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I. INTRODUCTION

The corporate system vests power and control in the hands of a
few men who are collectively known as “management.” Corporate
management is.an institution created by law because of the obvious
impracticability for all the shareholders who, in the final analysis, are
the. beneficial owners of the corporation to manage its affairs. Cor-
porate management consxsts ‘of the board of directors and the senior
» of_flccrs of the corporauon

“Since power. is- always susccptxblc of abusc, the . ommptcscnt Ppro-.
bicm is how to prevent or rcmedy possxblc abuses by those in the cor-
porate hierarchy ‘which may be injurious to. the corporation and to
the shareholders. In most such cases, there is a corporate right of action’
but in somé situations there is only an individual right of action by thc
sha.rchoIdcrs .

" 'When the injury is suffercd directly by an individual shareholder,
 as when his right to vote is unlawfully withheld or his right to inspect.
corporate books arbxtranly denied, an action may be brought by the
injured stockholder in his own name and for his own benefit agamst
the corporanon, and this is called a shareholder’s individual suit.?

When the injury is suffcrcd "directly by several shareholders, one of
them may bring suit in his own behalf and in behalf of all other

*LLB. (UP.); LLM. (Yale). -

1Act No. 1459 (The Coirporation Law of the Philippines), effective
April 1, 1906, provides: Sec. 28. . “Unless otherwise provided in this Act,
the: corporate powers of all corporations formed under this Act shall be
exercised, all business conducted and all property of such corporation con-.
trolled and held by a board of not less than five nor more than eleven
directors to be elected from among the holders of stock, or, where there
15 no stock, from the members-of the corporation.” Sec, 33. “Immediately
after the election, the directors of a corporation must organize by the electior
of a president, who must be one of their number, a secretary or clerk whce
shall be a resident of the Philippines and a citizen of the Philippines or
of ‘the United States, and such other officers as may be provided for in
the by-laws. The directors and officers so elected shall perform the duties
enjoined on them by law-and- by the by-laws of the corporation. A ma-
jority of the directors shall constitute a quorum for the transaction of cor-
porate business, and. évery decision of a majority of the quorum duly as-
sembled as a board shall be valid as a corgorate act.”

2 SALONGA, PRIvATE CORPORATIONS, 321 (1
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shareholders similarly situated. This is called a shareholder’s repre-
sentative or class suit® But when the injury is inflicted upon the cor-
poration itself by those who are in control, as when the corporate assets,
are wasted or used in a manner contrary to the provisions of its charter,
resulting in the impairment of -the value of the stockholders’ shares,
the corporation has the right to file the suit to redress the wrong.
Bit if by reason of the control wielded by those who' are in power,
it aribtrarily refuses to sue, a shareholder may compel the assertion
of the right which the corporation fails to assert by filing a suit in
behalf and for the benefit of the corporatmn This is known as the
shareholders’ derivative suit.* :

Difficult questions of substantive law and methods of procedure
atise in connection with shareholders’ derivative suits. It is the pur-
pose of this study to consider.those questions and to suggest possible
answers with the hope that the power to check traditionally bclong
ing to the shareholders may be more than a teasing: illusion.

More specifically, we shall consider the following problcmg':'

l. The origin of the common law proccdural device known as
the shareholders’ derivative suit and how it came mto bcmg in thc
Philippines where the civil law system prevails.

2. The nature and function of the derivative suit. y

3. The conditions required to maintain a derivative smt .

4. The role of the corporation in a derivative suit.

5. The procedural aspects of the suit, such’ as jurisdiction and
~ venue; the proper pleadings to be-filed; the defenses available to the
defendants; the extent of relief that may be ‘granted; indemnification
of the parties for costs, attorney’s fees and expenses of lmgauon '

I DERIVATIVE SUITS VIEWED. THROUGH TIME - . _
“The right of individual stockholders to maintain suits*for’and- in
behalf of the corporation was not recognized until 1843 with the pro-
mulgauon of the decision in the leading English case of Foss v. Har-
bortle® In that case, the defendants who were the directors of the
corporation sold lands owned by them to the corporation at excessive
prices. A stockholder brought suit in his name and in thc' na’tnc "'of
" 31bid.; 13 FLETCHER, CYCLOPEDIA OF THE LAw oF vau-z Com'omnons.
Sec. 5939 (1961).
4 SALONGA, op. cit., Supra note 2 st 323; BAKER AND CARY, CORPORATIONS,
CASES AND MATERIALS, "627 (1959); 13 Fletcher, op cit., supra note 3 at Sec.

5939,
2 HARE 461 (1843).
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other defrauded stockholders, and for the bencfit of the corporation,
against the directors, for a breach of their fiduciary duty to the cor-
poration.  Although the case was dismissed on the ground, among
others, that the complaint had not proved that the corporation was
under the control of the gmlty parties nor had he proved that the
corporation itself was unable to institute the action, the court broadly
intimated that a case might arise when a suit instituted by a defrauded
stockholder would be entertained and redress given by the courts.

‘Apparently taking the cuc from this case and impelled by the
utter inadequacy of suits instituted by the corporation itsclf, defrauded
stockholders began to institute actions in behalf of the corporation and.

- urged the courts of equity to grant relicf.’

Twelve years after the Foss case, the Supreme Court of the United
States upheld the jurisdiction of courts of equity to entertain suits
against corporauons at the instance of one or more shareholders and.
to apply preventive. remedies by injunction to restrain those who ad-
minister them from doing acts which would amounts to a violation
of the charter or to prevent any misapplication of capital or profits
which’ might result in lessening the dividends of ‘stockholders or the
value of their shares.” And in 1881, the same Court summed up the
cxrcumstanccs necessary to cnntlc a stockholder to f11c a dcnvanvc
action.”

The notion of the corporation as that is known in Anglo-Am—
erican law was introduced into the Philippines by the United States
shortly after the establishment of American sovereignty over the
islands’ Pursuant to a provision of the Philippine Bill of 1902, the
Philippine Commission enacted on April 1, 1906, a general law author-
izing the creation of corporations in the Philippines."! It was avowedly
designed to stitnulate the introduction of the American concept of cor-
poration as the standard commercial entity in the Philippines and to
hasten the day when the sociedad anonima of the Spanish law would

6 Coox, CORPORATIONS, Sec. 644 (5th Ed. 1903).

"Dodge v. Woolsey, 18 How. (US) 331 (1855).

8 Hawes v. Oakland, 104 U.S. 450 (1881).

9 During the Sgamsh regime, the Code of Commerce of Spam which
was extended to the Philippines on August 6, 1888, contained provisions
for the establishment and regulation of what is known as the sociedad
anomina. Art. 153, 154, 155 and 156. Alfhough the sociedad anomina had
certain features similar to cosporatxons, e.g. limited liability of shareholders,
it did not exactly correspond to the notion of the corporation in English

and American Law. See Harden v. Benguet Consolidated Mining Co., 58
Phil. 141, 147 (1933). For instance, the equitable remedy known as share-=
holders’ derivative suits was not recognized.

10Sec. 74 (July 1, 1902).

11 Act No. 1459 (Apnl 1, 1906).
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bécome obsolete.”*> This statute has been described as “a sort of codi-
fication of American corporation law.”*

An examination of the Philippine Corporation Law will reveal
the sad fact that there is absolutely nothing- therein which cxprcssly
or even 1mpllcdly recognizes the nght of a shareholder to maintain
a derivative action. This right was first recognized in the Philippines
in the case of Pascual v. Orozco* In that case, the defendants, as
members of the board of directors of the Bank of the Phxhppmc Islands,
fraudulently and to the great prejudice of the bank and its stockholders,
'appropnatcd hugc sums of money to their use from the profits of the
bank. A minority stockholder demanded that they refund to the bank
the sums’ so rmsapproprlatcd but they refused, and having exhausted
every remedy within the corporation, he brought an action for the be-
nefit of the bank and all the other stockholders thereof agamst the
directors. Relying upon American precedents, the Phlhppmc Supreme
Cotirt held that “the plaintiff, by reason of the fact that he is a stock-
holder in the bank (corporation) has a right to maintain a suit for
and on behalf of the bank, but the extent of such right must depend
upon when, how and for what purposc he acquired the shares which
he now owns.”

