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ABSTRACT

The nationality of stockholders holding majority voting rights can
determine a corporation's capacity to engage in partially
nationalized economic activities. Hlowever, minority stockholders
can hold a degree of voting power higher than what their
shareholding size might suggest. This makes it possible for a foreign
minority stockholder to have "effective control" of a "Philippine
national" which passes the Control Test. This paper seeks to
reexamine the basic premise that the absolute voting weight reflects
actual voting power, and proposes a nev way to measure control.
Applying the concept of a voting power index in cooperative game
theory, a stricter form of the Control Test emerges. I iach corporate
structure should be analyzed based on multiple factors that
determine the true nature of voting power, namely: (i) the number
of stockholders, (ii) the minimum votes required to pass a
stockholder resolution, (iii) the amount of voting rights held by one
stockholder in relation to other stockholders, (iv) the possibility of
forrning a coalition of stockholders, (v) the number of times that a
stockholder can be a swing voter, and (vi) the size of the public
float. The latter section of this paper applies this more rigorous test
to the Gamboa . Telres and Nam, Nickel/nig r. Re'dIsn0t Conso/id1ated
Mines CoNportiion rulings to demonstrate how it more accurately
measures effective control.

One unexamined assumption in foreign ownership regulation is the
notion that majority voting rights translate to "effective control." This
assumption is so deeply entrenched in foreign investments law that possession

Cit' as Russell Stanley Q. Geronimo, lc Facto Contro:. 1pp/rwig Game Tho to /o /h
laf' on oiporate Nat/ona//'. 9(0 Pil1i. L.J. 278 (page cited) (2017).

- Corporate (ivernance Chief, Go-vernment Financial Institutions Division,
Goernance Commission for GOCCs, Office of the President of the Philippines, Malacanlang
(2012-present).J.D., University of the Philippines (2017, expected); B.S. Commerce, major in
Management of Financial Institutions, & B.A. Communication Arts, De La Salle University
Manila (2008).

I Gamboa v. Teves [hereinafter T(iamboa'], G.R. No. 176579, 682 SCRA 398, Oct.
9, 2012.
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of majority voting rights can determine the nationality of a corporation and
its capacity to engage in partially nationalized economic activities.2 The fact,
however, is that minority stockholders can possess a degree of voting power
higher than what their shareholding size might suggest.3 Voting power is not
the same as voting weight-it is not measured simply by the proportion or
number of votes a stockholder may cast in a stockholder meeting.-4

An example is a voting situation requiring a simple majority (51%/o)
with stockholders P1, P2 and P3 having 50%Yo, 490%0 and 1 0 voting weights,
respectively. While intuition might tell us that P2 has a disproportionate
degree of control compared to P3, it is not true that P2 has more "effective"
voting power than P3. And while intuition might also tell us that the 1%
difference in voting rights between P1 and P2 is insubstantial, P1 still wields
a more significant degree of control compared to P2.6

First, note that none of the stockholders can single-handedly pass a
motion, and that we have no prior knowledge of their preferences in forming
alliances. Thus, it is fair to assume that each stockholder is equally likely to
form a coalition with any other stockholder, which means a coalition between
P1 and P2 is just as likely to form as a coalition between P2 and P3, and
between P1 and P3. All the possible winning coalitions are: {Pl, P2), {Pl,
P3}, and {PI, P2, P3}.

Second, note that P1 only needs one more vote to muster the required
minimum votes to pass a desired stockholder resolution, and it is a matter of
indifference to P1 whether that vote comes from P2 or P3.

' The foreign equity limitation "must [likevisel apply separately to each class of
shares, whether common, preferred non-voting, preferred voting or ant other class of shares."
Gamnboa, 682 SCRA 398, 445.

Dennis Lcech, Sharholder I otiag Power an(d Coipoirate Governiance: A- Study of Lrye
B3itish Companies, 27 No )RDICJ. OF POL. iCON. 1, 33-54 (2001).

Manfred Holler, Foriny/r (Oa//itIos and M lasluiriag [ ouiy Poore;1 30 POL.. STL'o. 262,
270 (1982).

A classic example in introductions to weighted voting systems. Se Ron Ctron &
Maggie Penn, Fair Diision in Theoy and Practice, aailable at http://www.cs.wustl.edu/-cytron/
fdiv/PDFs/8.pdf (last visited Aug. 16, 2016).

"On the one hand, a principal shareholder is declared dominant if she controls a
simple majority. However, relying solely on this criterion wouid he very susceptible to type II
error hecause any dominating minority bloc holder would be ignored." Stefan Prigge & Sven
Kehren, |hereinafter "Prigge"] Own-erch/ Structnoe Mether, in INTRNATIONA . C(ARORATI'
O \ERNAN: AFTi R SARHANES-ONxiy 218-9 (Paul Ali, Greg Gregoriou, eds., 1996).

Applcing the principle of a priori probabIlit in weighted voting systems. See Hans
Stenlund & jan-Erik Lane, The Structmoe of I otin-Powe'r Indices, 18 Q \LITY & QL A\tTIT 367-
75 (1984).
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Thrd, P2 cannot prevail if he forms an alliance with P3 alone. P1 is a
swing voter in all three instances, while P2 is a sving voter in only one
instance. By "swing voter", we mean a voter who can make a coalition lose bv
dropping out of the coalition." P2 cannot block a motion by P1 once the latter
forms an alliance with P3. P2 cannot make the grand coalition of all three
stockholders lose by dropping out. In this context, P2 is in the same position
as P3.

There is no doubt, therefore, that P1 has voting power
disproportionately larger than P2, and we are only talking about a difference
of 1% il voting rights between them. There is also no doubt that 32 has vtilng
power ecquivalent to that of P3, even though they have a seemingly substantial
difference of 48- voting rights. This simple vOting situation demonstrates
that voting wveight has a non-linear relationship with actual voting power.
Clearl, "the largest shareholdcrs are not always winners, nor are the smaller
shareholders predestined losers."'"

I. THE LIMITS OF THE CONTROL TEST

A share of stock icpresents a bundle of stockholder rights II which
include economic rights and control rights. I` conomic rights pertain to
pecuniary interests, such as the right to dividends, the right to sell shares, and
the right to a portion of the net asset value upon dissolution and liquidation
of the company. Control rights, on the other hand, allow stockholders to
participate in making business decisions. These are expressed in terms of

Andiv-w Gehan, lonathan N. Katz & anrancis Tucrijnckx, I/i A la/boa//c awd
Sta/i of I oling Poirn 17 Si \.. S: 1. 42) (21)2).

I ,or a discussion on thc formal p ripot ties of \)ng H l pm i\\C mesu relnentS, isC
Manfred . iHollcr & Stcfani N apel, Ion/olo/ril/r/t Poll w e r IItil/cSlres, 56 'il R \\i)
Di:isinNx 93 (2(4).

"' Norkhairul I athfi3 BAjuri, Shanti Chakravarts & Noor I la:zarina I lashim, nia/s/s of
(Coporat,/ Col/:! Can /br I /i/n Psi' or ImbC /a/isinr .S/hairo/1/i 4. S/q, Io) AS] \\ Vii 01
MaT'. I (i Au:T. 1\\i l. - 7 (2)14).

"Setcuii tics ar a bunilet of rights that in-stol haVe against isSUers." )c liva

Micheler, Oslodr Chains and R m X rolnss: I)riconner/is Inre-stol0i j//inw ISSuIi,'I at 2 (Jui 2014),
pub/isbdy/ the SYistemic Risk Ceonte of the I oindon School of I conomics and Political Scienc

as part of the Svstcmic Risk Ceintre's Discussion Paper Scrics.
I lenr T. C. I IL & Bcrtna131d Black, I kbl, I !qi/ and I l'buid I Oull/ig: o1n/ n/ad (/

YSio/ic Risk Implli//ons, 14 I1 RPI VN..\l NI i. 663, 664 (2)08).
I 'conoiic rights arc also called "cash tl rights". )cA Sidtkarth Mohan Ranacle,

epraosi/n of I 's/p ohRit/s -om Cish-1 oin' Rit//s in (mporate liw: In eaurnb ofr Me Optima (2()13),
r/I/iabk alt ittp://ssrn.coin/bilstraict=2 2 467 57.

PI 111,1131)INI;l LA\Vj(W1ZNA1
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voting rights in stockholder meetings, where one share of stock is usually
equal to one vote.14 Increasing the number of shares (i.e. the shareholding
size) leads to an increase in economic and control rights. In the case of
economic rights, the increase is linear and positively correlated. Hence, in a
corporation declaring dividends, having 100% shareholding size entitles the
stockholder to 10o of the total dividends declared, 20% shareholding size
entitles him to 20%, and so on.

This notion may erroneously lead us to assume that the relationship
between shareholding size and control rights is also linear and positively
correlated. However, when we increase shareholding size, control rights do
not necessarily increase in the same manner as economic rights. This assaults
our basic intuition about the nature of control rights because we know that a
higher number of shares results in higher voting weight.

A. Deconstructing the Premise

Based on the simple voting situation we have shown, we see that
examining and comparing the voting weights of stockholders does not give a
true description of their voting power. This is because voting neqh! is not
equiv'alent to v'otingpow'er.15 The 1% 0 voting weight difference between P1 and P2
makes a true difference in determining the outcome of the stockholder
meeting in a way that the 48% difference between P2 and P3 does not. An
increase in 1% shareholding size may result in an equivalent increase of 1%
voting weight, but it does not necessarily result in an increase of 1% 0 voting
power. This leads to anomalous situations where foreign minority
stockholders have de jicto control of a Filipino corporation engaged in a
partially nationalized economic activity, effectively subverting the nationalist
policy of the 1987 Constitution and GaIumboa us. Teves (hereinafter "Gamboa")
on foreign equity limitations.16

In the example, assume that P3 is a foreigner and the Filipino
corporation is engaged in an industry with 20% foreign equity limitation.
While P3's voting weight of 1% falls comfortably below the equity cap, P3

1 Control rights are also called "voting rights", since it is through the exercise of
formal voting power that stockholders can pass shareholder resolutions. See a/so Liping Dong,
Konari Uchida & Nianohong IloU, How' DCpre P ontr,/ Rjghts Tomsactiocs Cate Shaubo/der
f I? Iri/duwe jrim China (2014), aia/o/ at http://ssrn.com/absti-act=2396514.

I Dennis Leech & Miguel Manion, Coporate o('renaance an'd Gae, Theorlic/ I&Ass of
Sha-ro/de'r Power: The Clae ofpain, 35 APPiD i) I (RN. 847 (2003).

1n Lev Exec. Order No. 858 (2010). This provides for foreign eqjuity restrictions in
variois industries.
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has a de/ficto or effective control of 2 5%, equal to P2.i- In the succeeding
sections, we shall propose and demonstrate a method for calculating
"effective control" based on given voting thresholds and voting weights. We
shall also show instances where a foreign minority stockholder's "effective
control" appears to comply with foreign equity caps, but has a "real" voting
power grossly beyond the allowable threshold.

This problem exists because the Control Test equates voting power
with voting weight,1> when the fact is that voting weight can be higher than
or less than the actual voting power of stockholders.1' By overstating or
understating voting power, the Control Test permits situations where a
Philippine national is actually controlled by foreign stockholders, or a foreign
national is effectively controlled by Filipino stockholders. By relying solely on
the "absolute" 1 voting weight of one stockholder, the Control Test fails to
consider a host of factors that may determine the true nature of voting power,
namely:

(1) Number of stockholders;
(2) Minimum votes required to Pass a stockholder resolution;
(3) Amount of voting rights held by one stockholder in relation

to other stockholders;
(4) Possibility of forming a coalition of stockholders;
(5) Number of times that a stockholder can be a swing voter; and
(6) The size of the public float, if any. 1

B. Foreign Control of Strategic Industries as a
Geopolitical Risk

Why should de cato foreign control of sensitive economic activities be
a concern for the Philippines? Developed nations like Australia, Canada, the
United Kingdom, and the United States operate under a system of free trade,

I We derived this figure using the Banzhaf Voting Power Index. so Philip Straffin,
Ir., ThSap/y-Shb/k and i3angha/P'wer Indicesas Prbabil////s, i Till Siouily V \u I : Ess ws
IN -1OR Oi Linivn S. Si iAPIJKY 71-81 (Alvin F. Roth cd. 1988).

