecter, The Principal Principle: ing Credi
. s : iple: Conirolling Creditors S, ]
for their Debtors’ Obligations, 19 U.C. Davis L. ng‘:/. 875 8r8s2 (’11091;;64) pe Held Liable

100 ;
Douglas-Hamilton, Supra note 11, at 344.

0

1% CaPELLO, supra note 11, at 148.
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major creditor may be beneficial to all concerned, including the junior
creditors. But when control is employed by the creditor primarily for its own
interest at the expense of other parties, any action it takes pursuant thereto
becomes a violation of its fiduciary duties. It is at that point when the creditor
woversteps the imaginary boundary which transforms it into managing and
controlling the borrower as to make itself liable."'??

In discussing the fiduciary duties of loyalty of nominee directors and
officers appointed by the creditor, perhaps the best place to start is the case
of Pepper v. Litton,'®® to which the Philippine Supreme Court frequently
alludes in discussing the fiduciary obligations of directors and officers. In
Pepper, the United States Supreme Court held that the powers of a director
and a dominant controlling stockholder or group of stockholders, are "powers
in trust” and that "[t]heir dealings with the corporation are subjected to
rigorous scrutiny and where any of their contracts or engagements with the
corporation are challenged the burden is on the director or stockholder not
only to prove the good faith of the transaction but also to show its inherent
fairness from the viewpoint of the corporation and those interested
therein."'® The Court also laid down the fiduciary standards of conduct of
a controlling stockholder in relation to the corporation, its other stockholders,

and creditors:

He who is in such a fiduciary position cannot serve himself first and
his cestuis second. He -cannot manipulate the affairs of his
corporation to their detriment and in disregard of the standards of
common decency and honesty. He cannot by the intervention of a
corporate entity violate the ancient precept against serving two
masters. He cannot by the use of the corporate device avail himself
of privileges normally permitted outsiders in a race of creditors. He
cannot utilize his inside information and his strategic position for
his own preferment. He cannot violate rules of fair play by doing
indirectly through the corporation what he could not do directly. He
cannot use his power for his personal advantage and to the detriment
of the stockholders and creditors no matter how absolute in terms that
power may be and no matter how meticulous he is to satisfy technical

requirements."™ (Emphasis supplied.)

102 1d.
103 308 U.S. 295, 60 S. Ct. 238, 84 L.Ed. 281 (1939).
104 4. at 306 (citing Geddes v. Anaconda Copper Mining Co., 254 U.S. 590, 599).

105 14, at 247, 311.
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atutory and case law suggest two approaches to deal with
ts cases: (a) The parties may arrange to have provisions in
laws that authorize and insulate self-dealing transactions to
an that provided under general corporation law; or (b) they
hareholder approval or ratification of particular self-dealing
% American decisional law has established that such provisions
dicated the shift from the voidability rule to the present fairness rule
self-dealing transactions.'” There is no indication that charter
sions may generally substitute for clearly established rules governing
cts of interest; and such provisions are not seen as foreclosing judicial
crutiny of the transactions.'”® Doubt has been expressed as to the
effectiveness of such a principle since courts would not carefull
' £ : y and
vigorously scrutinize all such transactions unless one presents the issue.!®
Shareholder. ratification simply immunizes the transaction from attack
on the ground tl_lat 1t was not properly authorized; that it will shift the burden
of propf on .the issue of the fairness of the transaction to whoever interposes
the voidability of the transaction. But even courts that clearly give substzli)ntial
weight to ratification often leave an out for the plaintiff who can prove
something worse than unfairness, such as "fraud." ing." 11
a "waste or gift of corporate assets,"2 " ar, ot he i o
2 po assets. To a large extent, the difference
etween these forms of misconduct and ordj i is j
b . inary unfairness is just a matter of
deg.rde.e. In practice, the courts seem to have a great deal of latitude in
ecidin wel i i i
g how much weight to give to shareholder ratification and what effect

06
1% CLARK, supra note 23, at 175,

y said with I that the €nera lule was that
B 1 960 1t could be 1 1th some assurance

poration with any or all of its director ica

i ' S was automaticall

:ff(l);dsgledat the 5}11t of a shareholder, whether there was a disinterested majority o);
ard or not; but that courts would review such a contract or subject it to rigid

an l SCIu[uly, and W()uld mnv W, ()u]ld to l)e un(all
d car etu n allda[e thc contract lf 1t was f
to the COIpOIall()ll. I\Aalsh, Jup’a note 70, at 43.