In the light of the silence of the Corporatlon statute, one  might
ask how common law actions in equity, such as a stockholders’ deriva-
tive action, can be’ given rccogmtlon by a court in the Philippines
where the civil law system prevails. The same question was posed
before the Suprcmc ‘Court of the Phlhppmcs as early as 1915 and it
answered it in this fashion:

“Under the system of procedure which obtains in the Philip-
pine Islands, both legal and.equitable relief is dispensed in the
_ same tribunal. We have no courts of law and courts of equity
as they are known and distinguished in England and the United "~
States. All cases (law and’ equity) are presented and tried -in
the same manner, including their final disposition in.the Supreme
Court.”15 :

Furthermore, consldcrmg that -most. of the laws of -the. Islands,
llkc the Philippine Corporation Law, are of American origin, “they
can only be construed and applied,” said the Supreme Court, “with
the aid of the common law from which they are derived and to- ‘breathe

:: }%agden v. Benguet Consohdated Mmmg Co. 58 Phxl. 141 (1933)
i

14 19 Phil. 82 (1911).
18U.S. v. Tamparong 31 Phil. 321, 327 (1915).
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the :breath of life into some of the institutions introduced into. these
Islands under American sovereignty, recourse must be had to the rules,

principles, and doctrines of the common law.™¢

. THE NATURE AND FUNCTION
' OF THE DERIVATIVE SUIT

As a general rule, where an injury has been caused to the cor-
porauon by the wrongful acts of those managing it and a cause of
action exists in favor of the corporation, suit must be brought by the
«corporat¢ management in the corporate name, and cannot be brought
by a stockholder in his own behalf, or in behalf of himself and others."
‘In equity, however, the rule is not as inflexible as it is at law and in
a proper case, a court of equlty will look beyond the corporate body
-as a legal entity distinct from its members, and dlsrcgardmg the fiction,
‘will recognize the- fact that a corporauon is in reality an association
of individuals for the purpose of private gain, like an ordinary part-
nership and while they do not have the legal title to the assets of the
.corporation, they are nevertheless the beneficial owners. And if an
‘injury is committed or threatened against the corporation which will
“constitute a violation of the equitable rights of stockholders, and for
~ any reason a dissenting stockholder cannot obtain redress or relief

-through the corporation, a court of equity will grant- appropriate re-
-lief in a suit brought by him in his own behalf or in behalf of him-
self and other stockholders who. may come in and be made partics
and. for the benefit of the corporation. . Such a suit is generally brought
~and sustained because the corporation is under the control of the per-
sons who have committed, or threatened to commit the wrongs com-
plained of.!®

This procedural device known as the stockholders’ derivative suit
was therefore created in answer to an urgent need for adequate stock-
_ holder control within. the corporate structure, without doing violence

_ to the fundamental theory that the stockholders may have all the pro-
flts but shall turn over the complcte managemcnt of the enterprise
~to thcxr rcprcscntauvcs a.nd agcnts called du'cctors For if a share-

S IGUS Cu.na, 12- Phil. 241 (1908)
"o 17Smlth v. Hurd, 12 Mete. 371 (Mass. 1847); Hawes v. Oakland, supra
:note--8, Johnson v. -Ingersoll, 63 F. 2d 86 (1933); Liken -v. Shaffer, .64 F.
Supp. 432 (1946). The fact that a stockholder is ‘or becomes the owiier
of all of the corporation’s stock does not authorize him to sue in his own
behalf on a cause of action belongi 7g to the corporation. Brodsky v.
Frank, 342 111. 110, 173 N.E. 775, 777 (1930).

1813 FLETCHER, op. cit., supra note 3, at Sec 5945.

19 Ramirez v. Orientalist Co., 38 Phil. 634 (1818).
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holder were allowed to sue in his own behalf and for his own benefit,
he would be usurping the functions whlch he himself has cntrustcd to
the governing body of the corporation.?

Other reasons cited in support of the proposmon that a stock-
holder of a corporation has'no personal right-of action against directors
or officers who have defrauded or mismanaged it are the following:
to  avoid multiplicity of suits by each injured shareholder, to protect
the corporate creditors, and to protect the other stockholdcrs since a
corporate recovery should benefit all equally.®

Being thus a suit m behalf and for the benefit of the corporation,
it follows that if rccovcry ‘is allowed, the ]udgmcnt shall, as a general
rule, be ‘entered in favor of the ‘corporation,® not in" favor- of each
stockholder. . Courts will not allow direct proportional recoveries in
favor of individual shareholders because whatever amount recovered is
an asset ‘of the corporation and the creditors are entitled-to first priority
over them® Furthermore, if the corporation has no profits, an indi-
vidual award for damages would amount to a return of capital to the
shareholders and thus violate the Philippine’ Corporation Law* which
prohibits the division or distribution of the corporation’s capital. stock
or property other than actual profits among the stockholders until after
the payment of the corporate debts and the termination of its existence
by limitation or lawful dissolution.. :

The mmonty sharcholdcrs suit ‘has a dual charactcr” It is " re-
presentative, in one sense, because the plaintiff undértakes:to act not
only for his own benefit but also for ‘the benefit of the other stock-
holders: It is derivative, in a pnmary sense, because the right whlch
the stockholder seeks to enforce is not his but that of the corporaUOn.
Because of its representative character, a decree issued by. the court
will generally bind. all the sharcholders, rcga:dlcss of whether thcy

20 SALONGA op. ctt supra note 2, at 32 ;
- 2I'Watson v. Button, 235 F. 2d 235 -at 237 (C.A. 9th 1956):" There are
exceptional cases in which a court may find it equitable to_allow a.stock-
holder — usually a former stockholder — to recover directly for a wrong
to the corporation. See Matthews v. Headley Chocolate Co...100 A. 645
(1917) and Watson v..Button, 235 F. 2d 235 (C.A. 9th 1956)
.. 22 Liken v. Shaffer, supra note 17.
28 Evangelista v. Santos, 86 Phxl 387 (1950). -
24 Act -No. 1459, Sec. 16,. supra note L.
25'As a-theoretical proposmon. a stockholders suxt combmes two causes
of action, namely, the. stockholder’s right in equity to compel the assertion
of a corporate nght when the management refuses to- act, and .the . en-
forcement of said cause of action .in favor of the corporation. See Swan-
gog Ylg'gg;aer, 354 US. 114 (1957); BALLANTINE, LAw OF CORPORATIONS, 343-
26 SALONGA, op. cit., supra note 2, .at 327; Baker and Cary op. cit., supra
note 4, at 635.
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intervened in the action or not. Because it is derivative, the plaintiff
is required to show in court that the suit involves an injury to the
corporation, for which no redress is otherwise available.

IV CONDITIONS REQUIRED TO MAINTAIN
A DERIVATIVE SUIT

In order that a derivative action may be maintained, it is neces-
sary: (1) that a cause of action in favor of the corporation exist, (2)
that all intra-corporate remedies to compel the corporation to suc have
'been. exhausted, (3) that the suitor be a sharcholder of the bcncﬁcnary
corporanon, and (4) that security for expenses be given by the com
plamant in certain cases. We shall consider these requisites ad seriatim.

l The existence of a cause of action sn favor of the corporation.

.'As has been.noted prcvmusly, when a stockholder files a derivative
acuon, he stands in the corporation’s shoes and therefore must ground
the suit on the corporation’s rights and a wrong done thereto® The
‘injury ‘complained of must pnmanly be to thc corporation rathcr than
-to the stockholders.™

In other words, when a stockholder institutes a derivative suit, it
"is the same, in legal effect, as if the corporatlon itsclf had sued.* Con-
sequently, if the corporation does not have 2 cause of action, there can
be no recovery in a stockholders® derivative suit.!

The particular grounds for relief in the Phlhppmcs mcludc
, whcrc directors or corporate officers commit a breach of trust by wast-
mg or dissipating the funds of the corporation, fraudulently disposing
of its assets, or-performing ultra vires acts™ In the United States,
the wrongful act that may be sued for, in a proper case, may be cither
(1) an wltra vires or illegal act of the corporate officers or the ma-
jority stockholders, (2) a fraudulent or unfair act of the corporate of-
- ficers or majority stockholders, or (3) the wrongful act of a third per-
son.” . S -

27 SALONGA op. cit,, supra ‘note at 327;. A ?eles ‘D.. Santos, 64 Phil.
697. 707 (1937). See ’also Glenn, “The Stockholders Sutt Corparate and
Individual Grievances, 33 YALE L J. 580, 582.(1924).