Gameboa, 682 SCRA 398.
Straffin, sepma note 1.
As opposed to "relative" voting weight. The absolute voting weight looks at the

shareholding size of one stockholder, while relative voting weight looks at the distribution of
voting weights among all stockholders.

I "ITihe power of the principal shareholder is determined not only h\ his share of
votes, but also b the absolute and relative shares of votes held b the remaining bloc holders,
the free float, and the majority rule. SIe, gera//rt, Prigge, supra note 6, at 201-3.
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where foreign ownership limitations and other citizenship purity protocols in
economic activities are considered sources of market distortions and
inefficiencies. 22 For these countries, it is a matter of indifference \vhether
corporations operating vital industries are foreign- or domestic-owned.

There is strong political pressure in the Philippines to relax its laws
on foreign investment limitations. In August 2016, newly-elected President
Rodrigo Duterte expressed openness to a constitutional amendment to ease
foreign ownership restrictions imposed by the 1987 Constitution in land
ovnership, the exploitation, development and utilization of natural resources,
and the operation of public utilities.2 3

The reality, however, is that foreign control of sensitive economic
activities is a major source of geopolitical risk. Even developed nations
operating under a free trade regime are now beginning to recognize this:

Increasingly, corporations are political tools used by nations to
exert influence over other nations. In times of peace and economic
prosperity, foreign control of strategic industries and infrastructure
may not be an immediate threat. But during major economic
recessions or, worse, times of geopolitical upheaval and war
the loss of ownership and full control of national industries can be
catastrophic.24

One example is the Russia-Ukraine gas dispute in 2006. Gazprom, a
Russian-owned gas company, wanted to increase the price of oil passing
through the Ukraine from USD 50 to USD 230 per 1,000 cubic meters. The
Ukraine rejected the offer. In response, Gazprom cut off the Ukraine's gas
supply, causing a shortage in the whole European Union. Many believed that
it was not a purely commercial dispute, and that it was an instance \where a
"foreign company's decisions bec[alme an extension of the foreign]
government's policy decisions rather than the company's commercial
interests."25

22 The Trumpet, .irbis and the Pih of Forean Onowechi, Oct. 26, 2006, a!
hittps://wm\y.thctumpct.com/article/2969.2.0.1/i/world/glb laiization/airlbus-and-thc-perils-
of-foreign-ovirship.

23 Agence France-Presse, iaeic cais to opni Ph//ib pines to jorrin ineston: aide, ABS-

CBN Nirs, Mtay 13, 2016, a! http://news.abs-cln.com/business/()5/12/16/duterte-
vants-to-open -philippines-to-foreign-investors-aide (last accessed Nov. 15, 2016).

2 The Trumpet, supra note 22.
SJoiiathin I asters, F or/ge l'stlnt! and( U.S. Na//ola/ Seury, Cond/ on |0org

Ru/a/ons, Sept. 27, 2013, at http://www.cfr.org/foreign-direct-investment/foreign-investme

28320171
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In the same year, there was a national security debate in the UIS
concerning the attempted foreign takeover of six major seaports by Dubai
Ports World, a government-owned corporation based in the United Arab
Emirates. Many national securit\ analysts believed that this would render the
US susceptible to terrorist attacks, considering the large number of containers
entering the US and the possibility of importing illegal xveapons and
international transport of terrorists. This led to the passage of the Foreign
Investment and National Security Act of 2007, which strengthens the power
of the US government to review foreign investments in strategic industries.'

Another example is the rise of Rosatom, a Russian-owned nuclear
corporation. Rosatom operates in 40 countries, including countries like
Turkey, Armenia, Finland, Belarus, Vietnam, Bangladesh, India and China,
and has 29 ongoing global projects. Many believe that Rosatom is pivotal in
Russia's nuclear diplomacy?'

As of October 2016, sovereign wealth funds ("SWFs")-

government-owned foreign investment vehicles-are operating wxith 7.39
trillion US dollars worth of assets all over the world. This raises several
national security concerns for host countries receiving their investments,
including the "destabilization of the financial markets (to the detriment of the
host country), protection of SWF home-counrr\ industries at the expense of
the host country's industries, and the expropriation of technology.J" 28 One
of the criticisms against SWFs is that most of them are based in authoritarian
regimes facing risks of political instability, and that these funds could be
utilized to further their international political agenda.

The Philippines is in the midst of a geopolitical game involving China,
the US, and Russia. It is not far-fetched to imagine that foreign investments
will play a crucial role in the brinkmanship of world superpowers in their
struggle to protect their maritime interests. With the aim of pursuing an
independent foreign policy, President Duterte announced forming economic
alliances with China and Russia. The development of vital infrastructure

projects like railways and seaports is envisioned to result from such economic

nt-us-national-security/p31477, c/hp AiL\ P. LIz\Rse\ & 1.vi'o N1. NIANilu lil1, C(o 'L oif
15 Il(;\ Ril. \'i'(INs, I 'noovg Isrestmeat Nationa/raitj 21 (2006).

2.See Dcborah Mostaghl, liba/ is Ior undr lI on-J '1/jo: Thral /o Na/tonal
nit r a Tmpest /in a .ncpol'/, 7 Ai ii. L. R X. 583 (2007).

\'oyan Dobrev, Rosa/om cf Rusias Nudlar I&c>/omarr, GI 0)i0!Inci.' MNITi,
NMaY 17, 2016, a! https://www.gopoliticalnonitor.comn/rosatom-russiaIs-nuclar-diplomacY.

Thomas icmphill, .or;rgn f -a//h / undse Na/tona/ NCmit' Risks in a Global I'ir
I I r inomeni, 51 Till NDRBIRD I\T'l. Ri.'. 551, 551 (2009).
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alliances. This makes the analysis of who has deu/acto control of corporations
all the more urgent.

II. THE STOCKHOLDER MEETING AS A WEIGHTED VOTING GAME

We can remedy the limitations of the Control Test by adopting
multiple-factor voting power measurements, such as the Banzhaf Voting
Power Index in the field of cooperative game theory. We shall begin by
modelingr a traditional stockholder meeting as a weighted voting (rarne.

A. Intra-Corporate Voting

There are two voting systems in Philippine corporation law: the one
person-one vote system and the one share-one vote system.2 9 In the former
system, all voters have equal voting power.9 ' This is the default situation in
board meetings where each board member present is entitled to only one vote,
regardless of whether or not he is a nominee of a stockholder having
disproportionate ownership interest in the corporation. 3' The same default
rule applies in non-stock corporations wvhere each member is entitled to only
one vote unless otherwise provided in the by-laws.32

In the one share-one vote system, a voter can have higher or lesser
voting power compared to others depending on the number of voting shares
held.33 This is the rule in stockholder meetings of stock corporations where
different percentage holdings yield different number of votes per
stockholder.34 This is also the rule where fundamental matters require the
participation of preferred shareholders.3 5

' (w, CO Comi g 16, 24, 28, 32, 37, 4(, 44, 46, 48, 77, 118, and 119.
j1 urij Toplak, I :qa/ 1 stin Lt ofl//- '1na// 'O1,;eron, One I ole/r ioi Hanii to

\aine, 81 'Ti:\P. L. RI. 123, 143-4 (2)08), citing \esberrv v. Sanders, 376 US 1, 7-8 (1964).
0 This is without prejudice to the power of the corporation to adOpt by-laws

prescribing the manner of voting. o (ORP. Cot, 46.
2 "Unlcss so limited, broadened or denied, each memlber, regardless of class, shall

he entitled to one vote." toR. Coo:, 7 89.
Guido Ferrarini, One )har - One I oI: 11 :ropean Ra/ri, 3 1 CFR 147 (20()6).
iA corollary to the rule that "each share shall be equal in all respects to every Other

share."' Sn (OR. C(to, ( 46.
Since the (Orporation Codc reserves v\oting rights to preferred shareholders in

special voting situations, and the so-called "non-voting" shares are not absolutely divested of
voting rights, wse shall not confine the concept of "voting power to common stockholders.

See ma. Cn, 6.
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In the one person-one vote system, only two elements are important
in determining the results of a voting situation: the number of voters and the
minimum number of votes required to pass a resolution.3 6 In the one share-
one vote system, one additional element is essential: the number of votes that
each voter is entitled to cast.3 '

Three variables qualify the one share-one vote system in stockholder
meetings as; a \veigted votinir &ame:

aame: the player, the quota, and the w'eght.43 The
players represent the stockholders entitled to vote.3 9 The quota denotes the
minimum number of votes required to pass a stockholder resolution.-'" It is
othervise called the decision threshold, which may be majority (510%), super-
majority (67%' ), unanimous (100%), or any other threshold specified in the
by-laws.-' The w)'eghti is the number of votes that each player is entitled to cast.
It is otherwise called the "shareholding size."12 A game represents a voting
situation involving only two alternative motions: "yes" and "no," where
"abstain" is counted as "no."

B. The Weighted Voting Game

The one person-one vote system can evolve into a weighted voting
game, and a weighted voting game can evolve into a one person-one vote
system. We consider two scenarios.

6 Toplak, supm note 30.
"Voting rights ceilings limit the number of votes that a shareholder can cast

irrespective of the number of voting shares she owns. That is, all shares held in excess of the
ceiling lose their votes, which can drive a wedge between the cash flow rights and the voting
rights of a blockholder." Mike Burkart & Samuel Lee, Tbe Olot Share - Onu I ote Dbae: A
TIeOttice/ Pecrfpectice, ECGI - Finance Working Paper No. 176, at 33 (2007), at http://ssrn.
com/abstract=987486.

Stefan Prigge, The Pojoiianciet of Mleasuics of Shareholder lIa/tlice (2007),
at http://ssrn.com/abstract=966086.

Gianafranco Gambarelli, Power Indices 1r Political aid inancal hIir/io Makig: A-
Rue/ic, 51 ANNALS OF OPERATIONS RES. 163, 166 (1994).

41 Imelda Yeung Powers, A Game-theonrtic Mode/ of (opointe 7i;kaors by Maljor
Stockboldecc, 33 NIGMT. Sci. 467 (1987).

-1 CO(RP. Cooil, § 46.
4' Andre Casajus, Helfried Labrenz, & Tobias Hiller, A ja/ocity 'Shairbolder Protection by

I aiable uali//ledMajorty Ru/es, 28 1 KIROPIIA J. oi L. & LCON. 9, 14-6 (2009).
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/. IWh"ben the One Pe:von-Olne I 'ole System
Becomes a Wengh/ed I 'otinig Gam e

In a one person-one vote system, the concept of weight is immaterial
if viewed from the perspective of individual voters. Voting power is
represented as IN where N is the total number of players. Thus, if N=10, the
voting power of P1 is 10', which is the same for all other players. The
concept of weight becomes material only if a group of voters is conceived as
a coalition, in which case the one person-one vote system also becomes a
weighted voting game from the perspective of the coalition of voters.t 3 We
consider each coalition as a single player, and the weight is the number of
voters in a coalition.44

Thus, in a board of directors composed of six Filipinos and four
foreigners, the Filipino coalition has 60%, weight and the foreign coalition has
40% weight.45 Here we have a situation where a board meeting, which is a one
person-one vote system, is reconfigured as a weighted voting game.

2. lhen a IfTegIjhted I 'oing (Game
Becomes a One Perncon-One I 'ote ystem

If all players are required to have one vote to pass a stockholder
resolution, then the weights become immaterial, just like in a one person-one
vote system.' 6 This is the case where no individual player or coalition of
players can muster enough votes to meet the quota, except the grand coalition
of all players. In short, the voting situation de /acto requires a unanimous vote.