1% CLARK, supra note 23, at 176178,
1% Marsh, supra note 70, at 54-55,

110 ;
Continental Sec. Co. v. Belmont, 99 N.E. 138 (N.Y. 1912); American Timber

and Trading Co. v. Niedermeyer, P.2d 1211 ;
s N o (Ohio 1956);. (or 1976); Contra Claman v. Robertson,

111
Chambers v. Beaver-Advance Corp., 140 A.2d 808 (Pa. 1958).

"2 Schreiber v. Bryan, 396 A.2d 512 (Del. Ch. 1978); Eliasberg v. Standard Oil
. Ch. s v. Standard Oi
Co., 92 A.2d 862 (N.J. Super. 1952), aff'd mem 97 A.2d 437 (NJ. 1953). l
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it will have on the outcome of a particular case."'"

In Globe Woolen Co. v. Utica Gas & Electric Co.,'** the New York
Court of Appeals, through Judge Cardozo, laid down the rule that the
obligation of a director in a conflict-of-interests situation requires of him not
only to disclose his own interest in the contract to the approving directors and
to abstain from voting, but he also has an affirmative duty to disclose the risks
and one-sidedness of the proposed transaction itself.'”> In Commons v.
Schine,'*® the California Court of Appeals held that one who dominates and
controls an insolvent corporation may not use his power to secure to himself
an advantage over other creditors and he shall be "treated in the same manner
as a director of an insolvent corporation and thus occupies a fiduciary
relationship to its creditors."!”

Control alone is almost never sufficient to justify imposing liability on
the creditor; proof of some form of tortious conduct is also required to hold
the controlling creditor liable.!’® What would constitute egregious conduct
on the part of the creditor depends largely on the attending circumstances in
each case.'" For example, it is not uncommon or unlawful for creditors to
insist that borrowers, particularly financially troubled ones, meet certain
requirements initially to obtain a loan or as a condition for continued
financing. "The lender may require that debt-to-equity ratios be maintained,
accounts receivables be assigned, or other conditions be met to ensure that
the borrower maintains financial health and is able to repay its loan. If the
terms are freely agreed upon by the borrower and the conditions are fairly
and consistently applied, liability is unlikely.”'® Where the bank merely
made suggestions to the borrower, but the borrower had no obligation to
follow them, and in addition, the bank merely monitored the borrower’s
finances but did not mandate how they should be managed, the Court found

13 CLARK, supra note 23, at 178-179.

114121 N.E. 378 (N.Y. 1918).

115 1d. at 381.

116 35 Cal. App.3d 141, 110 Cal.Rptr. 606 (1973).

117 35 Cal.App.3d 141, 144; 110 Cal.Rptr. 606, 608-609.
18 gchechter, supra note 69, at 888.

1% The court should scrutinize the creditor’s actual use of its control over
debtor-borrower’s operations to determine whether its control constituted incquitable
conduct. In Re T.E. Mercer Trucking Co., 16 B.R. 176, 190 (Bankr.N.D. Tex. 1981);
In Re American Lumber Co., 5 B.R. 470 , 478 (D. Minn. 1980).

120 CapELLO, supra note 10, at 148.
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ble to conclude that transfers made by the debtor to the bank were
espreferential transfers.’?? The monitoring of operations and
_advice to a debtor, even when coupled with a decision to
dit, does not rise to the level of control for purposes of equitable
122
But the creditor oversteps the imaginary boundary when it takes
I of the borrower, as when it insists that its own management be
lled, that voting rights be exercised to allow the borrower to be
dominated by the creditor, and that restrictive clauses be included in the loan
agreements to protect the creditor’s interests.!” The creditor may install key
personnel on the borrowers’s premises.'? So also, when the creditor
interferes unduly in the day-to-day management of the borrower’s business,
as when the_actual marketing and financing activities of the borrower are
made oqu wnth' the concurrence and open approval of the representative of
éléeccgzgigZEg;hxtsllzvou!d t§e an improper entanglement, as to make the creditor
prlr_mpa} ??f the borrower, and therefore jointly liable to
?;gfée:?ﬁg(;ﬁfo V::/:;dtltol:.s. "It may be t?e s"ame resulﬁ if the creditor
choosing. whon tumts) 1rteta;l malilagement or "consultant" of th.e creditor’s
oot o% o bt turns gg ! at (,f fj management or cm}su.ltant is more the
Coformis v syt C 512 , l:e it A{.amfgers Asso.czatzon of Southern
Lo busin;gss c‘(gmsum‘ ourt,”*’ the clredltors compelhpg the borrower to
overtale am o consul tr;;g cl())mpany s’e ected by th.e creditor that was able. to
g an .borfcl))wer fOreth olrrower s boz.lrd of d1rect0r§, made the creditor
ol ¢ losses resulting from the mismanagement of the

A series of massive transfers that strip the debtor of vital assets surely

121 .
1985) In Re Ludwig Honold Manufacturing Co., Inc., 46 B.R. 125 (Bankr. E.D. Pa.