) 28 Otis & Co. v. Pennsylvania R.R. Co 57 F. Supp 680 (1944)

29 Evangelista v.. Santos,. supra note. 23, at 393.
198 :01 %:;;:)en v. Shaffer, supra note 17; Dewmg v. Perdxcanes. 96 U.S. 193,
31 Quting v. Plum, 235 NW 559 ( 1931) leen -v.-Shaffer, supra note 17.
82 Angeles v. Santos, 64 Ph11 697 ( 1937), Republic Bank v.- Cuaderno.
G.R. No 1-22399, March -30,
13 FLETCHER, 0p. cit., supra note 3, at Sec. 5951 p 439.
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But where: the acts complained of involve a mere error of ]udg
ment or discretion, the stockholder cannot file a derivative action in
the Philippines* in the same manner that a stockholder in the United
States could not file a derivative suit based upon such grounds®

__The Philippine Supreme Court has not had “occasion to rule” on
whether the wrongful act of a third person prejudicial to the corpora-
tion is a proper subject for a derivative action, although in- the United
States it has been held that as affecting the right of a minority stock-
holder.to sue as a representative of the corporation, thcrc is no csscn
tial distinction between a wrong. done by a third.’ pcrson to the_cor-
poration and wrong done by its officers, du'cctors or sr.ockholders. °

Thus in thc Umtcd Statcs, a stockholdcr may sue thu’d ptrson;

rcsultu;g_,m m)ury to the corporatmn, to recover damagcs for wropgg
ful conversion' of corporate property,”™ to set aside an ultra vifes or
fraudulent conveyance of corporate asscts to an assigneé, to ‘compel
specific performancc of a contract between a third party and the'cor-
poration,*® or to enjoin the enforcement of an unconstitutional r&gu-
lagxpn-- where. the corporate officers are unwilling or afraid to resist.”

Z Exhaumon of all mtra—corporate remedies by the shareholder.

: . Since the injury is primarily to the corporation, the rcsponsxblhty
and- authority to sue on behalf and for the benefit of the corporation
devolves primarily upon the management — the directors ‘and officers
— by whom and through whom the corporation acts.” " The ques:
tion whether to sue or-not-is primarily a ‘matter of- sound busmcss

)udgment. As Mr. Justice Brandeis said:

“Whether or not a corporation shall séek to- en‘iorce in the -
courts a cause of action for damages is, like other business ques--
_tions, ordinarily a matter of internal management, and is left to
the discretion of the directors, in the absence of the mstruction
‘by vote of the stockholders. Courts interfere seldom. to control
such discretion intra vires the corporatlon, except where-the du'ecters_.‘

84 Angeles v. Sa.ntos, supra note 32.

3 13 Fletcher, op. cit., supra note 3, at Sec 5951, 439,

36 See 13 FLETCHER, op. cit., supra note 3, at Sem 5850 Pe 241

87 Colquitt v. Howard, 11 Ga. 556 (1852).
(189”) Steele- Lumber Co.: v Laurens .Lumber Co., 88 Ga. 329 24 SE 775

89 People’s Savings Bank v, Colorado Muung & Exchange Bldg Co.
8 Colo App. 354, 46 Pac. 620 (1896).
~ 40March v. Eastern R. Co., 40 N.H. 548 (1860).

41 Greenwood v. Union Freight R. Co., 105 US. 13; Weidenfeld v Suga;
Run R. Co, 48 Fed. 615 (1881)

42 Act No. 1459, Sec. 28, supra note 1.
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. ~are guilty of misconduct equivalent to a breach of trust, or where
. -they stand in a dual relation which prevents an unprejudiced exer-
. - cise of judgment.”#

If the directors and officers elect to bring the suit in behalf of the
corporation, then the stockholders’ derivative suit will not lie. If
“they fail to act, the stockholder must demand that they do so and
only if they refuse can he file the suit.® It does not mean that the
board’s refusal to act, #pso facto, clears the way for a suit by the de-
manding stockholder on behalf of the corporation. “For if it were
s0, the making of the demand would become a meaningless mechanical
operation. If the directors who constitute 2 majority of the board and
who reject the demand are dishonest, guilty of a breach of trust, were
participants in the fraudulent acts relied upon by the stockholder as a
basis for the legal action which he demands, or are subject to the con-
trol of the alleged wrongdoers, then equitable jurisdiction may be in-
voked and he may proceed to file the suit himself. However, if the
majority are honest, not guilty of a breach of trust, not subject to the
control ‘of the alleged wrongdoers, and were not partlc1pants in the
fraud charged he may not sue.”**

Of course, where the demand upon the board of directors for any
redressive measure would be a useless formality or would be im-
practicable, it may be dispensed with. Thus, in the case of Everett
v. Asia Banking Corporation," the Philippine Supreme Court held
that. since the corporation is “under the complete control of the prin-
cipal defendants in the case,” as alleged in the complaint and-admit-
ted in the demurrer, “it is obvious that a demand upon the Board of
Directors to institute action and prosecute the same effectively would
have been useless, and the law does not require litigants to perform
useless acts”” And in Angeles v. Santos,® the same Court held that
“where a majority of the board of directors wastes or dissipates the
funds of the corporation or fraudulently disposes of the properties, or
performs, ultra vires acts, the court, in the exercise of its equity juris-
diction, and upon showing that intra-corporate remedy is unavail-
ing, will entertain a suit filed by the minority members, for and

48 United Copper Securities Co. v. Amalgamated Copper Co., 244 US.
261, 263 (1917).

44 General Investment Corp. v. Arriner, 19 N.Y.S. 2d 566 (1940).

45 Evangelista v. Santos, supra note 23.

48 Swanson v. Traer, 249 F. 2d 854 (C.A. 8th Cir. 1957).

4749 Phil. 512, 527 (1926). Where the suit is aimed to nullify the action
taken by the manager and the board of directors, any demand for intra
coxt'pogazate remedy would be futile. Republic Bank v. Cuaderno, supra
note 32.

48 Supra note 32, at 707.
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in behalf of the corporation, to prevent waste and dissipation and the
commission of illegal acts and otherwise redress the injuries of the
minority stockholders against the wrongdoing of the majority.”

These cases are merely a reaffirmation of the rule obtaining in
the United States to the effect that a complainant in a sharcholders’
suit must ecither allege a demand upon the board of directors to bring
the action and their failure to do so or show a sufficient reason for
not making such a demand.®

The states of California® and Wisconsin® require that the plain-
tiff allege that he has cither informed the corporation or the board
of directors in writing of the ultimate facts of each cause of action
against each director or delivered to the corporation or the board a
true copy of the complaint which he proposes to file and the reasons
for his failure to obtain such action or the reasons for not making such

cffort. -

The Philippine court decisions do not say categorically whether
a demand upon the board of directors is ncccssary before a derivative
action can be maintained. In Pascual v. Orozco,"* the case was dis-
missed because of non-compliance with the contemporaneous owner-
ship requirement. Evangelista v. Santos® was likewise dismissed be-
cause the action was not brought in behalf and for the benefit of the
corporation. In Everett v. Asia Banking Corporation,™ the Court sim-
ply ruled that the failure of the plaintiff to make demand upon the
board of directors was not fatal since it would have been uscless be-
cause they were in complete control of the corporation. The same
ruling was made in the case of Angeles v. Santos.”® The leading case
in the Supreme Court of the United States held that “if time permits,
or has permitted, the [ plaintiff] must show, if he fails with the directors,
that he has made an honest: effort to obtain action by the stockholders
as a body, in the matter of which he complains. And he must show
a case, if this is not done, where it could not be done, or it was not
reasonable to require it.” The Federal Rules of Civil Procedure re-
quire that a sharcholder’s bill must “set forth with particularity the
efforts of the plaintiff to secure from the managing directors or trustees

: 49 Hawes v. City of Oakland, supra note 8; Bartlett v. New York, New
Haven & Hartford R.R. Co,, 109’ NE. 452 (1915);

60 Cal. Corp. Codes Ann Sec 834 (a) (2).

51 Wis. Statutes, Sec. 1

62 Supra note 14.

53 Supra note 23.. .

5¢ Supra note 47.