Hence, given stockholders P1, P2 and P3 with respective weights of
60"%/, 20% / and 20%e, and a quota of 81% ) votes, P1 will always require the
votes of P2 and P3 to pass a stockholder resolution. The {60%, 20'%, 20%}4
voting weight distribution is irrelevant because even though two stockholders
form a coalition, they cannot muster 81% of the requisite votes. It is as though

3 Alan Iaylor & \William Zwicker, A Ctriation of f /bjed I otig, 115 Pluw.
so TH A1lAI CA N MATHEMITv1c \i, Soc's 1089 (1992).

' William Lucas, Measlming Poncr in ll'W'/ghted [oting ys)teIs, in POLTi AND
R1IAT T AR)D1s 186 (Steven Brams, et al., eds., 1983).

5 AcCotrdinglv, we can also apply the concept of "voting power" as discussed in this
article whenever we conceive the board of directors as a coalition of Filipino and foreign
directors.

4 Russell Fcitgold, ssav, Rresentatie I)t'womy /verus Copo/c i)eeocr': I lew Soft
Aloney Erode the Princhk f s/Oii Pero, One f 'ot/e, 35 F i\RY.J. ON Lints. 377 (1998).
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the voting power of each player is 1/3, or more generally, IN, which is

precisely the voting power formula in a one person-one vote system.

III. MODELING THE STOCKHOLDER MEETING AS A

WEIGHTED VOTING GAME

In modeling the stockholder meeting as a weighted votin garme, the
absolute voting weight of one stockholder is not a sufficient indicator of his
voting power.4 To accurately describe the stockholder's voting power, it is
necessary to consider how all the pertinent variables of a weighted voting
game (the number of players, the (quota, the weight, and the coalitions) relate
to one another.* To facilitate the discussion, we shall adopt the formal
notation of a veighted voting game to represent a stockholder meeting, as
follows:

In this notation, q represents the quota; q: wi, w ... w\ represents
the individual stockholders with their respective voting weights; and N is the
total nurnber of stockholders.

Hence, in a stockholder meeting requiring a simple majority or 51%
to pass a resolution, with five stockholders having a percentage holding
distribution of 50%, 25'%, 1% (, 1 ()(/ and 50, the voting game is expressed as

-1: 50, 25, 10, 10, 5}. In a stockholder meeting requiring 2/3 or 67/¼ votes
to pass a resolution, given the same players and \weights, the voting game is
expressed as {67: 50, 25, 10, 10, 5 .

A. The Stockholders as Players

For every stockholder meeting, there are three possible types of
voting stockholders: a "dictator," a "dummy," and a player with veto power.
A dictator has the power to pass a resolution single-handedly. A dummy is
one whose voting power is immaterial in passing a resolution. A player with

< See Xia oing (Cen & Amnit K. Sinha, Tro Pro.vies /or harho/der I/ienc: -1 Get o
Pyeout Po/c, 10 (2009), ara/lab/ at http://ssrn.coi/abstract= 1522504.

SDCnnis J.ecch, Al n Fwphiad Companson of // Pelorimanc of C/ass/ca/ Power Inid/rs,

50 Poi. Si n. t (2002).
I Adopting the same Convention used in voting power literature..See Prakash P.

Shenot, The BIanhaI Power Ildex jor Po/i/icd Games, 2 IATOiitnt :.iL SuC. SoINCES 299
(1982).
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veto power is one whose vote is indispensable to pass a resolution, but cannot
pass a resolution single-handedly.5"

The dictator status represents the highest degree of control possible
in a given voting situation.-I The dummy represents the lowest possible
degree of control.52 Veto power represents joint or equal control shared
between or among stockholders.5 The commonality underlying these three
types of stockholders is that their respective degrees of control are not solely
determined by voting weight. - This demonstrates the notion that voting
weight alone is not the sole factor of voting power."5

We shall examine each of these stockholder types in the succeeding
sections. We shall also demonstrate the inadequacy of voting weight in
determining dictator or dummy status and the presence of veto power.

1. Dictator .Stockholderr

A stockholder with a sufficiently large voting weight to pass a
resolution single- handedly renders the voting weight and voting power of
other stockholders immaterial.5 1 This "dictator" status satisfies the following
condition in a stockholder meeting:

n),i> q

The voting weight (w;,) of a stockholder must be equal to or higher
than the quota (qi). T This suggests that voting weight alone is insufficient
information to conclude that a stockholder has dictator status. The decision
threshold, \hich may be a simple majority (51'0), super-majority (2/3 or 67%)
or unanimous vote (100% ), is a critical element. Consider the following voting
situations in a stockholder meeting:

Christopher H. Nevison, Barbara Zicht, & Suzanne Schoepke, Critique and
Comment, A NairApproach to the BanoI hafndex ofPower, 23 B.HAv. SC. 130 (1978).

.S.e Pradeep Dubey & Lloyd Shapley, Alathematicad Propertics of Me Banha/ Power
Indev, 4 N. \Ti ll L-Vl S )F OPIEIR.ATIONs Rios., 102 (1979).

Id.
Id. at 103.
Dennis Lecch, I oiot Poxer in th (ornie o/ the Itlntationo/ Monetari Iund,

109 AN \ 0s 1 OPIz.xroNs Rirs. 375 (2002).
>' Dans S. Felsenthal & Moshe Machove-r, A Poio f 'otilg Power Wha Is ItA/l/bout?,

2 Pol. STLl). Roy. 1 (2004).
Lei Yang & Youmin Xi, Th Distfibiion of Poer mao , (I'ap Dectrion Alaken, 6 J.

SYS. SCI. AND SYS. EN(INEERIN(; 326 (1997).
Id.
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1. {51: 51, 49J
2. {67:51, 49}
3. f100: 99, 1 }

In the first example, the quota is 51%, with stockholders P1 and P2
having 51% and 49% voting rights, respectively. Since P1 can single-handedly
pass a resolution, he has dictator status in a voting game. The situation is
effectively the same as a voting situation with a { 100: 100, 0} voting power
distribution. P1 has an effective voting power of 100% because he does not
need the cooperation of P2 to muster enough votes in a stockholder mecting.
And while the 49"0 , voting rights of P2 may appear to be a considerable
amount of voting power, P2 has an effective voting power of only 0% because
his vote wvil never be relevant in determining the outcome of the stockholder
meeting. In short, it does not matter whether P2 has (It or 49/o voting rights,
or any arbitrary shareholding size betveen 0% and 49%, as long as P1's voting
wveight is equal to or greater than the quota of 51%.

In the second example, the quota is a super-majority requirement of
2/3 votes or 67"' with stockholders P1 and P2 having the same voting rights
as in the first example. The only difference between the first and second
examples is the quota. However, this difference makes P1 lose dictator status.
In fact, P1 and P2 have joint control in the corporation, with an effective
voting power distribution of {10: 50, 50 . It is not important whether P1's
voting \veight of 51% is higher than P2's voting weight of 49%. The voting
rights differential of 2"Io is irrelevant in determining the outcome of the
stockholder meeting.

In the third example, the quota requires a unanimous vote, with
stockholder P1 having 99%)0 voting rights and P2 having 1%(0 voting rights.

Their percentage holdings differ by a wide margin. However, considering the
quota of 100"/,, their effective voting power distribution is (100: 50, 501,
which is the same as the effective voting power distribution in the second
example. In the second example, the difference in voting rights is 2%/o. In the
third example, the difference is 98%. These differences, however, are
immaterial in determining the final outcome of the stockholder meeting. P2's
1% voting weight is indispensable in passing a stockholder resolution.

The differences in voting weight distribution and effective voting
power distribution in the three scenarios are summarized, as follows:
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Tiu1 1

Voting Weight Distribution Voting Power Distribution

{51: 51, 49f {100: 100, 0}

{67: 51, 49} {100: 50, 50}

(100: 99, 1} {100: 50, 50}

The left column describes the de jure allocation of control in the
corporation which uses "voting weight" as a criterion, while the right column
describes the detfre allocation of control, which uses the concept of "voting
po wer."

In these examples, only the first scenario has a dictator. This shows
that a dictator status, which represents the highest degree of control possible
in a stockholder meeting, is dependent upon the relationship between two
factors: the quota and the voting \weight of a stockholder in relation to the
voting weight of the other stockholders. This further shows that merely
relying on the absolute voting weight of one stockholder gives incomplete
information about his true voting power.9

2. Dummy Stoc/o/derv

A stockholder whose voting weight is immaterial in determining the
outcome of a stockholder meeting is a "dummy" vhich represents the lowest
degree of control possible in a corporation.60 A stockholder is a dummy if two
conditions are satisfied. Firstly, there is no single instance that he can make
any possible coalition of stockholders prevail in a stockholder meeting by
joining. Secondly, there is no single instance that he can make any coalition
lose by dropping out.

Whenever there is a dictator, all other stockholders are dummies. 6'
This is true in the first example in the previous section, involving the voting
rights distribution 451: 51, 49}, with P1 as the dictator. P2 can neither help
P1 prevail nor block his motion in a stockholder meeting because P1's voting
weight is already equal to the quota.

Leech, sinn note 15.
"In many cases the \weights ae c not the critical facors, and other practical

ColSidraCtin0flS prove more important.' LucaiCs, upm note 44, at 232.
"')cc Yan & Ni, s/r note 56, at 326.

)c(id
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It is also possible to have dummy stockholders where there is no
dictator. Moreover, a stockholder can be a dumny even though his voting
weight is nearly equal to that of the other stockholders. Consider the following
illustrations:

1 . { 51: 49.5, 49.5, 1.0 }
2. {51: 50, 49, 1 }
3. {67: 34, 34, 32}

The first example has a quota of 51% and stockholders P1, P2 and P3
have voting weights of 49.5%, 49.5% and 1.0%, respectively. P3 is a dummy
because there is no single instance that he can make a coalition with P1 and
P2 prevail in a voting situation. Furthermore, there is no single instance that
he can make the grand coalition of all stockholders lose in a voting situation
by dropping out. In short, P3's voting weight is immaterial in determining the
outcome of a stockholder meeting.

Compare this with the second example, which has the same quota as
the first example, but with a very miniscule modification in the voting rights
of P1 and P2, changing their respective voting weights to 50% and 49"/o. Here,
we merely shifted 0.5% from P2 and P1's voting weight, while P3's voting
weight of 1%0 remains unchanged from the first example. Notice that this
minor change of 0.5% in the voting rights of other stockholders made P3 lose
his dummy status. Suddenly, P3 is a critical voter and can make P1 win or lose
even without the cooperation of P2. P3's voting weight of 1% may be
disproportionately lower than P2's voting weight of 49%, but P3's voting
power is effectively or de jio equal to that of P2's.