122
W.T. Grant, 699 F.2d 599 (2d Cir. 1983).
13
Id.
124 pe .
L6 .Icago Mill & Lumber Co. v. Boatmen’s Bank, 234 F. 41, 43-44 (8th Cir.
); Krivo Indus. Supply Co. v. National Distillers & Chem. Corp.; 483 F.2d 1098,

at 1110-1112 (5th Cir. 1916); Credit Manager’s Ass i
B n. v. Supe;
3d 352, 124 Cal.Rptr. 242 (1975). ’ perer CPUH,Sl el App

125
A. Gay Jenson Farms Co. v. Cargill, Inc. (Minn. 1981) 309 N.W. 2d 285.

126
Technology Exchange Corporation of America, I
» Inc. v. Grant Co
Bank (D. Colo. 1986) 646 F.Supp. 179. ' iy St

127
51 Cal. App. 3d 352, 124 Cal. Rptr. 242 (1975).
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must be sufficient to trigger liability.'® The controlling creditor may affect
the borrower’s income by affecting prices, marketing policies, or asset
management, such as when the borrower is compelled to sell its product for
cash at a lower price rather than on credit in order to build up bank accounts
instead of receivables, at the expense of long-term revenues; or when it is
forced to sell-off assets to raise cash.'® The same principle is also applicable
to the creditor’s influence on the debtor’s production procedures.'*

Other objected intrusions of the creditor include: (a) compelling the
corporation to obtain additional infusions of investment or credit, with the aim
of generating new assets that become part of the senior creditor’s
collateral;'®" (b) causing corporation to delay payments to other
creditors;*? (c) vetoing necessary expenditures so that debtor’s cash position
is enhanced;'* and (d) causing the debtor to dispose of unencumbered but
vitally productive assets and to transmute the proceeds into a possibly less
productive, but encumbered form.'**

When a creditor, whose main motive is to protect its own interests at

_ the expense of other creditors, unduly interferes with a financially troubled

128 1n Re Process-Manz Press, Inc., 236 F.Supp. 333, 336-344 (N.D. IIl. 1964),
rev’d on other grounds, 369 F.2d 513 (7th Cir. 1966), cert.. denied 386 U.S. 957
(1967); In Re Rego Crescent Corp. 9 B.C.D. 867, 872, 23 B.R. 958 (Bankr. E.D.N.Y.
1982).

129 State National Bank of El Paso, 628 S.W.2d. 661; see also Krivo Indus. Supply
Co. v. National Distillers & Chem. Corp., 483 F.2d 1098, at. 1112 (5th Cir. 1974).

130 Krivo Indus. Supply Co. v. National Distillers & Chem. Corp., 483 F.2d 1098,
at 1110-1114 (5th Cir. 1974).

Bl E.g. Central States Stamping Co. v. Terminal Equip. Co., 727 F.2d 1405, 1409
(6th Cir. 1984), involving direct misrepresentation to junior creditors by senior
creditor; In Re Osborne, 42 Bankr. 988, 999-1000 (Bankr. W.D. Wis. 1984) (same);
see also In Re Falstaff Brewing Corp. Antitrust Litig., 441 F.Supp. 62, 65 (E.D. Mo.
1977), involving allegations that a dominant lender forced the debtor to procure new
equity investment.

132 In Re American Lumber, 5 Bankr. 470, 474 (Bankr. D. Minn. 1980).

133 Krivo Indus. Supply Co. v. National Distillers & Chem. Corp., 483 F.2d 1098,
at 1111 (Sth Cir. 1973), modified and reh’g denied, 490 £.2d 916 (Sth Cir. 1974).