55 Supra note 32. See also Republic Bank v. Cuaderno, supra note 32

56 Hawes v City of Oakland, supra note 8. )
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and, if nccessary, from the shareholders such action as he desires, and
the reasons for his failure to obtain such action or the reasons for not

making such effort.”®

‘The Federal cascs do not indicate clearly what is meant by the
phrasc “if pecessary, from the sharcholders” “Most of the federal
€ases . . . have required application to the general body of stockholders
even in’ situations wheré non-ratifiable fraudulcnt actions havc been
involved.”®8

In one case,”® where co-defendant had sizable owncrshxp of stock
of defendant, and defendant’s rcmammg shareholders were large in
‘number. and widely diffused geographically, and remaining share-
- owners as a_body  were unablc under state law, to cause defendant
to prosecute an action agamst its co-defendant in a consolidated share-
holders’ derivative action, it was held that demand on such rcmammg
sharcholdcrs, within the federal rule requiring that complaint in such
cases must set forth efforts of plaintiff to secure from shareholders
siich action as they desire and the reasons for his failure to obtain
such acuon or the reasons: for not makmg such effort, was unneces-
- In the statc courts, there .is. a conflxct of authonty, some courts
holding that there is no necessity for a ‘demand upon the stockholders
as a body, .at least wherc they retain no control of the corporate busi-
ness cxcept by means of an annual election of officers,*® while others

rcqun'c that a demand must be made even where there is an mtcrcsted
board.

87 Rule 23 ). - - .
i 88 Escoett v. Aldecress Country Club, 16 N.J. 438. 109A 2d 277 282
(1954). See also Haffer v. Voit, 219 -F. 2d° 704 (6th’ Cir. 1955).

69 Gottesman v.- General Motors, 268 F. 2d 194 (C.A. 2nd Cir. 1956)

60 Shaw v. Staight, 107 Minn. 152, 119 N.W. 951 (1909); Planten v. Na-
tional Nassau Bank of New York, 174 App. Div. 254, 160 N.Y.S. 287 (1916).
But if the subject matter of the complamt is. within the immediate. control,
direction, or power of confu'matlon of the stockholders, it must be brought
to their attention before suit is brought unless such ap heatmn would be
clearly useless. Abraham v. Parkins, 36 F. Supp. 238 (194

61 Mayer v."Adams, 141 A. 2d 458 (Del 1957) applymg Delaware rules
of court; S. Solomont & Sons, Trust Inc. New England Theatres Operat-
ing Corp., 326 Mass. 99, 93 N.E. 2d 241 (1950) In Pomerantz v. Clark 101
F. Supp 341 344 (D. "Mass. 1951), it was held that “the fundamental basis
of the rule is the Massachusetts view that neither an individual member
nor a court is usually best fitted to determine whether it is to the interest
of a corporation qubllcly to enforce corporate claims even if those claims
are founded on plainly unlawful conduct participated in by corporate of-
ficers or directors.” he only exception to this rule is “Where he shows
that the ma;onty of the voting stock is under the control of the alleged
wrongdoe: Carroll v. New York, New Haven & Hartford, R.R.,, 141 F.
Supp. 456 458 (D. Mass. 1956).



1968] SHAREHOLDERS' DERIVATIVE SUITS 497

- One line of cases distinguish between causes of action which can
be ratified by the stockholders as a body and those that cannot be
ratified, holding that an appeal to the stockholders is not necessary
where the breach of duty cannot be so ratified.®? The New York rule
is that a fraud by directors cannot be ratified by a majority of the
stockholders however disinterested thej may be.” Ohio expressly re:
jected this rule in' Claman v. Robertson,** saying that actual fraud of
directors can be ratified by the majority "of the shareholders otherwise
the courts and the corporations of the state would be plagued with
“strike” litigations and might even make it possible for a minority
to deprive the corporation of a valuable right which may arise’ from
the fraudulent transaction. The rule of non-ratification’ has been the
subject of much discussion in several law review articles.®®

3. The suitor must be a stockholder of the beneficiary corporation.
_Thc’cdmplainant_must, of necessity, be a shareholder in _t_hé cor-
poration for whose- benefit the derivative action is brought.®* - " The
Philippine courts do not say specifically how many shares of stock the
complainant must have in order to be entitled to sue, although in one
case® a single shareholder with ten shares of stock in a large publicly-
held banking corporation was allowed to sue with respect to wrongful
transactions occurring after he acquired his. shares. : L

‘An American textwriter on corporations® says:  “Any holder of

a single share may bring suit to protect his interest in'the corporation.
All the shareholders may properly join as compléinar;ts, but this is
not necessary.” And the fact that the plaintiff-stockholder ‘is a cor-
poration rather than an ‘individual ‘does not affect the right to bring
a stockholder’s suit®. T S
. The question whether an unregistered _shareholder or one -who.
has merely an equitable interest. in the stock -of the corporation: is qua-
lified to file a derivative action has not been presented in the Philip-
pines. It would scem however, that he may, not 'in the light of :the pro-

- 62 Steinberg .v. ‘Adams, 90 F. Supp. 604. (1950), applying. Delaware law:
. 88 Continental Securities _v. Belmont, 206 N.Y. 7, 99 N.E. 138 (1912).

64164 Ohio St. 61, 128 N.E.-2d 429 (1955). e N

8 See: 4 U .Cur L. Rev. 495; 53 Harv. L. REv.'1368; 31 B. U. L. Rev. 1368, -

66 SALONGA, Op. cit., supra néte 2, at 334> ST '

87 Pascual 'v. Orozco, supra note 14. In Republic Bank v. Cuaderno,
supra -note- 32, the Philippine Supreme- Court said- that “the -smallness of
plaintiff’s holdings is no ground for denying -him relief.” - " .- et

.- 58 MORAWETZ, PRIVATE CoRPORATIONS 407 (1886). - N Lo
Ci 61991;{20)101- Terminals, Inc. v: National Car Co., 182 F. 24 732 (C.A.- 3rd
ir. . - - . -
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nouncement in one case™ to the effect that an unregistered transfer
does not entitle the transferee to the rights of a shareholder of record
as against the corporation.

. In the United States, there is a division of authority, some courts
holding that only a stockholder of record is qualified to maintain
a derivative action,” although the weight of authority seems to be
that not only an unregistered shareholder but also the owner of an
equitable interest in corporate stock may likewise maintain such action.™

. A more crucial question arises: should the complainant be a stock-
bolder at the time the alleged wrong was committed or is it sufficient
that he be one at the time of the institution of the action?

In the case of Pascual v. Orozco,™ the Supreme Court of the Phil-
ippines answered the question thus:

“A stockholder in a corporation who was not such at the time

. of the transaction complained of or whose shares had not de-

- wvolved upon him since by operation by law, cannot maintain suits

of this character, unless such transactions continue and are in-

.jurious to the stockholder, or affect him especnally and specxﬁcally
in some other way.”

In that case, the defendants who were directors and offxccrs of a
bankmg corporation, without the knowledge or consent of the stock-
holders, deducted their respective compensation from the gross income
instead of from the net profits of the corporation as provided for in
the articles of incorporation, thereby defrauding the banks and its
stockholders of several hundred thousand pesos. Plaintiff, a minority
stockholder of the bank, filed suit in his own name for the benefit of
the bank and for all the other stockholders thereof, alleging as first
cause of action the fraud committed by the defendant directors described
above, and as second cause of action, that defendants’ immediate pre-
decessors had also committed the same fraud, and that the defendants
were the only persons interested in the bank who knew of the fraudu-
lent appropriations by their precedessors but that they wholly neglected
to take any action in the premises or inform the stockholders about
it. The Court found that the plaintiff bought the shares and became
a-stockholder of the bank only in September, 1903, although the com-
plaint asked for relief from the alleged fraudulent acts from the year
1899 to 1907 inclusive. The Court then held:

70 Uson v. Diosomito, 61 Phil. 535 (1935). See also Saronca, op. cit.,
supra note 2, at 433; 2 MArTIN, PHILIPPINE CoMMERCIAL Laws 1652 (1961).
. T See 13 ancnm, op. cit, supra note 3, at Sec. 5976, citing cases.