The third example shows that a nearly equal voting weight
distribution can still result in disproportionate degrees of voting power. With
a quota of 2/3 or 67% super-majorty votes, and a voting rights distribution
of 34-34-32, P3 has nearly equal voting weight as P1 and P2. P3's voting
wveight differs only by a margin of 2%. Yet, it is inaccurate to say that P3 has
equal voting power as P1 and P2. The truth is that only P1 and P2 have
effective control of the corporation, with dej jito control of 50-50 voting
power. Meanwhile P3 has 0% voting power. This is because P1 alone and P2
alone cannot muster enough votes to pass a resolution by individually forming
a coalition with P3. Second, a coalition composed of P1 and P2 is the only
possible winning coalition. Third, in a grand coalition composed of all
stockholders, P3 is not a critical voter, i.e. dropping out will not make the
coalition lose. This renders P3 a dumny. The differences in voting weight
distribution and effective voting power distribution in the three scenarios are
summarized, as follows:
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T \BLE 2
Voting Weight Distribution Voting Power Distribution

{51: 49.5, 49.5, 1.0) {100: 50, 50, 0}

{51:50,49, 1 {00: 50, 25, 25}

{67: 34, 34, 32 {100: 50, 50, 0}

The left column describes the de 11ure allocation of control in the
corporation, while the right column describes the deicto allocation of control.
Only the first and third examples have dummies, represented by 0% voting
power.62

This demonstrates the weakness of the Control Test in describing the
true voting power of stockholders. F/r, the voting weights of other
stockholders can modify the voting power of a stockholder, even though the
latter's voting weight remains unchanged. 3 Second, we cannot judge the voting
power of a stockholder merely by looking at the magnitude of his voting
veight. A less than 10/o shift in voting weight, or a voting rights differential of

2% , can mnodify the total voting power distribution in the whole corporation.64

Third, a stockholder can have almost as many votes as other stockholders and
yet still be a dummy.65

3. [ eto Power

Veto power is that degree of voting power that can block a motion,
but cannot on its own pass a motion.66 It is a lower degree of control
compared to dictator status. A stockholder with veto power satisfies the
following two conditions:

62 Lecch, sspi note 15.
' Thomas Poulsen, Therese Strand & Steen Thomsen, I o/finower and Shai-ho/der

lcdirism: A S1udy) of Sndish Shairhok/er Aeeinis, 18 CR'ORAIT, G(OTVI RNANCli: AN INT'L
Ri. 329 (2010).

64 Dennis Leech, Onwcshoip Concentradio and /& Theory o/ /he FijI: A S/wp,6/e-Game-
Theortnic Approad/, 35 Ti fIIJ. o1f I~Lis. EcoN. 236-9 (1987).

6 "jC]ontrol tmay be exercised in different ways I...] In order to control more than
half the shareholders voting power, an institutional unit need not own any of the voting shares
itself. A corporation C could be a subsidiarN of another corporation B in \vhich a third
corporation A owns a mnajoritY of the voting shares." Soe Yves Cratma & LUC Iertuth, Power
Indis and the IOrasto/mentof Co/r! in C1Poi/wni Snmunctes, 15 INT'l. (>NiYF Ti-il iin Ri IV. 3
(2013).

66 D. PaIL Newman, /h SICs LIi/iienIc0e on A mromlin Nt/at/hath: -The Poner of /Me
I >/o, 19 J. 01 Aa:T. Ri Is. 134 (1981).
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no < q

(Z n9 - )),/ < q

The first condition is that the stockholder's voting weight (?/) should
be less than the quota (q); otherwise, he is a dictator. The second condition is
that the total voting weights of all stockholders (2 ],) minus the stockholder's
voting weight (w,)i should be less than the quota (q). This means that even if
all other stockholders form a coalition, they cannot muster the required
minimum votes to pass a stockholder resolution.! Thc stockholder's vote is
indispensable, but he himself cannot pass a resolution single-handedly. He has
the power to prevent a motion from passing, but he has no unilateral power
to pass a motion. He can make the coalition of all other stockholders win or
lose in a stockholder meeting.65

In a corporation with only two stockholders, a stockholder with veto
power has a dei ulo control of 50% voting power, regardless of what his
shareholding size or voting weight might be. 69 These two conditions that
create veto power describe a relationship between voting weight distributions
and the quota. As in the previous sections, we cannot deduce whether a
stockholder has veto power based on his absolute voting weight alone. )
Consider the following illustrations:

1. {51:50,25, 25}
2. (67: 40, 30, 30}
3. {100: 33, 33, 33, 1}

In the first example, P1 cannot pass a motion single-handedly because
his voting weight of 50% is less than the quota of 51%)o. The combined voting
weight of P2 and P3, which is 50%, is also less than the quota. P1's vote is
indispensable if P2 and P3 want to pass a motion. He can likewise make the
coalition of P2 and P3 lose in the stockholder meeting. The second example
has essentially the same voting power setup as in the first example, with P1
having a veto power because P2 and P3 absolutely require his cooperation to
pass a motion.

6 See Yang & Xi, suprn note 56, at 327.
(" See id.
6 Philip D. Straffin, Jr., Htomgenei/,', Inde/eNdence, and Power fJudices, 30 PUBLIC CL I iol

1, 107 (1977).
-"' Dennis Leech & Miguel C. Nlanj6ln, Copom/e (orennc in Spain; (Wlb an

1pp//cation of e Poner ladis -Ipproach), 13 1L Rom'll J. O1 L & 1:Lm \. 157 (2002).
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The third example exemplifies the non-monotonicity between voting
weight and voting power. Since the quota requires a unanimous vote, P4's
measly voting weight of 1% is, in reality, equivalent to 25o voting power. This
is also an instance where a weighted voting game like a stockholder's meeting
evolves into a one person-one vote system, where each voter has de/fecto equal
voting power, calculated simply as 1/N where N signifies the number of
voting stockholders.

The differences in voting weight distribution and effective voting
power distribution in the three scenarios are summarized as follows:

TABLE 3

Voting Weight Distribution Voting Power Distribution

{51: 50, 25, 25} {100: 50, 25, 25}

{67: 40, 30, 30'} {100: 50, 25, 25}

{100: 33, 33, 33, 1} {100:25,25,25, 25}

Based on the previous two sections and this section, a dictator
stockholder has 100% voting power, a dummy stockholder has 0% voting
power, while a stockholder with veto power has 50o voting power or x%
voting power equal to all other stockholders. These figures reflect de jacto or
effective control regardless of the magnitude of stockholders' voting weights.

B. Stockholder Coalitions

The Control Test fails to consider the possibility of stockholder
coalitions, or situations wherein a stockholder will join other stockholders to
pass a motion through their combined voting weight.71 The reality is that a
given voting weight can have varying degrees of voting power depending on
whether it is sufficiently relevant to make alliances win or lose in a stockholder
meeting. 2

A stockholder's voting weight is of value to another stockholder if
their combined voting weights can pass a resolution, and is of less value if it

- See, gnret//'y, Andrrewv N. Kulpa, The IF- u//in Shah//d'r>r C/othilg: I l Imd I of
Coopea/ive Gamc Theog an/d I oling Strude///s's to vP/o/i Coiporac Contlro and GorCwance, 6 L.(.
D\vis It's. L.J. 78 (2005).

S'e'e,''Cnetw//, Yves Crania, et al., Coipoate Gortmance S/n/c/mu, Cotro/a/Id Pe//olan/e
in Ja/suropealn [arkels: A Ta/ of 'To Sysilvs, No. CORl Discussion Papers (1999/42), (CL
(1999).
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cannot as it would have no functional use. To facilitate discussion, we shall
adopt the following notations to denote a stockholder coalition:

{Pl, P2, P3}

A coalition composed of all stockholders is called the "grand
coalition." A coalition that can muster sufficient votes to meet the quota is
called the "winning coalition." A coalition that has insufficient votes to meet
the quota is a "losing coalition." The combined voting weight of stockholders
in a coalition is called the "coalition weight." The coalition weight of a winning
coalition is always equal to or higher than the quota, and the coalition veight
of a losing coalition is always lower than the quota.

How do stockholder coalitions affect the individual voting power of
a stockholder? A stockholder who can make a coalition win or lose has higher
voting power compared to a stockholder wvhose voting weight is irrelevant to
a coalition. In short, a stockholder who is a "swing voter" has a greater degree
of control. To be a swing voter, the voting weight of a stockholder can either
turn a losing coalition into a \vinning coalition or a winning coalition into a
losing coalition. A stockholder who cannot make a losing coalition win Iy
joining or a winning coalition lose by dropping out is not a swing voter and
has a low degree of control.

How do we know which stockholder coalitions will form? The answer
is that we can never know just by looking at an arbitrary list of stockholders
and their voting weights. Since we have no knowledge of the preferences of
stockholders in forming alliances, it is necessary to list a// possible coalitions
for every given set of stockholders.> The total possible stockholder coalitions
can be obtained through the following: 5

2\- 1

N denotes the total number of stockholders. The formula counts a
lone stockholder as a single coalition. Hence, in a corporation -with two
stockholders, there are 3 possible coalitions: {P1 }, {P2}, and {P1, P2}. In a
corporation with three stockholders, there are 7 possible coalitions: { P1)

DubeV, sipm note 51.
"As a measure of power in a weighted voting game, the normalized Banzhaf index

relates the number of potential swings ascribed to player i to the iotal amount of swings of all

players. The swings of all coalitions C in the power set P (N) enter the Banzhaf index with
equal weights. This has the implication that all possible coalitions are assumed ecquallk
probable." See a/o Prigge, supm/t note 6 at 205

- See aso id.
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,P2f, (P3}, {Pl, P2, {P2, P3}, {Pl, P3}, and {Pl, P2, P3}. Consider the
following voting situations:

1.
2.

{ 51: 50, 49, 1}
{ 67: 40, 30, 30}

In the first example, the total possible coalitions and the voting
outcome for each coalition are illustrated, as follows:

Tiwia 4

Possible Coalitions Coalition Voting OutcomeWeight

{PI } 50 Losing Coalition

{P2} 49 Losing Coalition

(P3} 1 Losing Coalition

{Pl, P2} 99 Winning Coalition

{P2, P3 } 50 Losing Coalition

{PI, P3 } 51 Winning Coalition

{P1, P2, P3} 100( Winning Coalition

In the second example, the total possible coalitions and the voting
outcome for each coalition are illustrated, as follows:

TABLFu 5
Possible
Coabln Coalition Weight Voting OutcomeCoalitions

{P1 } 40 Losing Coalition

{P2} 30 Losing Coalition

{P3} 30 Losing Coalition

{Pl, P2} 70 Winning Coalition

{ P2, P3J 60 Losing Coalition

(Pl, P3} 70 Winning Coalition

{P1, P2, P3} 100 Winning Coalition
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C. Critical Stockholders

A critical stockholder is a swing voter in a stockholder coalition.i 6 He
can make a winning coalition lose by dropping out, or he can make a losing
coalition win by joining. -- Therefore, a critical stockholder satisfies the
following condition:

)i,- )vi < q

In this condition, wr, represents the coalition weight, n; represents the
voting weight of a stockholder who is a member of the coalition, and q
represents the quota.7 8 We measure voting power by the number of times that
the stockholders are critical stockholders, given all possible stockholder
coalitions. Consider the following voting situations:

1. {51:
2. { 67:
3. {5l:
4. {67:

50, 49, 1
50, 49, 1
40, 30, 30}
40, 3 0, 30}

For the first example, P1 has the highest voting power while P2 and
P3 have equal voting powers. Our basis for this conclusion is that, given all 7
possible stockholder coalitions, P1 is a critical stockholder in three instances,
while P2 and P3 are critical stockholders once. This is illustrated, as follows:

TABLE 6

Critical
Possible Coalition Voting Stockholders

Coalitions Weight Outcome
P1 P2 P3

{Pl} 50 Losing
Coalition

{P2} 49 Losing
Coalition

{P3} I Losing
Coalition

6 Yang & Xi, supra note 56, at 327.
-- See id.
- Id. at 325
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{Pi, P2, 99 Winning V /
Coalition

{P2, P3 } 50 Losing
Coalition

{PI, P31 51 Winning V/ V/
Coalition

{P1, P2, P3} 100 Winning V/
Coalition

Number of times that stockholder is critical 3 1 1

In the second example, we have the same voting rights distribution as
in the first example, but we changed the quota from a simple majority of 51%
to a super-majority of 67%. This also modifies the voting power of the
stockholders, with P1 and P2 having equal control and P3 having 0%/o effective
control. Again, the basis for this conclusion is the number of times that the
stockholders are critical voters in all possible coalitions. This is illustrated, as
follows:

TAiwf 7
Critical

Possible Coalition Voting Stockholders
Coalitions Weight Outcome

P1 P2 P3

{Pl} 50 Losing
Coalition

{ P2} 49 Losing
Coalition

{P3} 1 Losing
Coalition

{Pl, P2} 99 Winning V/ V/
Coalition

{ P2, P3} 50 Losing
Coalition

Losing
Coalition
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Pl,P2, P3 100( WXinning V

Number of Times that Stockholder is Critical 2 2 0

The third example shows all stockholders having the same or equal
degrees of control, which means that given a quota of 51%, the additional
10% voting veight of P1 compared to the voting weights of P2 and P3 is
imrmaterial in determining the outcome of a stockholder meeting. This is
illustrated, as follows:

T.\it. 8
Critical

Possible Coalition Voting Stockholders
Coalitions Weight Outcome

P1 P2 P3

P1 40 Losing
Coalition

P2} 30 Losing
Coalition

{ 3}30 Losing
Coalition

(Pl, P2) 70 Winning 
Coalition

P2, P3 60 Winning V/ V/
Coalition

{PT, P3} 70 Winning V/ V/
Coalition

{ Pl, P2, P3)j 100 Winning
Coalition

Number of Times that Stockholder is Critical 2 2 2

The fourth example retains the same voting rights distribution as in
the third example, but we changed the quota from a simple majority of 51%
to a super-majority of 67%. With this change, the additional 10% voting
weight of P1 suddenly gains relevance, making him the stockholder with
highest voting power. This is illustrated, as follows:
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Possible
Coalitions

{P1}

Coalition
Weight

Voting
Outcome

Losing
Coalition

Losing
Coalition
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TABLE 9

Critical

Stockholders

P1__P2_ P3
I- -II

40

30

{P3} 30 Losing
Coalition

{Pl, P2} 70 Winning
Coalition

{P2, P3} 60 Losing
Coalition

{Pl, P3} 70 Winning
Coalition

{P1, P2, P3} 100 Winning
Coalition

Number of Times that Stockholder is Critical

The possible coalitions in sum are: {Pl), {P2}, {P3},
P3}, {Pl IP3}, and {Pl, P2, P3}.