3% In Re Ludwig Honold Mfg., 46 BAnkr. 125, 127-129 (Bankr. E.D. 1985); see
also State Nat’l Bank of El Paso.v. Farah Mfg., 678 S.W.2d 661, at 677-678, 691 (tex.
Civ. Appl. 1984), scnior creditors influenced selection of debtor’s chief executive
officer, who then sold off some of the debtor’s productive assets to repay the debtor’s
obligations to the senior creditor.
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im may be made subject to equitable SUbofi dination.‘: (;Ih;’ls’
for; whose credit was ox:ngma‘lly unsecure 1, compe ec the
01 uently convey a security prior to l.lquldat.mg the c.redxt and
peration, it was penalized by having its credllt subordinated to
ite liabilities."> A controlling corporate creditor may be held
he corporation entitling the lfxtte.r to equxtat?le adjustment of. a
rights in bankruptcy or reorganization proceedings, upon the claim
e bankrupt corporation has suffered losses through the mismanagement
of the controlling corporate creditor.””” In Taylor v. Standard Gas Co.,138
the controlling stockholder and only debtor of the company was made liable
to the latter when it caused the latter to pay preferred dividends in large
amounts in order to prevent the preferred stockholders from having a vote
and a voice in its management, and that such dividends were paid by the
company when it was nearly in bankruptcy and in dire need of working
capital. In In Re Process-Manza Press, Inc.'® the corporate creditor was
held liable for participating in the wrongful manipulation of the credit of the
parent corporation on its subsidiary.

Admittedly, most of the afore-discussed authorities cover situations
when the lender, who directly owes no fiduciary duties to the borrowing
corporation or the stockholders, participates directly in or dominates the
running of the debtor’s operations. However, the instances covered therein
would be good indications of what particular acts and circumstances may be
considered egregious or oppressive provisions in the loan workout agreement,
and the enforcement of which the nominee directors or officers, or even the
nominating creditor itself, may be held liable.

If a guiding principle can be extracted from the various cases decided
on the matter, it is that the conduct of a creditor which has the power to
control the operations of a corporation would become egregious or oppressive
when either: (a) control is employed to achieve transactions the sole purpose
of which is to benefit the creditor; or (b) the creditor disregards the separate
corporate personality of the corporation as to treat the latter its mere

" In Re American Lumber Co. 5 B.R. 470 (Bankr. D. Minn. 1980).
136
Id.

137 See Douglas-Hamilton, Supra note 11, at 348. See also In Re prima Company,
98 F.2d (7th Cir. 1938) cert. denied 305 U.S. 658 (1939), the corporate borrower
suffered damages through the mismanagement of the creditor’s agent.

%% 306 U.S. 307 (1939).

1% 236 F.Supp. 333 (N.D. IiL. 1964), rev’d on other grounds 369 F.2d 513 (7th
Cir. 1966) cert. denied 386 U.S. 957 (1967).
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entality, regardless of its motive. )
nsmlmln a lgan workout arrangement, what seems to be the controlling

: factor in the determination of the reasonableness of the terms thereof is
ac

ther the transactions are of such nature as would have bc?en unde-rtak‘en
whe corporation where it not under the control of the creditor. Ordmanly,
by e minge directors and officers appointed by the creditor would not bg in
e nO'tion to make such an unbiased judgment. The demarcatlon lxqe
y l‘i)r?fszlating the extent of the fiduciary obligations of Fhe nominee board ;x(;
gztermining whether they would be breaching thc?ir duties to any party, V;OU ¢
demand that in spite of the origin of their appointment, Fhe n(l)mmee rﬁgz X
must see itself as fiduciary of all contending interests in a oan'lrvof ot
rangement, and not set themselves out ‘as dummles. aF the wi o e
z;)pointing creditor. Their tra_gsactior:is itr;volt\)m:g égeingsx?}?:gc féz?tlé?r ;v(ililng
be subject to rigorous scrutiny; and the bu ' the o ,to ng

the nominee board, to prove good 'falth ) and fairness o th
Zer?cl)gr:tion and its beneficiaries in any transaction with tpe c}cl)ri)l;)rft:;nn:)ri
which such creditor is involved. "The essence qf the test is wke fe or ot
undér all the circumstances the transa.ctlor} carries the earmarks 01 aSUb'ect
length bargain.""** Violation of the fiduciary roles W'OUIde']tOt 19111 n?sa ajinst
the appointing creditor to liability and likely su.bordmatlon 9 its cda ctorgS nst
the borrowing corporation, but may al_so subject the nominee ] 1tres e duy
officers to personal liability as well. A director or ofﬁger who Vl(l) a ehe he duty
of fair dealing may be required to repay the conorathn any sa fa;y.S © eamnec
during the relevant period in addition to making rfestxtu?xon of hi : ofﬁge u

gain.'*! Punitive damages may also be awarded against directors an

who have breached their duty of loyalty.'*?