72 Ibid.; Baker & Cary, op. ctt supra note 4, at 673.

“Supra note 14, at 101
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“It is self-evident that the plaintiff in the case at bar was
not, before he acquired in September, 1903, the shares which he
now owns, injured or affected in any manner by the transactions
set forth in the second cause of action [from 1899 to 1902]. His
vendor could have complained of these transactions, but he did
not choose to do so. The discretion whether to sue to set them
aside, or to acquiesce in and agree to them, is, in our opinion,
incapable of transfer. If the plaintiff himself had been injured -
by the acts of defendants’ predecessors that is another matter.
He ought to take things as he found them when he voluntarily
acquired his ten shares. If he was defrauded in the purchase of
shares he should sue his vendor.”7»

The Court then remanded the case to the lower court for further
proceedings with respect to the first cause of action, i.e., those transac-
tions which were made after plaintiff became a stockholder.

In reaching its conclusion, the Philippinc Supreme Court relied
heavily upon American precedents, particularly the cases of Hawes 0.
Oakland® and Home Fire Insurance Co. v. Barber’® Quoting a
passage from Justice Miller’s opinion in the Hawes case, to wit:

“The efforts to induce such action as plaintiff desires on the
- part of the directors, or of the stockholders when that is necessary, .
and the cause of failure in these efforts, and all allegations that.
plaintiff was a shareholder at the time of the transactions of which
_he complains, or that the shares have devolved upon him since
by operation of law and that the suit is not a collusive one to
confer on a court of the United States jurisdiction in a case in
"which it could otherwise have no cognizance, should be in the
bill, which should be verified by affidavit.”
the Supreme Court observed that it was obviously based on “sound

reason and good authority.”

The contemporaneous-ownership rule is followed in the United
States Federal courts” and in a majority of the state courts by statute,
rule of court or independent reasoning.”™ '

Among the states that permit a sharcholder who | acquired his
shares after the transaction of which he complains of to file a- deri-
vative action are Massachusetts,” Alabama?® and New Hampshire.*

6 Id. at 100.

1 61 o n°é§48'9§5(f&w 1024 (1903)

76 67 Neb. . W. . _ .

ki %Iaw:s v. Oakland, supra note 8; Federal Rules of Civil Procedure,

ule 23 (b). . 3 .

R e‘ls See(e ia FLETCHER, op. cit., supra note 3, at Sec. 5981, p. 519; B‘ak.e_r
and Cary, op. cit.,, supra note 4 at 672. ) :

79 Peterson v. Hopson, 306 Mass. 537, 20 N.E. (2d) 140 (1940).

80 Parsons v. Joseph, 92 Ala. 403, 8 So. 788 (1891).

81 Winsor v. Bailey, 55 N.H_‘218 (1875).
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“An_intermediate posmon which is followed in Illinois,® is that
a stockholder who has-acquired his shares -after the occurrence of the
alleged acts-of mxsmanagcmcnt may maintain a derivative suit only
if the mismanagement and its effect continue and are injurious to him.

“The. _contemporancous-ownership rule has been subject to scvcrc
cnucxsm both in the United States and in the Philippines.

Among the criticisms leveled against the rule in the United States
are ‘that: (1) it-is-inconsistent with the doctrine that the suit is on
‘behalf of the corporation and merely a ‘propulsive -suit’ to compel the
forporation o sue.on its own cause of action,®. (2) it loses sight of the
fact that the cause of action for the wrongdoing of directors and of-
ficers is a part of the assets in which a stockholder has an indivisible
interest transferable by a transfer of his certificate, (3) it is based in
part on junsdlcuonal considerations which are peculiar to federal courts,
3nd is based in part on-the. common law doctrines of champerty and
mainitenarice which have become obsolete.®® |

A Fxllpmo textwriter on Corporations is qmte critical of the adoption
by thc Phxhppmc Suprcmc Court“ of thc contemporancous ‘rule. He
saysr SR

When the transferor tra.nsfers his certificates ‘the transaction
still .stands a continuing wrong Impairing the surplus of the com-
pany “and aﬂectmg the stock.’ Where dividends are payable only
out of balance ‘sheet surplus, as in the case of the Philippines,
“a single loot ‘committed by the management can so deplete the
treasury as to require a“long time of saving and frugality to put
+back-thé corporation. into; & position where it can prudently pay -
out “dividends. - Under such circumstances,-. why should a pur-
chaser immediately subsequent to the lodt, be barreéd from com-
.plaining? . Agam, if the_rule were to the effect that innocent
transferees cannot’ ¢omplam, it would not be hard to imagine a
-situationi: where"a’ few minority stockholders, free from manage-
ment control and the only source. of potential complaint, could
be induced by the management acting through third persons, to

" part- with their ‘gharés’ o7 a tempfting price, and. thus save the
,wrongaoegs “from "future embarrassment even if these shares sub-
I-,sequently Iall -mto the hands ot the general publxc 87

The Plnhppmc Supreme Court has indicated that not only the
time and manner in which the complainant acquired his stock but also

82 Duncgn .v. ,National Tea Co., ‘14 I App.. 2d 280, 144 N. E 24 1,

775 (1957). Go‘ldberg v. Ball>-305 1ll. App. 273, 27 N.E. 2d. 575. (1940).
I-bmstem New Aspects of Stockholder’s Qerwatwe Smts, 47 Cot.UM
L Rev” 1, 7:(1947). -

-84 Peterson y. .Hopson,. supra note 79. ’

85 13° FLETCHER, op, cit., supra note .3, at Sec.- 5981, p. 519

8 Pascual v. Orozto, $upra.note 14.. .

87 SALONGA, Op. cit., supra note 2, at 337.
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the purpose for which he acquired the same are relevant in determin-
ing his capacity to sue. “Where stock is acquired for the purpose of
bringing suit .-. . the complainant is a mere i-ntcrlopcr and cntitled to no
consideration. s

Accordmg to Ballantine, “the purpose with which a shareholder
obtains his shares or began his litigation-and the extent of his" interest
should at most be considered as a circumstance tending to discredit
his case.”®

The Supreme Court of the Philippines has hkew1sc mumatcd that
it will look into the motives of the cotnplainant in bnngmg a share-
holder’s suit and those not brought in good falth in the interest of the
corporation will be dismissed.*

In the United States, “the rule gcncrally prevailing is that, where
a suitor is entitled to relief in respect to the matter conccrnmg which
he sues, his motives are immaterial; that the legal pursuit of his rights,
no matter what his motives in bnngmg the action cannot be deemed
cither illegal or inequitable; and that he. may always insist upon his
strict rights and demand their enforcement.””

4. The complazmmt must give :ccunty for expenses in certam cases.

‘As we have already noted,” there is no prov151on in - thc Corpora-
tion Law of the Philippines on derivative suits. Derivative suits are
purely a creation of the courts. But in none of the cases decided by
the Supreme Court has the question been touched upon as to whether
the complaining stockholder in a derivative action is required to give
security for the cxpcnscs of the corporatjon in .connection with the
action. o

Nevertheless, whcrc the plamtlff seeks some spcc1a1 rcmcdy, such
as injunction or rccelvcrslnp for the corporation, the Rules of Court of
the Philippines require the plaintiff to file a bond conditioned for the
payment of damages which be sustained by the defendant should the
court: fmally decide that the plaintiff was not entitled to -the. relief
prayed for.*® : :

The sccurity-for-éxpcnses requirement is of recent vimagc.' New
York pioneered on this frontier in 1944 withvthe enactment of Section

88 Pascual v. Orozco, supra.note 14 at ‘99, :
89 BALLANTINE, LAW OF Conpom'nows, ‘Sec. 149 D. 355 (1946)
90 Pascual v. Orozco, supra note 14.

81 Johnson v. King Richardson Co., 36 F. 2d 675 (1930)

92 Supra p. 5.

98 Rule 58. Sec. 4; Rule 59, Sec. 3.
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61-B of the New York General Corporation Law. The Section is worth
quotmg:

“In any action instituted or maintained in the right of any
foreign or domestic corporation by the holder or holders of less
than five per centum of the outstanding shares of any class of
such corporation’s stock or voting trust certificates, unless .the
shares or voting trust certificates held by such holder or holders
have a market value in excess of $50,000, the corporation in whose
right such action is brought shall be entitled at any stage of the
proceedings before final judgment to require the plaintiff or plain-
tifts to give security for the reasonable expenses, including at-

" torney's fees, which may be incurred by it in connection with such
action and by the other parties defendant in connection there-
with for which it may become subject pursuant to section 64 of
this chapter, to which the corporation shall have recourse in such
amount as the court having jurisdiction shall determine upon the
termination of such action. The amount of such security may
thereafter from time to time be increased cr decreased in the dis-
cretion of the court having jurisdiction of such action upon show-

" ing that the security provxded has or may become madequate or
is excessive.”