{P1, P2}, {P2,

IV. VOTING POWER

We are now ready to provide a formal definition of voting power in a
stockholder meeting. While the Control Test simply defines voting power as
voting weight, we propose voting power as:

I denotes the voting power of a given stockholder P/. /3i denotes the
number of times that stockholder P/ is a critical stockholder in all possible
stockholder coalitions. I denotes the total number of times that all

2017]1 )M1
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stockholders are critical stockholders in all possible stockholder coalitions.
Applying this definition, we summarize the voting powers of stockholders in
the four examples in the previous section, as follows:

TABuF 10

{51:50,49,1} 3 1 1 5

{67: 50, 49, 1} 2 2 0 4

{51:40,30,30} 2 2 2 6

{ 67: 40, 30,301 3 1 1 5

The resulting voting power distribution is as follows:

TAuii 11

Voting Vi
Situations P1 P2 P3

151: 50, 49, 1} 60% 200%o 20%

{67:50,49,11 50% 50% 0%

{ 51: 40, 30, 30} 33.3% 0 33.3% 33.3%

{67: 40, 30, 30} 60% 20% 20%

Applying the formula for voting power, \ve reveal degrees of control
that are not obvious when we merely look at the voting weight distributions
of stockholders.

V. DE FACTO FOREIGN CONTROL IN STOCKHOLDER MEETINGS

The thesis postulated in the Introduction is that the Control Test does
not guarantee that a foreign minority stockholder will have minority control.

"In calculating the a priori decision-making power it ignores the order players join
a coalition. Instead, it rests upon the size of a player's contribution to the success of a coalition.
Thus, there can be several critical members in a winning coalition whose exit would turn the

coalition into a losing coalition, that is, whose withdrawal would cause a swing." Sece Prigge,
upra note 6, at 205.

Voting Situations
P3P2P1
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A stockholder does not have "minority" control if, empirically, he has an equal
or a higher degree of control compared to other stockholders.

Hence, there are two parameters that can falsify the Control Test: jirrt,
if the voting power of a foreign stockholder is equal to the voting power of
each of the Filipino stockholders, and second, if his voting power is greater than
that of each of the Filipino stockholders. Under the first parameter, we say
that the foreign stockholder has "joint control," and under the second
parameter, that he has de jacto or "effective control."

The question, therefore, is when do foreign minority voting rights
result in joint control, or der/acto or effective control by foreigners? In other
words, what are the instances when a corporation complies with a given
foreign equity limitation, but a foreign minority stockholder has equal or more
voting power compared to Filipino stockholders?

Consider the voting situations in Table 12. The table lists various
voting weight distributions in corporations engaged in partially nationalized
economic activities, with P1 as the lone foreign stockholder. For every voting
weight distribution, the voting weight of P1 maximizes a given foreign equity
limitation.

Hence, in the {60, 40} distribution, foreign stockholder P1 has a
voting weight of 60%, which maximizes the allowable foreign equity in
financing companies and investment houses regulated by the SEC, as
provided in Section 6 of R.A. 5980," as amended by R.A. 8556 and P.D. 129,11
as amended by R.A. 8366. In the {40, 60} distribution, foreign stockholder
P1 has a voting weight of 40%, which is also the maximum foreign equity in
public utility companies, as provided in Section 11 of Article XII of the 1987
Constitution.

The voting weight distributions may pertain to voting shares, or to
the total outstanding capital stock, which includes both voting and non-voting
shares. As provided in Gamboa rs. Teres, the foreign equity cap applies to the
total outstanding capital stock and to each class of shares, whether voting or
non-voting.82 Hence, the resulting voting power distribution of the given
voting weight distributio is true whether the voting situation includes all or
only some classes of shares. For instance, the voting weight distribution {51:
40, 30, 30}, which results in a {33.33%, 33.33%,33.33%} voting power

"' Rep. Act. No. 5980 (1969), 6. Financing Company Act.
81 Pres. Dec. No. 129 (1973). Investment Houses Law.
2 Gamboa, 682 SCRA 398.
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distribution, is true whether the context is a stockholder meeting requiring
approval of submitted matters, which only involve common stockholders, or
fundamental matters, \which involve all stockholders, whether common or
preferred shareholders.

T.Bii 12

Voting Power Distribution
Voting Weight v

Distribution

(P1: foreigner) Simple Majority Super-Majority
(q 51%) (q = 67%)

{6(), 40) ()0%, " J ] 50(/0%, 50/}

f 40, 60) (Y"i, 1 5 5

{40, 30, 30: -) 33.3 ' , 33.33", 33.3 3%}/60% 20' '>, 20"A>)1

_50"4, 16.67%, 16.67%', 40%, 20%, 20" /,
40, 20, 20, 20 16.67'0', 20%}

149, 51 , 100%) /50, 50%W

:49, 26, 25 1 33.33"'', 33.33'', 33.33%) 1 1 60", 20%X0, 20%)/

{ 0 ,16.6 7"A,, 16.67%,,, ,40%! ,, 20%)/, 2()"/,
149, 17, 17, 1-,1 16.67( 20")( }

(30, 70 (10", 100"1 n)11) , 10%

(50%, 16.67"i', 16.67%/(), 25%', 25%, 25%,
30, 24, 23, 23 16.67% 25%)

125, 751 (0", 100 }4 0O% I, 100%4}

25, 38 37 ,33.33%, 33.33`, 33.33% 0%, 5(0, 50 I

125, 19, 19, 19, 20%', 2)'`,,, 20',
18) ()0/,, 20",I, 2()"/,, 20%/, 2()%/} 2()(%,, 2()(%}),

120, 80) 10%, 100% 10%, 100%1

{20, 40, 40, {33.33%/o, 33.33"/A, 33.33% { 0%, 50%'/, 50

1()4o, 33.33", 33.33"W, 25', 25% ,_ 25%n,
20, 27i, 27, 26 }, 33.33%'// 25%/o

20, 16, 16, 16, (33.33%, 13.33%, 13.33"%, 130''%, 14%, 14"%,
16, 16, 13.33"W, 13.33% , 13.33'" 14", 14"%, 14W,>
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In all instances, P1 is the lone foreigner in the corporation and all
other stockholders are Filipinos. The different scenarios explore voting
situations where there is only one, few or many Filipino stockholders, given
the same voting weight for Pl. For instance, where P1 maximizes a foreign
equity cap of 40"o, we explore scenarios where there is only one or there are
two other Filipino stockholders. We also explore different combinations of
voting weights between or among the Filipino stockholders. As shown in
previous illustrations, reconfiguring the voting weights of other stockholders
can in turn reconfigure the voting power of a stockholder whose voting
weight remains unchanged.

The first column under voting \weight distribution represents the de
jure allocation of control in the corporation, which renders P1 a minority
stockholder in terms of voting weight. The distribution merely reflects the
shareholding size of each stockholder. Since the foreigner only occupies a dej ive minority position, 3 the corporation passes the Control Test, and is
therefore considered a Philippine national for the purpose of complying with
foreign equity limitatio ns.

The second and third columns under voting power distribution
represents the dejfacto allocation of control, which shows degrees of power
that are not obvious if we only look at the voting weight distribution in the
first column, as prescribed by the Control Test. For the voting power
distribution, we apply the formal definition of voting power as [ 1,. This results
in a de/lato control allocation that is different from the de/ire control allocation
coming from the voting weight distribution.

We have explained in previous sections how the quota can
reconfigure the voting power of stockholders even if the voting weight
distribution remains unchanged. Hence, the voting power distribution is
divided into two columns by quota: whether simple majority (51'%) or super-
majority (2/3 or 67%). We have excluded a column for a quota requiring
unanimous votes (1 0 0%) since, naturally, this will render all the stockholders
in all voting situations to have equal degrees of control, similar to a one
person-one vote system.

Emphasis is given to simple majority and super-majority voting
requirements because the Corporation Code reserves certain matters for the
decision-making of stockholders and prescribes the corresponding quota.
Apart from the selection of the members of the Board of Directors, matters

3 Except for the :60, 40 voting weght distribution, which is allowed by law.
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requiring stockholder approval include: (1) those required by law to be
approved by the stockholders with voting shares, 4 (2) those required by law
to be approved by the stockholders regardless of whether they hold voting or
non-voting shares, BB and (3) those submitted by management to the
stockholders for approval, which by default only involve stockholders with
voting shares, unless otherwise provided in the by-laws.16

The voting weight distribution and the quota allow us to derive I .
The voting power distribution indicates that it is possiblefor a corporation that is a

Phibippine national to be uinder the "efict/ire conteol" ofaJ re in mninonty stockholder. It
is also possible to pass the Control Test, even though the foreign minority
stockholder has "joint control" of the corporation.

In the {60, 401 voting weight distribution and given a simple majority
voting requirement, P1 has "effective control" and is a dictator stockholder
because his voting \eight is higher than the quota. Therefore, his voting
power is 100% and that of the Filipino stockholder W%, even though the latter
has a 40"% voting weight. It does not matter whether P2 has 1% voting weight
or 4)(%.

By imposing a super-majority voting requirement, however, P1 loses
his dictator status because he can no longer unilaterally pass a stockholder
resolution. Nevertheless, he has "joint control" and the Filipino stockholder
P2 cannot pass a stockholder resolution without the cooperation of the
foreign stockholder.

In the {40, 60) voting weight distribution, P1 has virtually no control
of the corporation, but in a matter requiring super-majority votes, P1 has joint
control. If we compare this to the o40, 30, 30} voting weight distribution, we

see the instant effect of having imore Filipino stockholders and of dispersing
the 6(1¼ voting weight between them. With simple majority voting
rcquirement, P1 has joint control, but with super-majority voting requirement,
P1 has de fwto or effective control. The effect of dispersing the Filipino bloc
of shares to more Filipino stockholders is more obvious if we compare this
further to the {40, 20, 20, 20} voting weight distribution, where P1 has deaIto
control regardless of whether the v\ote calls for simple majority or super-
tmajorit.

CORP. C0DI, DI 6, 24, 28, 44, 95.
6 6.
S 29, 37, 38, 4 , 42, 44, 48,-7, 118.
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We see the same pattern in the succeeding voting weight distributions,
with foreign equity limitations of 49%, 30%, 25% and 20%. The voting power
of foreign stockholder P1 increases upon the happening of two events: firrt,
when the quota is raised, and second, when the total voting weight of Filipino
stockholders is dispersed among an increasing number of Filipino
stockholders.