VI. STAGE THREE: PULLING THE PLUG

The underlying motivation in the ]qan ,workout arran.gemetnt fl(;; t:ﬁ
cooperating stockholders is for the creditor’s representatives to e al
reasonable means to save their investments b){ managing the corplora i out
of financial crisis. Although miracles are not within tpc contra(l:ctluba sco;:;,ded
the parties contract with the expectation that best efforts would be exp .

149 pepper v. Litton, 308 U.S. 295, at 306, 307 (1939).

141 American Timber & Trading Co. v. Niedermeyer, 276 Or. 1135, 51318 P.Zdl % (1)
(1976); Lawson v. Balitomore Paint & Chem. Corp. v. Gover, 303 Mass. 1,
N.E.2d 482 (1939).

142 Rowen v. Le Mars Mutual Insurance Co. of lowa, 282 N.W.2d 639, 662 (Iowa

1979).



ATENEO LAW JOURNAL VOL XxXxv

even as the creditor contracts to help rehabilitate the corporation,
lied understanding that the creditor, in seeking control of the
has a cropped agenda: first, to seek to rehabilitate the
on since it would also be to creditor’s benefit that the corporation
ht back to a financial position to be able to fully pay its obligations;
,.that in .the event that the rescue operation does not succeed, tht;
nting creditor would be in the best position to ensure that it gets the
num reahz.atlon of its exposure. Certainly then, the creditor seeks control
he corporation in the hope of bettering its position on the whole gambit
“the first stage, its motivation is compatible with the interests gofm tti -
tockholders and even other corporate cteditors; in the d ;
conflict of interest arises. ’ Rocond stage, a lear
A loan workout arrangement is premised on the expressed or implied

contfactual commitment on the part of the creditor, actin thro }L:l'
nominee board and officers, that it will give its best effor’ts to re%)ab'l'tug d
m})lrma!lze': the financial conditions of the borrowing corporation l;:c;e(?r?ld
:,;,) :1; 61; clz ::Iea;cglat t:e ﬁnancw]l c‘ollapse is irreversible will th’e creditoi"
e e i);:sol ;:;1 t athwould hguxdate. its exposure to the corporation. At
cormmation i llcy, ]t € proprietary interests of the stockholders in the
e e :i?n ly nfx ,hsmce the corporate assets are not even enough to
the poit ot l_nso!vens o }: € corporate lelgations. The proposition is that at
offiners o e her l((:});, tlde ﬁd}xcxary obhgatxgns of the nominee directors and
obligations 1 o appcc)) in(:irrs1 1sc atd .best at its minimal; and their fiduciary
workoufr?lgreement become grix;eoriit;rf purssant fo the terms of the loan
which all :,sdtifr::;?mn gf when the corporation has reached that point
the best e T ofu:tele d1rcct9r§ and ofﬁ‘cem to take measures to protect
udgment, Toas O ¢ appointing creditors is an exercise of business
bontroversy when thléleel dlr.ectors and officers stand at the center of the
become a daen the ;; ug is pulled. O'ften it is never clear whether it has
signs ate showing. 1hen :)r gle corporation. But certainly when the tell-tale
e oall? e {he n 1L 1s best to prepare for the inevitable. Who is to make
logalty for the e uaggn that presents the most difficult case of divided
cormoration me beeh frectors and officers. Directors and officers of a
Gocisee o Clected y the stockholder‘s would have no reluctance in taking
with mapnd full asures for the continued survival of the corporation. But
| nhece directors and officers, their divided loyalty would put the.m in
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suppliers credit by the upkeeping of schedule of payments.

When the nominee directors and officers start taking half measures
with the desire of minimizing the losses of the appointing creditor, then they
could be accused of disloyalty under.the terms of the loan workout
arrangement, because "best efforts" have not been given to ensuring the
rehabilitation of the corporation. And who is to say that it is precisely such
half measures that precipitated the fall?

A carefully worded loan workout agreement that details the formula
or conditions under which the creditor may, at its discretion, give it the legal
option to pull the plug on the corporation should cover such a situation.
Nevertheless, the contractual solution will not cover two areas. Firstly, the
accusation that half measures have in fact brought about the stipulated
conditions, especially with a board and management appointed by the creditor.
Secondly, the contractual solution would not bind non-contracting parties, like
the minority stockholders and perhaps other corporate creditors.