Since. then, California,* Colorado,” Maryland % North Dakota,*
New Jersey,” Pcnnsylvama, and Wisconsin,'® have passed similar
statutes.

- The background of security-for-expenses statutes is set out in de-
tail in Cohen v. Beneficral Industrial Loan Corp.™

“As business enterprise increasingly sought the advantages of
incorporation, management became vested with almost uncontrolled
discretion in handling other people’s money. The vast aggregate
of funds committed to corporate control came to be drawn to a
considerable extent from numerous and scattered holders of small
interests. - The director was not subject to an effective account-
ability. That created strong temptation for managers to profit
personally at expense of their trust. The business code became
all too tolerant of such practices. Corporate laws were lax and
were not self-enforcing, and stockholders, 1n face of gravest abuses,
were singularly impotent in obtaining redress of abuses of trust.

“Equity came to the relief of the stockholder, who had not
standing to bring civil action at law against faithless directors
and managers. Equity, however, allowed him to step into the
corporation’s shoes and to seek in its right the restitution he could
not demand in his own. It required him first to demand that

94 Cal. Corp. Code, Sec. 834.

95 Colorado Corporation Act, Sec. 45.

96 Maryland Rules of Civil Procedure, Rule 328 (b).
97 North Dakota Rev. Code, Sec. 10-1948.

98 New Jersey Rev. Statutes, Sec. 14:3-15.

99 Pudon’s Pa. Statutes Ann., Tit. 12, Sec. 1322,
100 Wisconsin Statutes, Sec. 180.405.

101 337 U.S. 541 (1949).
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the corporation vindicate its own rights but when, as was usual,
those who perpetrated the wrongs also were able to obstruct any
remedy, equity would hear and adjudge the corporation’s cause
through its stockholder with the corporation as defendant, albeit
a rather nominal one. This remedy born of stockholder help-
lessness was long the chief regulator of corporate management
and has afforded no small incentive to avoid at least grosser forms
of betrayal of stockholders’ interest. It is argued, and not without
reason, that without it there would be little practical check on
such abuses '

“Unfortunately, the remedy itself provided opportunity for
abuse which was not neglected. Suits sometimes were brought
not to redress real wrongs, but to realize upon their nuisance value.
They were bought off by secret settlements in which any wrongs
to the general body of share owners were compounded by the
suing stockholder, who was mollified by payments from -cor-
porate assets. These litigations were aptly characterized in pro-
fessional slang as ‘strike suits.” And it was ‘'said that these suits
were more commonly brought by small and irresponsible than by
large stockholders, because the former put less to risk and a small
interest was more often within the capacity and readiness of
management to compromise than a large one."

. Governor Dewey, in approving Section 61- B of the New York
Corporauon Law, said:
“These two bills represent an effort to meet the problem
" created by the baseless so-called ‘strike’ stockholder suit against
corporation directors and officers. :
“In recent years a veritable racket of baseless law suits
accompanied by many unethical practices has grown up in this
field. Worse yet, many suits that were well based have been brought
not in the interest of the corporation or of its stockholders, but
in order to obtain money for particular individuals who had no
interest in the corporation or in its stockholders. Secret settle-
ments — really pay-offs for silence — have been the subjects of
common suspicion.
. * » .
“These bills represent a healthy experiment in cleansing our
law courts of disreputable practices.”102

V. THE ROLE OF THE CORPORATION

It is rather unfortunate that the decisions of the Philippinc Sup
reme Court do not clearly depict the part that the corporatxon plays in
a derivative action. In the case of Angc’e: v. Santos'® the issue was
raised as to whether the corporation is a necessary party in a derivative
suit. Instead of squarely facing the issue, the Supreme Court said:

“The contention of the defendants in the case at bar that the
Parafiaque Rice Mill, Inc. should have been brought in as a neces-

102 Baker and Cary, op. cit., supra note 4, at 680.
102 Supra note 32.
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sary party and the action maintained in its name and in its be-
half . directly states the general rule, but not the exception re-
cognized by this court in the case of Everett v. Asig Bankmg
-Corporation (49 Phil. 527).”

The Court then quoted a passage from the dccxsxon in’ the Everet

case’®. wlnch reads thus:

“Invokmg the well-known rule that shareholders cannot or-
dinarily sue in equity to redress wrongs done to the corporation,
but that the action must be brought by the Board of . Directors,
the appellees argue — and the court below held — that the cor-
poration ‘Teal & Company is a necessary party plaintiff and- that
the plaintiff stockholders, not having made any demand on the
Board to bring the action, are not the proper parties plaintiff.
‘But, like most rules, the rule in question has its exceptions. It
is alleged in the complaint, and, consequently, admitted through
the demurrer that the corporation Teal & Company is under the
complete -control of the principal defendants in the case, and, in
these circumstances it is obvious that a demand upon the Board
of Directors to institute action and prosecute the same effective-
1y would have been useless and the law does not reqmre liti-
gants to perform useéless acts.”

It s rcaddy apparent that the Everest case does not really state an
exception to the gcneral rule. For there is nothing said in that cas¢
thch authorizes “the cxcluslon of the beneficiary corporation as a
party in the derivative action. What the Everes case did establish
is the proposition that when the company is under the complctc con-
trol of the defendant directors, a demand upon them to institute the
action and prosecute the same effectively would be . unneccssary for it
would have been uscless, and the law docs not rcquu'.c lmgants to per-
form us:lcss acts ‘ '

pres

In the recent case of Republzc Banl( v. Cuaderno,“‘ thc question
arose as_to whether the corporation should be made a party plaintiff
or a party defendant in a derivative action. Again, instead of resolv-
ing the question squarely, the Supreme Court said:

“There -remains. the procedural question whether the corpora-
tion itself must be made party defendant. The English practice
is'to"make . the corporation a party plaintiff, while in the United
States, the usage leans in favor of its being joined as party de-
fendant (see Editorial Note, .51 LRA [NS] 123). Objections can
be raised against either method. Absence of corporate authority
would seem to-militate against making the corporation a party"
- plaintiff, while joining it as defendant places the entity in the -
-awkward position of resisting an action instituted for its benefit.
‘What 1s unportant is that the corporation should be made a party,

104 Supra note 47, at 527. .
106 Supra note 32
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bar future relitigation of the issues. On what side the corp,ora_—' .
tion appears loses importance when it is considered that it lay
within the power of the trial court to direct the making of such -~
- amendments .of the pleadings, by adding or dropping parties, as
may be required in the interest of justice (Revised Rule 3, Sec.. .
11). stJomder of parties is not a ground to dismiss an action. h

(Ibid.).” :

The usual practicc in the United States is to name the bcncficiary‘
corporations as a party defendant, although in substance it is a party
plamuff The flexibility of equity proccdurc in the United States per-
mits an affirmative ]udgmcnt to be' entered in favor of one dcfcndant
against other defendants.'® ’ '

The corporation is mcrcly a ‘formal defendant”, howcvcr, whllc

iﬁc other defendant from whom a recovcry is rcally sought 1s thc
“actual defendant”.’”’

There are vcry cogent reasons why thc corporanon should bc madc
a party.to the suit. If the complaining stockholder is successful,- the
corporation is loglcally entitled to the benefit of the decree, but it can
only be benefited if it is a party of record.® If the complaining stock-
holder is unsuccessful, the corporatlon, if not made a party to the
proceedings, can renew the unsuccessful litigation although involving
the same subject matter.!® As stated by the Philippine Supreme Court,
it is important that the corporation should be made a party “in order
to make the Court’s judgment binding upon it, ‘and thus bar futurc
relitigation of the issues.”*"

The determination of the part that should be played by the cor-
poration is one of considerable difficulty. During the initial stages
of the trial, it is difficult to determine the -merit of the- complain.ing
stockhalder’s- position. It may well be that he is acting in the best
‘interest of the corporanon Conscqucntly, the corporauon cannot, pro-
perly be an active participant in the htlgatxon M Tt is required to adopt

4

106 Dean v. Kellogg, 294 Mich. 200, 292 NW 704 (1940); See also
BALLANTINE, op. cit.,, supra note 89, Séc. 154, .366; Winer, Jurisdiction in
Stockholder’s Smts 22 Va L. Rev. -153, 160 Necesszty of Joinder of Cor-
porations in Representative Suit Against the Directors, 44 Yaie L. Rev. 1091

107 Groel v. United Electric Co. of New Jersey, -70-N.J. Eg. 6186, 61
1061 (1905). . o

108 Salonga. op cit., supra note 2, 'at 340. : }

109 Ballantine, op. ctt supra note 89, at Sec 154 p. 366 “The decree
must protéct the direetors against any . further suit, and this will not. be
true unless it be a party to the suit. Philippon v. Derby, 85 F. 2d 27, 30
(C.C.A. 24 2936); Dean v. Kellog, supra note 106. .