As we increase the quota, the number of Filipino stockholders, and
the level of voting weight dispersion among them, we see an increasing
progression in the voting power of the foreign stockholder. The voting power
of P1 changes from having no control to joint control, and finally from joint
control to defixto or effective control. These changes occur even if the foreign
stockholder's shareholding size remains unchanged and even if the
corporation continues to be considered a Philippine national under the
Control Test.

Why compare the voting power of a foreign stockholder with that of
each of the Filipino stockholders if the Control Test treats all Filipino
stockholders as one coalition? This is because the Control Test does not
account for the fact that a stockholder who deals with fewer stockholders to
pass a resolution has higher voting power than a stockholder who needs to
deal with more stockholders. The voting power distribution accounts for this
fact.

For example, in the 440, 20, 20, 20} voting weight distribution, the
Control Test presumes as a matter of legal fiction that P2, P3, and P4 will
form a coalition of Filipino stockholders. This is why the Control Test adds
the voting weights of the individual Filipino stockholders to determine the
Filipino coalition weight. However, in the voting power distribution, II does
not assume that stockholders of the same nationality will form a coalition. It
measures all possible stockholder coalitions, and determines which
stockholder has the most advantageous position based on the voting weight
distribution and the quota.

We have discussed the possibility that a foreign minority stockholder
has de /cto control of stockholder approvals. The next section is equally
important: the possibility of defic/a foreign control of the Board of Directors,
notwithstanding the fact that foreign stockholders can only elect their
nominees to the Board to the extent of their foreign equity participation.
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VI. DE FACTO FOREIGN CONTROL OF THE BOARD OF DIRECTORS

There are four types of voting situations in the corporation: (1) those
involving common stockholders,< (2) those involving all stockholders,"" (3)1

election by common stockholders of mnembers of the Board of Directors,"
and (4) voting situations within the level of the Board of Directors.""

The preceding section modeled the first two voting situations as a
weighted voting game, involving players with voting weights and a quota.

The third voting situation cannot be modeled as a weighted voting
game because the election of Directors does not involve two alternative
motions (i.e. "yes" and "no"). Rather, it is a situation \where the voting \veight
of a common stockholder is translated into his number of representatives in
the Board of Directors. The common stockholder's number of
representatives becomes a proxy for his voting weight in the Board of
Directors. Therefore, the election of Board of Directors merely transposes
the voting weight distribution of common stockholders into the voting weight
distribution of nominees in the Board. But this is only true if we view the
nominees of one stockholder as a single coalition.

The fourth voting situation, \vhich only involves the level of the
Board, is a one person-one vote system. The Directors do not vote as a
coalition of nominees of their respective nominator stockholder. Each
Director exercises his own discretion and is entitled to one vote. This
characterizes the voting situation within the Board as a one person-one vote
sxstem, where each voter has an equal degree of control as the others.

Notwithstanding the fact that each Director is entitled to only one
vote and that each Director has equal degree of control as the others, we have
postulated in Section II ('The Stockholder Meeting as a iW 24hted I 'oting Game) that
we can reconfigure a one person-one vote system into a weighted voting
game. To recall, we stated that the concept of voting weight becomes relevant
if a group of Directors is taken as a coalition, in which case the one person-
one vote system becomes a weighted voting game from the perspective of the
coalitions of Directors.

CORP. CODe, § 6, 24,28, 44, 95.
S6.

24.
" 16, 29, 37, 38, 40, 42, 44, 48, 5, 68, -6,7 118.
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The Control Test, as applied in GaIiboa, conceives of the voting
situation in the Board of Directors as a weighted voting game. It presumes,
by legal fiction, that the number of nominees of a stockholder in the Board
of Directors is a proxy of the stockholder's voting weight. Hence, the voting
weight distribution of common stockholders determines the level of
representation of each common stockholder in the Board of Directors, and
therefore the voting weight of a presuImed coalition of Director nominees
mirrors the voting weight of a common stockholder. If so, the voting power
distribution in the Board of Directors also mirrors the voting power
distribution of common stockholders. This is illustrated, as follows:

TkBuF 13

Voting Weight Board
Distribution of Representation in 10 Voting Weight
Stockholders Director Positions Distribution in the

(Pl: foreign Board of Directors
(P1 : foreigner) (1 oegnominees)

{40, 60) 14, 6} {40, 60}

{40, 30, 30} 14, 3, 3} {40, 30, 30}

{40, 20, 20, 20) 4, 2, 2, 21 {40, 20, 20, 20

From the illustration, we see how the voting weight of a stockholder
is transposed into the voting weight of his Director-nominees in the Board of
Directors, if his Director-nominees are conceived as a single coalition in the
Board. Thus, if P1 has 40' voting veight in the corporation, this entitles him
to four Director-nominees in the Board, which is composed of 10 available
seats. The four Directors, as a unit, has a combined voting weight of 40% in
the Board, equal to the voting weight of P1 as a stockholder. From the voting
weight distribution in the Board of Directors, we derive the voting power of
each coalition of Director-nominees, as follows:
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TmmF. 14

Voting Power
Board Distribution in Board

Voting Weight Represent Voting of Directors
Distribution of ation Weight y
Stockholders (P1 : Distribution

(P1 : foreigner) foreign of Board Simple Super-
nominees) Majority Majority

(q 51%) (q 67%)

{40, 601 {4, 6 (40, 60) ' '% {50 io

100%} 50%}

{33.33o, I60%,
40, 30, 30 {4, 3 40, 30, 30) 33.33%, 20,

33.33% 2 0% |

1650%, {40%'/,
40, 20, 2, 21 J, , 2, t {40, 20, 20, 16.670/ 20%,4 20} 16.670, 20,

16.67}o 20%}

If the foreign equity limitation is 40%, and the foreign stockholder
has maximized the cap, he can elect four nominees in the Board of Directors,
which yields a voting weight of 40% in the Board. The voting power of the
coalition of the forcign stockholder's director nominees, in turn, depends on
the quota within the Board, the number of Filipino stockholders, the
corresponding number of Director-nominees of Filipino stockholders, and
the voting weight of each Filipino stockholder. Thus, while a {40, 60 voting
weight distribution results in 0o control in the Board for a simple majority
voting requirement or joint control for a super-majority voting requirement,
a (40, 30, 301 voting weight distribution results in defaico control of the Board
for a super-majority voting requirement, and a {40, 20, 20, 20} voting weight
distribution results in a de jicto control of the Board for both majority and
super-majority voting requirements.
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VII. EFFECT OF PUBLIC FLOAT

The public float is that portion of a corporation's capital stock owned
by an infinitely large number of stockholders."' This exists in publicly listed
corporations. Each holder of shares of stock in the public float, therefore,
virtually possesses 000 degree of control, because each stockholder in the
public float must deal with an infinitely large number of stockholders to form
a coalition of stockholders. To recall, a stockholder who deals with fewer
stockholders to pass a resolution has more power compared to a stockholder
who needs to deal with more stockholders. 2 Hence, it is safe to assume that
the public float will never vote as a single coalition, and their combined voting
weight will not have an impact in the voting power of bloc-holders.9 3

A more realistic voting weight distribution of a corporation with
public float must therefore exclude the combined voting weight of the public
float.94 For example, in a {40, 20, 20, 20 } voting weight distribution, where
P1 is a foreign stockholder and P4 represents the combined voting weight of
the public float, we will not expect that an infinitely large number of
stockholders will form a coalition to vote the combined voting weight of
20%.95 Hence, we modify the voting weight distribution by deducting the
public float's combined voting weight of 20 / from the total outstanding
shares of 100%. We then divide the remaining voting weights by the reduced
amount of total outstanding shares. This yields a new voting weight
distribution of {50, 25, 25}, net of public float. The corresponding changes in
voting power are illustrated, as follows:

"This is a model of the corporate meeting with a few major shareholders holding
large blocks of shares and an ocean of infinite number of minor shareholders with
infinitesimally small shareholdings." Prigge, nupra note 6, at 209.

91 Yang & Xi, sipra note 56, at 326.
" "For example, in a 100-seat parliament with simple majority (that is, 51 votes are

needed to win), assume there is one large party having 33 seats and the rest are divided among
rnanY small parties; the value of the large party is then close to 50"', considerably more than
its voting weight 7 (that is, its 33% share of the seats)." See, e.g. Sergin Hart, Shap/' I ae/ue
(2007), aa//ab/e athttp://www.ma.huji.ac.il/hart/papers /val-plg2.pdf.

TI 'I'l'Ihe powx'er of the principal shareholer is determined not only b)y his share of
votes, but also by the absolute and relative shares of votes held by the remaining bloc holders,
the free float, and the majority role." So', genem//)' Prigge, wpra note 6, at 201.

"This is a model of the corporate meeting vith a few major shareholders holding
large blocks of shares and an ocean of infinite number of minor shareholders with
infinitesimally small shareholdings." Id at 209. (Citations omitted.)
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TAuti 15
Voting Weight Voting Power
Distribution Wi Distribution Vi

With Public {50%, 16.67%, 16.67%{ 51: 40, 2(), 20, 20} ' 667 66 Float 16.67% }

Without Public f{51: 50, 25, 25} 60%, 20%, 20%/(Float

Note that with the reduction of the combined weight of the pubilic
float from the distribution, the voting power of P1 increased by 10% while
the individual voting powers of P2 and P3 increased only b 3.33%,.

VIII. EFFECT ON THE GRANDFATHER RULE

The Grandfather Rule offers a deceptively simple formula for
unraveling chains of control in a complex \eb of corporate layering.
According to this rule, if Corporation A holds 60% shares in Corporation B,
which holds 3 0% shares in Corporation C, it follows that A indirectly controls
18% of C (i.e. 60% multiplied by 30%).' This method of imputing a fractional
share of indirect control, however, is based on two flawed assumptions.

Firt, it assumes that voting situations across the chain are
simultaneously occurring, when the reality is that stockholder votes happen
sequentially from the first to the second tier of stockholders. Necond, it treats
voting power across the chain as a "continuous variable," when the more
accurate method is to treat it as a "discrete variable."''

By imputing a fractional share of indirect control, it is as if the voting
power of minority stockholders in Corporation B is still relevant in
determining the result of a stockholder meeting in Corporation C once
Corporation A has already prevailed in a given voting situation in Corporation

' lue Narra Nickel Mining and Development Corp. vs. Redmond Consolidated
Mines Corp. |hereinafter "Narra Nickel"], G.R. No. 195580, 722 SCRA 38 2 ,1jan. 28, 2015.

,- "One option to improve this kind of measure is to take into aCCount the remaining
shareholder structure in the classification rules. For instance, liston and Goldberg (2003,
1401) consider a corporation to be dominated by a certain type of shareholder if this
shareholder owns more than 50"'n of the votes or if he controls at least 25", of the vorting
rights and no other shareholder owns more than 259 of the votes." See Prigge, tipm note 6,
at 202.
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B. The fact is that, with a simple majorint voting requirement, A can single-
handedly pass a motion in a stockholder meeting in B, since A's voting weight
of 60/ is already greater than the minimum threshold for approving the
motion. The total 40% voting \veight of other minority stockholders in B is
immaterial in determining the outcome of the voting scenario.

The more accurate method, therefore, is to treat voting power along
the chain as a discrete ranab/e: A is the c'ontro//i4 stockholder in B-tnuc or/jabet
And if the answer is true, then A is deemed to control the entirety of 13's
voting weight in C, and not just a fraction of 30'.

A variable is continiiiois if it can assume infinite values in an interval.
This is true in the case of voting weights where the possible values can be any
real number between (/0 and 100%/. Voting power varies as the weights
change in the continuum of infinite possible values. This variable type is
appropriate in the Control Test, where a slight change in shareholding size
can make a stockholder win or lose in a voting situation. For example, where
stockholders D and E have weights of 5 0/o each, a sudden shift of 1% from
E to D can make D prevail in a voting scenario, even without the cooperation
of E.