The: problem that nominee directors and officers may be held
personally liable for charges of disloyalty may be resolved with the appointing
creditor taking out D & O insurance, which however is a type of insurance yet
to be made available in the Philippine setting. However, the appointing
creditor remains exposed to contingent liabilities for taking control of the
borrowing corporation under the loan workout arrangement.

VIL. CONCLUSION

Philippine statutory and case law indicate that a loan workout
arrangement granting to a creditor control of the affairs of a corporation
through the appointment of the board and key officers is itself legally
permissible. But the legal consequences of such an arrangement as against the
creditor and the nominee representatives have not clearly been settled in
Philippine jurisprudence. At the very least, there is shaping up an expansive
principle that control granted to the creditor pursuant to a loan workout
arrangement does not authorize the controlling creditor to run the affairs for
its exclusive benefit. It is an accepted proposition therefore that a controlling
creditor, through the nominee board and officers, has assumed a fiduciary role
in relation to the corporation and its stockholders. Whether there is an
absolute fiduciary obligation to other corporate creditors is not clear under
Philfppine statutory and case law; but at the point of insolvency it would seem
that such a fiduciary obligation arises.

There is likewise a clear jurisprudential indication that the parties to
a loan workout agreement can contract around some of the principles of
corporation, but the extent to which this can be done is not clear. To insist
that the corporate affairs under the loan workout arrangement should be
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-ari-arm’s length transaction is to begin only to cox;struct. the
principle that should govern the fiduciary role o nominee
icers. In fact, such a premise may miss the _WhOIC point. I‘_l a
alsituation, are not the borrowing corporatnor’l and the major
d to adopt a situation that is less than arm’s length? The
nary demands of the circumstances that have led to a loan workout
ement shows that the relationship. between the creditor and the
ration have ceased to be one that is at arm’s length.

On the other hand, to remove all fiduciary standards would certainly
‘lead to much abuse, especially when the position of one of the parties, the
corporation, has made it so vulnerable as not to be able to effectively fend for
its interests. The teachings of American case law show that without proper
legal check, creditor control leads to abuse and that by the time the effects
of the creditor’s actions have been unravelled, it is too late, and the
corporation has reached the point beyond financial rehabilitation.

The pivotal role of the nominee directors and officers determines the
viability of any unifying theory underlying loan workout agreements. The role
of nominee directors, therefore, becomes a delicate balancing of the
contending interests of the corporate creditor, the borrowing corporation and
its stockholders, and perhaps the other corporate creditors. For, as has been
shown by a study of American cases, a nominee board that tends to be over-
protective of the interests of the appointing creditor, may in fact run the risk
of making the latter liable for damages caused to the corporation or its
stockholders, or for the obligations of the corporation to other corporate
creditors. : .

Under this theory, nominee directors and officers, even though not
acting directly for their personal benefit, are held to be in a self-dealing
situation vis-a-vis the corporation. Despite the extraordinary setting which
necessitated the adoption of the loan workout agreement, the nominee board
and directors are to be held a high standard of loyalty to the corporation. This
would include an application to them of the liability principles of Section 31
of the Corporation Code for willfully and knowingly voting for or assenting
to patently unlawful acts of the corporation or for directing the affairs of the
corporation in bad faith. Only by the maintenance of this high fiduciary
standard would the nominee board be induced to work closely with the other
officers of the corporation to reach a justifiable end. Often the threat of
personal liability engenders closer working relations between nominee
directors and the officers and corporation’s own officers since such a close
working relationship tends to ward off any imputation that the transactions
prejudice the borrowing corporations and its stockholder. But the nominee
directors and officers should not be paralyzed into immobility because of fear
for personal liability. Despite the high fiduciary standards placed upon
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ominee directors and officers, the approval by the‘SEC of tPe te;msband"
o ditions of a loan workout agreement should provide Fhe:m safe. arbors
cc?nh.n which they can pursue the interests of their appointing creditor.
v At the stage of negotiation and adoption of the loan },\forkout
eement, the recommended SEC procedure would a_llow flexibility and
agrha s e\;en bold innovativeness to the contracting parties, but at the same
o provide the best available protection to all interests affected by the
tlm:npement through the overseeing authority of the SEC. And .the
arr'ntgenance of the high fiduciary standards on the role of th? nominee
g}zriel:ctors and officers encourages an even- handed implementation of the

terms of the loan workout agreement.