110 Republic Bank v. Cuaderno, supra note 32.

111 SaLoNGA, op. cit., supra note 2, at 341; BALLANT!NE op.- czt supra
note 89, at Sec. 154, p. 36 )
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a neutral or passive role with only a limited power to defend itself
while its volunteer representative conducts for its benefit the litigation
which its management has failed or refused to bring.'**

It has been argued that since the complaining stockholder has the
right of control,'"® the corporation need not answer nor take any steps
in the proceedings.!'* It is further argued that the corporation is a
nominal party only and its being joined as a party is simply for the
protection of the defendants, so that when final judgment is rendered,
the individual defendants may thereby be protected from a second suit
on the same causes of action brought by the corporation. But that does
not vest in the corporation the right to step in and by answer attempt
to defeat what is practically its own suit and causes of action.™®
. As a corollary to this theory, it is regarded as improper to use
corporate funds to give financial aid or to assist in the defense of
directors and officers.!® The reason is that the complaining stock-
holder is entitled to a fair opportunity to prosecute his suit without
having the resources of the corporation turned aginst him."'? As aptly
stated by one court, the corporaton should not be made “to effect what
is practically its own suit and causes of action” with the defendants
imposing upon it “the burden of fighting their battle.”"®

On the other hand, in McHarg v. Commonwealth Finance
Corp. S an opposite view was taken, the court holding that: “this
is a rcprcsentauw action, and the corporation is a necessary party to
the action; but because a minority stockholder chargcs a wrongdomg
by directors of a corporation which, if he succeeds in the action, will
inure to the benefit of the corporation, he does not thereby become
ppossessed of the right to dictate the defense or manner of defense that
the corporation may undertake.”

In Ozis & Co. v. Pennsylvania R. R.,'* the Federal District Court,
after examining the various arguments, arrived at the following con-

112 BALLANTINE, op. cit.,, supra note 89, at Sec. 154, 367.

* 118 Solimine v. Hollander, 129 N.J. Eq. 264, 19 A 2d. 344 345, 346 (1941);
Washington, The Company’s Role in Stockholders’ Derivative Suits, 25
CornELL L. Q. 361; note 48 Yare L. J. 661 (1934).

114 BALLAN‘I'.I’INE, op. cit., supra note 89, at Sec. 154, 367.

118 Meyers v. Smith, 190 Minn. 157, 251 N.W. 20, 21 (1933) See,
however, Republic v. Cuaderno, supra note 32, where the Pluhpplne Sup-
reme Court stated that in derivative suits, the suing stockholder is re-
garded as a nominal party, with the corporation as the real party in interest.

118 Ibid,; Slutzker v. Reber, 132 N.J. Eq. 412, 28 A 2d 528 (1942); Cha-
bot & Richard Co. v. Chabot, 109 Me. 403, 84 A. 892 (1912).

117 BALLANTINE, op. cit., supra note 89, at Sec. 154, p. 367.

118 Supra note 115.

11944 S.D. 144, 182 N'W. 705, 706 (1921).

120 57 F. Supp. 680 (E.D. Pa. 1944).
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clusion: “Analytically the all important question when the corporation
secks to defend is that of the nature of the complaint and the interest
cf the corporation in the controversy. When fraud is the complaint
against the directors, the essence of the corporation’s interest is, and
ought to be, in having the truth of the charges determined and in
recovering all funds of which it was deprived . . . The corporation
bas no reason, then, to make affirmative defenses, except perhaps in
a limited capacity. See Groel v. United Electric Co. of N.J,, 1905,
70 N.J. Eq. 616, 61 Atl. 1061, 1064, 1065. Similarly, when the cause
of action is such as to endanger rather than advance corporate in-
terests, an answer setting forth affirmative defenses seems proper. See
(1934) Yale L. J. 661, 662; and cf. Washington, Stockholders’ Deri-
vative Suits (1940) 25 Cornell L. Q. 361.”

Thus, where the complaint sceks to _place the corporation in re-
cavcrshlp, it has been held that since the consequence of granting
this petition would be the mtcrruptlon of the normal corporate busi-
ness, the corporation may actxvcly resist said petition, with the aid of

counsel, though this may result in directly providing assistance to the
individual defendants.}®

_ The Philippine Supreme Court has consistently held that re-
ccivership is a drastic remedy and should be granted only for very
strong reasons. The general rule is that extreme caution must be ob-
served in petitions for appointment of receivers.'”® Before granting
the petition, the consequences or effects thereof should be considered
in order to avoid causing irreparable injustice or injury to others who
are entitled to as much consideration as those seeking it.'*® Conse-
qucntly, the corporation is entitled to be hcard and to oppose the peti-
tion for reccivership.

It is a curious fact that in the case of Angele’: v. Santos}** the
Suprcmc Court of the Philippines sustained the action of the trial court
in granting an ex parte order of receivership without affording the cor-
poration an opportunity to oppose the same (as a matter of fact the
corporation was not even made a party to the procccdmg) with the
court statement: .

" 121 Godley v. Crandall & Godley Co., 181 App Div. 75, 168 NYS 251
(1917), aff'd. 227 N.Y. 656, 126 NE. 908 (1920), Espositio v. Riverside Sand
& Gravel Co., 287 Mass. 185, 191 N.E. 363 (1934).

122 Tuason v. Concepcxon, 54 Phil. 408 (1830); Ylarde v. Enriquez, 78
Phil. 527 (1947). :
123 Claudio v. Zandueta, 64 Phil. 812 (1939); Velasco v. Go Chuico &
Co., 28 Phil. 394 (1914).
12¢ Supra note 32.
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“The appointment of a.recelver upon application of the

minonty stockholders is a power to be exercised with great cau-’

" tion. But this does not mean that the rights of the minority stock-
- holders may be .entirely disregarded, and ‘where the necessity has.
arisen, the appointment of a receiver for a corporation is.a mat-
ter resting largely in the sound discretion of the tnal court "

VI PROCEDURAL. ASPECT S OF THE DERIVATIVE SUIT
Iumdzcuon and venue.

. In order thata court-may try a dcnvatlvc suit, it must have juris-

diétion"over the subject matter of the action and of the. parties thereto.
Jarisdiction™over the “subject ‘matter is the power of the court to hear
and determine the cause of action and to grant the relicf sought -and
this power is conferred upon it by law.*® “In the Philippines, deri-
vative actions are. cognizable originally by the Court of First Instance
which is a court .of general original jurisdiction,’* unless the ‘subject
matter .of. the action involves an-amount which does not exceed. ten
thousand pesos,. exclusive of interest and cost in which case it may be
originally instituted in the Municipal or.City. Courts. 7 Jurisdiction
over the person of the plaintiff is acquired from.the-time he files his
complaint.’® Jurisdiction over the person of the defendant is acquired
by his voluntary appearance in court and his submission to its authority,
or by the coercive powcr of lcgal process (scmcc of summons) cxcxted
over his person.'”
"~ Venue is the place where the action must be instituted® In the
Court of First Instancc, the action may be commcnced and tried where the
defendant or any, of the defendants resides or may be found, or where
the plaintiff or any “of the plamuffs rcsulcs, at the, clccuon of the plam
tiff* In Municipal or City Courts, the venue is the place of execu-
tion of the agreement or contract sued upon or if the action is not upon
a- written contract, then in the municipality or city where the de-
fendant or any of the defendants resides or may be served with sum-
mons.!* : : : :

3 3;2519Mom, Connm'rs ON THE th.zs OF Coum- or THE PHILIPPINES
2- (1963). -

126 Repubhc Act No. 296, Sec 44 ( 1948), as amended by Republic Act
No. 2613, Sec. 3 (1959) [Philippines].

127 Republic Act 296, Sec. 88 (b) (1948), as amended by Republic Act
No. 2613.- Sec. 10 ( 1939) and Republic Act- No. 3828. (1963) [Phlllppmes]
- --128Manila Railroad Co. v. Attorney General, 20 Phil. 523 (1911).