A variable is discrete if the possible values are countable and finite. If
this is applied in measuring voting power across a chain of corporations, there
are only two possible answers: the stockholder in question is dominant in the
higher tier or not, using a pass-fail criterion. The determination of who is
dominant, however, is more complex than what is provided by the Control
Test.

To develop an alternative to the Grandfather Rule, we shall construe
the question "Who is the controlling stockholder?" as having two dimensions:
horizontal and vertical. " Horizontal control refers to the voting power
exercised by a stockholder relative to other stockholders in a corporation.,""
Vertical control refers to the voting power exercised by a stockholder across
a chain of corporations.t(Io In the law on foreign investments, the Control Test

Id. at 221.
Id. at 197.
"Shareholders A, 1, C, and 1) hold larger direct blocs, the size of which is not

important for this introductor example. Th remaining shares are widely held. [This] displays
the horizontal shareholder structure on the First, that is, the direct level. A, B, and C are natural
persons. Thus, they are also ultimate shareholders." Id. at 197-8.

I'l "D Corp. is a legal entity. Beneath D Corp. there is a chain of shareholders, which
has to he considered. D Corp. has three shareholders, among which V Corp. holdsa majority
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measures horizontal control, while the Grandfather Rule measures vertical
control. Horizontal control is continuous, while vertical control should be
discrete.

Regardless of whether we measure horizontal control through voting
weight or voting power, both of them are continuous variables. The same
variable type should not be applied for measuring vertical control. Voting
situations happen successively or consecutively, i.e. from the highest tier to
the lowest tier of stockholder corporations. The proper approach, therefore,
is to determine the controlling stockholder in every tier, and impute non-
fractional indirect control to the stockholder. To illustrate, consider the
following ownership structure:

FIG URE 1

A (70%)

C (50%) [

B (30%)

D (50%)

Under the Grandfather Rule, Corporations A and B indirectly control
Corporation E through Corporation D. To impute the indirect shareholding,
the 70% equity of A and 30%5 s equity of Corporation B are multiplied with
Corporation D's 50% equity in E, in order to arrive at a hypothetical
shareholding structure with no indirect holding, as follows:

of 60% and is thus able to determine the business policy of D Corp. When we continue our
analysis with the F Corp. we discover two shareholders. Since both Mr. II and Ms. I are narural
persons, we have found the end of this chain of shareholders. Ms. I holds a bloc of 80" in F
Corp. She controls F Corp.; as a conscquence, she indirectly controls 1) Corp. and is thus b\
means of this chain an ultimate shareholder of CC Corp." See id. at 198-9.
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FiGE Ri 2

C0(50%) A (35%) B8(15%)

It is a fallacy to split the 50% equity holding in Corporation E between
Corporations A and B, according to the proportion of their equity holding in
Corporation D.

ims, this is a voting scenario that xvill not happen in reality because
voting across tiers occur in a time series: first between Corporations A and B,
and then between Corporation C and Corporation D-as-controlled-by-A.
Second, the voting power distribution in the last tier of stockholders in Figure
1 is very different from the voting power distribution in Figure 2.

In Figure 1, Corporation A can unilaterally pass a stockholder
resolution and Corporation B's voting weight is immaterial in determining the
voting scenario. Hence, when we reach the voting scenario in the second tier,
Corporation C's voting power is co-equal with Corporation D-as -controlled-
by-A, which means that C can veto D's motion, and D can veto C's motion.

In Figure 2, however, we see the voting power of Corporation C
dilateti and that of Corporation A diluted by the presence of all three
stockholders in the tier and by the fractional share of indirect control.

The possible winning coalitions are: {C, A}, {C, B} and {C, A, B},
but not {A, B). Based on this, Corporation A has no veto power against any
motion, when in reality A controls the entire voting weight of Corporation D
and is therefore entitled to veto a motion if it so desires. In other words, the
Grandfather Rule understates the indirect control held by A, as follows:
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Control Figure 1 Figure 2
Measurements

Voting Weight C (50%), D (50%) C (50%Vo), A (35%), B
(15%)

Voting Power C (50%/o), D (50(o) C (60%), A (20%1/o), B
(20%Vo)

Without the Grandfather Rule (Figure 1), the voting weight in the last
tier of stockholders reflects their voting power. After applying the
Grandfather Rule (Figure 2), we see a discrepancy of voting weight and voting
power. The increase in the effective control of Corporation C from a voting
weight of 50%Yo to a voting power of 60% reflects the fact that C is absolutely
needed in every possible stockholder coalition to pass a motion, while the
decrease in the effective control of Corporation A from a voting weight of
35% to a voting power of 20% reflects the fact that A is not indispensable to
pass a stockholder resolution. It is therefore meaningless to say that A only
has 35% indirect control under the Grandfather Rule. The more realistic
description of the chain of control is as follows:

FiGEuRE 3

C (50%)A(5%

IX. REVISITING NARRA VICKEL AND GAMBOA

What is the effect of the voting power computation on the Supreme
Court rulings in Nan-a Nickel Miin i z,. Redmont Consolidated Ailnes Cop.
(hereinafter "Nana Nickel') and Gam boa?

Applying the methodology discussed in the previous sections, our
findings indicate that in Nan-a Nicke/ Filipino stockholders have a degree of
control equal to that of the foreign stockholder under a super-majonity setup,
and efective contro/ under a simple majority setup, contrary to the ruling of the
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Supreme Court which accords effective control to the foreign stockholder.

In Gamboa, our findings indicate that, as of March 2016, the foreign
stockholder has a degree of control eqcual to that of the Filipino stockholders
and therefore higher than what the 1987 Constitution allows. This is true
whether reckoned under a simple majority or a super-majority setup,
notwithstanding the fact that the PLDT sharehokling structure may be
compliant with the framework of the Gaiboa ruling.

A. Narra Nickel Mining v. Redmont
Consolidated Mines Corp.

To undertake exploration and mining activities, a corporation must
apply for a Mineral Production Sharing Agreement ("MPSA") and
Exploration Permit ("EP") with the Department of Envirn ment and Natural
Resources (DHiNR). Sara Marie Mining, Inc. ("SMMI") applied for an MPSA
and EP covering certain areas in the Province of Palawan. SMMI subsequently
assigned its rights under the MPSA application to Nadridejos Mining
Corporation ("NIC"), and MMvIC further assigned them to McArthur
Mining, Inc. ("NcArthur").

Subsequently, SMMJ again applied for another MPSA covering
another area of Palawan. SMIMI assigned its rights under the second iPSA
application to Tesoro Mining and Development, Inc. ("Tesoro"). On a
separate occasion, Alpha Resources and Development Corporation
("ARDC") and Patricia Louise Mining & Development Corporation
("PLMDC") applied for an MPSA in other areas of Palawan. PLMDC, in turn,
assigned its rights under the MPSA applcation to Narra Nickel Mining and
Development Corp. ("Narra Nickel").

McArthur, Tesoro and Narra Nickel were the existing right-holders
under the MPSA applications when Redmont Consolidated Mines Corp.
("Redmont") took interest in undertaking exploration and mining activities in
certain areas of Palawan already covered by the said NIPSA applications.
Redmont petitioned for the denial of MPSA applications with the Panel of
Arbitrators ("POA") under the DENR. It alleged that MlBNII Resources, Inc.
("MBMI") owned at least 60% of the capital stock of McArthur, Tesoro and
Narra Nickel. This would disuaihfv the NIPSA applicants from undertaking
mining and exploration activities in Palawan for being foreign nationals,
pursuant to Section 3 (aq) of R.A. 7942, l1) which states that a "Cyualified

"2 Rep. Act. No. 7942 (1995), 1 3(acl). Philippine Mining Act of 1995.
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person" which is also a corporation must have at least 60%yo of the capital

owned by citizens of the Philippines. 103 MBMI is a 100% Canadian
corporation.

Moreover, Section 2, Article XII of the 1987 Constitution provides:

The exploration, development, and utilization of natural resources
shall be under the full control and supervision of the State. The
State may directly undertake such activities, or it may enter into co-
production, joint venture or production-sharing agreements with
Filipino citizens, or corporations or associations at least sixty per
centum of whose capital is owned by such citizens.

The corporate ownership structures of McArthur, Tesoro and Narra
Nickel are illustrated, as follows:

FIGURE 4
Corporate Ownership Structure of McArthur

[6 minonty stockholders

66.63% 33,31% .01% per stockholder

fjjj 15 minority stockholders

39.98% 59,97% .01% per stockholder

Mcrtur

103 "Qualified person" means any Citizen of the Philippines xvith capacity to contract,
or a corporation, partnership, association, or cooperative organized or authorized for the
purpose of engaging in mining, with technical and financial capability to undertake mineral
resources development and duly registered in accordance with law at least sixty per cenrtum
(600%) of the capital of vhich is owned by citizens of the Philippines: Provided, That a legally
organized foreign-owned corporation shall be deemed a qualified person for purposes of
granting an exploration permit, financial or technical assistance agreement or mineral
processing permit. Rep. Act No. 7942 (1995), § 3(aq). Philippine Mining Act of 1995.
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FIGURE 5
Corporate Ownership Structure of Tesoro

MBMI 6 minority stockholders

66,63% 33.31% .01% per stockholder

5 minority stockho ders

39.98% 59.97% .01% per stockholder

FilURE 6
Corporate Ownership Structure of Narra Nickel

Paan pha

65.96'

39.97%

8 minority stockholders

33.96% .01% per stockholder

EDO 7 minority stockholders

59.96% .01% per stockholder

Narra Nickel

In McArthur, MBMI is a Canadian corporation, OMDC is a Filipino
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Corporation and NINIC is a I'ilipino corporation. At issue is the corporiate
nationality of McArthur.

Since NINIC is partly owned by a Filipino corporation (ONIDC) and a
Canadian corporation (NIBMI), the Supreme Court bifurcated the 5 9 .9 7"'a

stockholding of NINIC in NcArthur as consisting partly of Filipino equity and
partly of Canadian equitv.

Ilence, of the 59.97%'. ecquit\ of NIC, 39.96"'.'" represented indirect
Filipino equitv while 19.98"'"I( represented indirect Canadian ecluity. The
19.98" , indirect Canadian equity through NINIC's stockholdirg is then added
to 39.98%0 direct Canadian equity represented by the direct shareholding of
NIBMI in McArthur, resulting in an effective total Canadian equitv in
McArthur of 59.96" ,. This exceeded the 40n foreign eq.uity limitation for

mining and exploration activities. The Filipino cequit\ in IMcArthur consisted
of the indirect equity from ( MDC, which is 39.96""n, and the negligible ecquity

from Filipino minority stockholders.

In Tesoro, 11BNI had a direct Canadian equity of 39.98%', added to
an indirect Canadian eq-uitv through S.NII of 1 9 .9 8 "'o l"' for an effective total

Canadian eqcuitY of 59.96",,. In Narra Nickel, NIBNI had a direct Canadian
equity of 39.970) , added to an indirect Canadian equitv through Pl NIDC of

20.36,n for an effective total Canadian equity of 60.33"'.

It is true that, with respect to dividend rights and other economic
rights in NIcArthur, Tesor and Narra Nickel, the Canadian national had
effective total econornic rights exceeding the 4()'..% foreign equity limitation
once we add the direct and indirect sharCholdings of NIBMI. But the same
cannot be said abo(ut corpo irate contriol . Applying the methiodology for

computing voting power discussed in the previouis sections, it is erroneous to

conclude that NBII had an effective voting poxver of 59.96"' in McArthur,
59.96". in Tesoro, and 60.33%' in Narra Nickel.

Fach of the three corporate o-wnership structures have two tiers. To
determine the corporate nationality of McArthur based on control, the first
step is to determine the V()ting power distribution in the upper tier and identify

66.63"n x 59.97"n; 66.63'', is the eluil of M I)(', al ilipin.. corp nrationo , in
NI N\ IC.

33.31"'n x 59. 97"; 33.31", is the enuity of 113N 11, a (Canalian corporation, inl

(id.
33.96". x 59.96"n; 33.96"' is the eqlit of NIM in PL NIl)(: while 59.96'. is the

e.IitX of PLNIDC in Narra Nickel.

[O .90320
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the stockholder with effective control. The second step is to impute the
entirety of the indirect shareholding to the controlling stockholder identified
in the first step. The third step is to determine the voting power distribution
in the lower tier and identifi- the stockholder with effective control. For
NMcArthur, we analyze the upper tier as follows:

TABUL 17
Voting Power Distribution in

MMC

Stockholders Voting Weight Vi
of MMC Distribution in

MMC Simple Super-
Majority Majority

(q = 51%) (q = 67%)

' {TIC 66.63%/, 33.31%,NMBMI, 6 6.63, 3.1' { 100%, 0%, {100% 0, 0 o,MBI,60.01% per'
minority k0l%(J 0% 1 orninority stockholder }%,O,

stockholders }r

The voting weights of the Filipino corporation (OMDC) and the
Canadian corporation (IBMI) in MMC are 66.63% and 33.31%Yo, respectively.
But regardless of whether the threshold for passing stockholder resolutions is
based on simple majority or super-majority (2/3), OIDC is a "dictator
stockholder," i.e. capable of passing stockholder resolutions without the
cooperation of other stockholders. The substantial stockholding of 33.31%,
which represents Canadian equity, has an effective control equivalent to 0%.
Hence, for the purpose of analyzing the voting power distribution in the lower
tier, we must impute the entire stockholding of MMC in McArthur as
belonging solely to OMDC. Analysis of the lower tier is as follows:
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T>\i1il 18

Stockholders
of McArthur

-,IBNfl,IMIc' -MINIC, 5
min( ority

stockholders

Voting Weight
Distribution in

McArthur

39.98%, 59.97%o,
0.01% per

stockholder

Voting Power Distribution in
McArthur

Vi

Simple Super-
Majority Majority

(q = 51%) (q = 67%)

~j
5 ('/ "' o'

The voting power distribution in the lower tier is one where the
decision threshold becomes material. If the threshold is simple majority,
NINIC (as effectively controlled by ONMDC) is a "dictator stockholder."
However, if the threshold is 2/3 or supcr-imajoritv, NIC and NIBNI have
joint control.

Considering the similarity in the three corporate ownership structures

of NcArthir and Tesoro, we arrive at the same conclusions in Tesoro. The
ownership structure of Narra Nickel, h(O\ever, is slightly different. Analvsis
of the upper tier is as follows:

TABi.l 19
Voting Power Distribution in

PLMDC
Voting Weight vi

So le PLMDC Distribution in
ofPLMDC PLMDC Simple Super-

Majority Majority
(q = 51%) (q = 67%)

lPalawvan
Alpha,

MBAII, 8
ninorityv

stockholders }

65.96>, 33.96%,
0.01/ per

stockholderj

I())`0, (Wo 5( /'/, 50 o

The difference is that under a super-majority (2/3), the Filipino
corporation (Palawan Alpha) and the Canadian corporation (NIBMIll) have
joint or equal control of PLNDC. Analysis of the lower tier is as follows:
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TA1i3. 20
Voting Power Distribution in

Narra Nickel
Stockholders Voting Weight Vi

of Narra Distribution in
Nickel Narra Nickel Simple Super-

Majority Majority
(q 51%) (q 67%)

PIBID, 7 59.96%, 39.97%PT AMIDiC, 7 ' { 100%, 0% ~ {50%o , 50%) ~
it 0.01% permninority % 0stockholder}

stockholders,'

Once more, under a super-majority (2/3), PLMDC and MBMI have
joint or equal control. While this may represent veto power, it neither
represents minority control nor effective control. Whether the decision
threshold is simple majority or super-majority, the conclusion that we have
arrived at is different from the ruling of the Supreme Court, which imputes
effective control of McArthur, Tesoro and Narra Nickel to the foreign
national. Our findings indicate that the Filipino corporation has effective
control under a simple majority setup, and has at least equal control under a
supcr-majoritv setup.

B. Gamboa v. Teves

The Philippine Long Distance Telephone Company (PLDT) has an
existing franchise to operate a telecommunications business in the Philippines.
Based on the 2010 General Information Sheet ("GIS") of PLDT, foreigners
hold 120,046,690 common shares of PLDT while Filipinos hold 66,750,622
common shares; hence, foreign stockholders have 64.27% voting weight while
Filipino stockholders have 35.73(o. The Supreme Court ruled that "[s]ince
holding a majority of the common shares equates to control, it is clear that
foreigners exercise control over PLDT. Such amount of control unmistakably
exceeds the allowable 40 percent limit on foreign ownership of public utilities
expressly mandated in Section 11, Article XII of the Constitution." 08

As of March 2016, the shareholding structure of PLDT insofar as
common shares are concerned is as follows:

'G amboa %-. Tcves, G.R. No. 1765'9, 652 S(7R: 690, 735, June 28, 2011.
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p Held by the Public J.G. Summit Group Directors and Officers

45.88% 8 01%

0 19%

PL ommon.Sares

The voting power analysis yields the following initial results:

TABLE 21

Voting Power Distribution
n Wamong PLDT commonVoting Weight sokodr

Common Distribution
stockholders of among PLDT Vi

PLDT common Simple Super-
stockholders Majority Majority

(q = 51%) (q = 67%)

First Pacific
Group, NTT

Group, Held by {25.57% {16.67%,
the Public, J.G. 20.35/, 45.88%, 16.67%o, 50% 3 1
Summit Group, 8.01%/, 0(.19%} 16.67% o, 0% 50, 10 (, (Y
Directors and

Officers)

Considering, however, that "Ileld by the Public" shares and shares
held by "Directors and Officers" constitute a large number of individual
stockholders, with each having separate but ncgligible voting rights in PLDT,
it is erroneous to treat them as blockholders capable of voting their shares as
a single unit. Accordingly, we must apply the rules discussed under Section
Vll (Effect of Pub/ic i/oat) to factor out the shareholdings represented by
dispersed shareholders.

For purposes of computing voting power, the modified shareholding
structure onil includes the blockholders First Pacific Group, NTT Group and
J.G. Summit Group, with the following modified voting weights: {47.41o,
37.73"%, 14.85% }. Analysis of this voting weight distribution is as follows:

Frst Pacific Group

-~ 20.25%
25.57%

PHILiPIN2 LAVJo.RNAL0

FI;LERE 7
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Voting Power Distribution
among PLDT commonVoting Weight sokodr

Common Distribution
stockholders of among PLDT Vi

PLDT common Simple Super-
stockholders Majority Majority

(q = 51%) (q = 67%)

'First Pacific
Group, NTT (47.41 %>, f3333% ' {50%0 5,o
Group,J.G. 373%, 14.85%} 33.33(%)0

Summit Group 33.33"

Under a simple majority setup, Nippon Telegraph and Telephone
Group (NTT Group), which represents foreign ecquity, has joint or equal
control as the other Filipino stockholders. Under a super-majority setup, the
NTT- Group has the power to veto the motions of First Pacific Group. This
accords a degree of de fa/o control to the foreign stockholder higher than what
the 1987 Constitution allows.

The intent to bestow veto power to the NTT Group is evident in its
2011 Annual Report, as duly filed with the United States Securities and
Exchange Commission pursuant to Section 13 or 15(d) of the Securities
Exchange Act of 1934, and filings with the Philippine Stock Exchange in
2012. PLDT discloses the content of a Shareholders Agreement bestowing
"contractual veto rights" to the NTT Group, as follows:

a) capital expenditures in excess of USS50 million;
b) any investments, if the aggregate amount of all investments for

the previous 12 months is greater than USS25 million in the
case of all investments to any existing investees and US$100
million in the case of all investments to any new or existing
investees, determined on a rolling monthly basis;

c) any investments in a specific investee, if the cumulative value
of all investments made bV us in that investee is greater than
USS10 million in the case of an existing investee and USS50
million in the case of a nev investee;

d) issuance of common stock or stock that is convertible into
common stock;

e) new husiness activitics other than those we currently engage in;
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f) merger or consolidation."'

X. THE THREE PRINCIPLES OF A RIGOROUS CONTROL TEST

Based on the foregoing discussions, \ve postulate the following three
principles of a rigorous test of voting power, which are lacking in the Control
Test: (1) mnonotoniciry, (2) ap17olicnt, and (3) probabilitv.

"Monotonicity" means that as the value of the voting power
mcasurement increascs or decreases, the actual degree of control that it
describes likewise increases or decreases. ",A priolicity" means that, in
measuring degrees of control, we make no assumptions about the preferences
of stockh olders in forming coalitions. 'Probabihty" is a consequence of a
p/W7ult7 since we make no assumption s about stockholder preferences, the
voting power measurement must consider all possible stockholder coalitions
and their corresponding voting outcomes, in order to determine vhich
stockholder is most or least likely to dictate a voting scenario.

A. Monotonicity

The higher the number of shares of stock owned by a stockholder,
the higher the amount of economic rights there is. This is not true in the case
of control or voting rights, as measured bv the Control Test. As demonstrated
in the previous sections, increasing voting rights does not necessarily increase
voting power, and decreasing voting rights does not necessarily decrease
voting power. Hence, shareholding size or voting veight has a "non-
monotonic" relationship vith voting power.

Contrast this with the voting power measureient we discussed in the

previous sections, where a higher I indicates more control and a lower figure
indicates lesser control. In this method, the magnitude of a stockholder's I
is "monotonic" with the actual degree of control in the corporation.

B. A prioricity

The Control Test, as applied by the courts in corporate nationality
disputes, makes a pnoi assumptions about the preferences of stockholders in
forming coalitions. For example, given a voting weight distribution of {40, 20,

o Phil. Long Distance Telephone Co., Annual Report (Form 2()-F) (April 2, 2014),
LS Sec. and 1xchange (Cmmission, aral/ae a/ https://w\w.sec.g)v/Archives/edgar/data/
7 151)/1 ((11931251439P71 /filcnamel .htm.

VO.90III 111,113131NI:1 L.\wYWI NA].
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20, 20} with P1 as a foreign stockholder, and given a foreign equity cap of
40%/, the Control Test adds up the individual voting weights of P2 and P3 and
P4, for a combined weight of 60%. The Control Test therefore assumes a
fictional voting scenario where the three Filipino stockholders will combine
to form a coalition in order to block a motion byT Pl. It is because of this
assumption that the Control Test treats the corporation as a Philippine
national, since it is under the dejir control of Filipino stockholders.

In our proposal, we do not make an assumption about stockholder
preferences. Absent any prior information, the a prioi assumption should be
that all possible stockholder preferences are equally likely. In the {40, 20, 20,
20} distribution, there is no basis to combine the voting veights of Filipino
stockholders by virtue of their common nationality. P1 is just as likely to form
a coalition with P2 as P2 is likely to form a coalition with P3 or P4.

C. Probability

Considering that we have no a plioi information about stockholder
preferences in forming coalitions, a rigorous Control Test must consider all
possible stockholder preferences and, therefore, all possible coalitions. Each
possible coalition contains information about which stockholder can make the
coalition win or lose in a given voting scenario. The formula for Voting Power
Distribution (f') measures the frequency of this information, from which is
derived the likelihood that a stockholder's motion will prevail.

D. Conclusion

This paper lays down the theoretical foundation of a rigorous voting
power measurement method, as applied in the law on the determination of
corporate nationality for the purposes of foreign investments. As agenda for
future research, the next step is to survey the current state of voting power
structures in corporations engaged in partially nationalized economic
activities, with the aim of ascertaining whether-using voting power index in
cooperative game theory-Filipino majority stockholders truly have
"effective control" of said corporations.
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