129 Banco Espafiol Filipino v. Palanca, 37 Phil. 921 (1918). Infante v.
Toledo, '44 Phil. 834 (1918); Rules of Court of the Phillppmes. Rule 14,
Sec. 23 (1964).

130 1 MoraN, op. cit.; supra note 125, at 184. ...

181 Rules of Court of the Phxllppmes. Rule 4, Sec 2 (b) (1984)

182 1d., Rule 4, Sec. 1 (b) (1964).
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. In the Philippines, no complex jurisdictional problems are pre-
sented in the case of derivative actions because the action may pro-
ceed without including the corporatior: as a party,’*® and furthermore
a unitary system of government exists.'**

In the United States, however, because of the federal system of
government,® and the requirement that the corporation must be in-
cluded as a party defendant,'® the complaining stockholder is bede-
viled by a number of jurisdictional problems.

Because of the requirement that the corporation must be included
as a party in the action, it is necessary that the court acquire juris-
diction over it However, this requirement of indispensability can
make it virtually impossible for a sharcholder to vindicate the cor-
porate right of action if the corporation and the defendant can not be
served in the same jurisdiction.’®®

The difficulties of obtaining jurisdiction over all defendants in
the state courts can often be overcome by bringing derivative suits
in the federal courts based on diversity. of citizenship.!*® Federal re-
qulrcmcnts must of course be satisfied. Thus, to invoke federal diver-
sity jurisdiction, there must traditionally be complete diversity of citi-
zenship between each plamtlff and each defendant.*®

Aside from the jurisdictional problem, the suing shareholder must
also satisfy the venue and service of process requirements. Ordinarily,.
a diversity suit must be brought in the ]udxcml district where all plain-
tiffs or all defendants reside,'® and service of process must be made’
within the territorial limits of the state in which the federal court’
sits.*  The United States Congress, apparently realizing the diffi-
culties that have beset the stockholder, has relaxed these requirements
by enacting special rules applicable to derivative actions. Thus, the’

183 Supra, page 3l1.

184 See Constitution of the Philippines, 1 Phil. Anno Laws, 1956.

1856 See Constitution of the United States of America.

186 Dean v. Kellogg, supra, note 106.

187 Ibid., 13 Fletcher, op cit., supra note 3, at Sec. 5986, p. 528.

138 BAKER AND CaARY, op. cit., supra note 4, at 690.

139 Id. at 962. Federal Junsdlctxon may also be invoked where a federal
question is involved or where there are other grounds of federal jumisdic-
tion. 13 FLETCHER op. cit.,, supra note 3, at Sec. 5987, p. 529,

140 BARER AND CARY op cit., supra note 4, at 692. Traditionally, a cor-
poration has ben regarded as a citizen of- the state of incorporation,- re-
gardless of the citizenship of its stockholders. Louisville, C. & C. Railroad
v. Letson, 43 U.S. (2 How.) 496. But since the 1958 amendments to the.
Judicial Code, for diversity purposes, it -is also deemed to be a citizen of
the state where it has its principal place of business. 13 Fletcher, op. eit.,
supra note 3, at Sec. 5987, p. 532.

14128 USC.A.. Sec. 1391 (a).

142 Federal Rules of Civil Procecdure, Sec. 4 (f).
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stockholder may sue in any federal district court “where the corpora-
tion might have sued the same dcfendants,”*® and service upon the
corporation may now be made “in any district where it is organized
or licensed to do business or is doing business.”**

In Delaware, the method used to compel the appearance of non-
resident directors of a Delaware corporation in a Delaware Court is to
seize their stock,'® since the situs of stock of all corporations exist-
ing under the laws of that State are regarded as in the state.!*

In Michigan, corporations organized under the laws of that state
are rcqmrcd to appoint the resident agent of such corporauons as their
attorney in fact to receive service of process in actions arising out of

- or founded upon any action of the corporation or of such person as
du'cctor manager, etc.*’

2. The Pleadings: Complaint, Motion to Dismiss, Answer and Defme:
.. a. The Complaint.

* The stockholder’s complaint, in addition to naming all the neces-
sary parties to the action,® must contain sufficient allegations to show

that all the requisites to support the dcnvanve action have been com-
phcd with.

, Thus, it must allcgc the existence of a sufficient "cause of action
in favor of the corporation with the same thoroughncss and particu-
larity as would be necessary.if the corporation itsclf was filing the
action,'®® it must allcgc that all intra-corporate remedies have been ex- -
Hausted,™ it must allege that the plaintiff was a stockholder at the
time of the transaction complained of, or that although he was not a
stockholder at the time of the transaction complained of, his shares
devolved upon him by operation of law or that such transaction con-
tinue and are injurious to him or affect him especially in some other
way,’ and finally, it must allege that plaintiff is willing to give
sccurity in those cases where security is required.’

" 14328 US.C.A., Sec. 1401.
144 28 US.C.A., Sec. 1695. )
145 Baker and Cary, op. cit, supra note 4, at 691; Johnston v. Green.
121 A, 2d 919 (1956).
16 Delaware Code, Title 8, Sec. 169.
147 Baker and Cary, op. cit.,, supra note 4, at 691 citing Act No. 156
(Michigan 1955).
148 Rules of Court of the Philippines, Rule 3, Sec. 2.
- 149 Supra, p. 10-12,
150 Supra, p, 13-18.
181 Supra, p. 19-26.
162 Supra, p. 26-29.
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The prayer of the complaint should be framed in such fashmn as
to ask only for specific relief,® but “it may add a general prayer for
such further or other relief as may be deemed just or equitable. 184
The reason for this general prayer is that if the specific relief sought.
is not proper under the facts alleged as plaintiff’s cause of action, thcn
the court, under the general prayer, may grant such other relief as.the.
law and the facts proven may warrant.'® :

The Federal Rules of Civil Procedure'™ require that the com-
plaint in a stockbolders® suit in the federal court (1). shall be verified .
by oath, (2) shall aver “that the plaintiff was a shareholder at ‘the-.
time of the transaction of which he complains or that his share there-’
after devolved on him by operation of law”, (3) shall aver “that’ the
action is not a collusive one-to confer on a court of the United  States
jurisdiction of any action of which it would not otherwise have juris--
diction,” and (4) shall “set forth with particularity the efforts -of the:
plaintiff to secure from the managing directors or trustees, and, if neces-;
sary, from the shareholders, such action as he desires, and the reasons-
for his failure to obtain such action or the reasons for not making such
effort.” These requirements apply equally well to a suit commenced,
in a state court and afterwards transferred to a federal court.” w7

" The  complainant must allege a cause of action in favor of the
corporatlon 18 The relationship of defendants to the corporation and’
to the wrong must also be alleged.™® The facts which entitle the stock-
holder ‘to sue in place of the corporation must likewise be allcg L0

b. Motion to Dismiss and Answer.

- Defects or objections which are apparent on the face of the com-
plaint should be raised by a motion to dismiss.'®  Specific denials,
affirmative defenses and objections not apparent on the.face of the
complaint should be raised by answer.!** cre T

P

158 Rosales v. Reyes Ordovez, 25 Phil. 495 (1913), Cabigao V. Lun, 50
Phil. 844 (1924); Baguioro v. Barrios, 77 Phil. 120 (1946)

154 Rules of Court of the Philippines, Rule 6, Sec. 3.

156 1 MoRaN, op. cit.,, supra note 125 at 217.

156 Rule 23 (b).

167 Watts v. Alexander, Morrlson & Co., 34 F 24 66 (1929), Hitchings
v. Cobalt Central Mines Co., 189 Fed. 241 (1910)

168 Continental Securities v. Belmont, 206 N.Y. 7, 99 N.E. 138 (1912);
1(31134glg§ v. Kennedy Mayonnaise Products, Inc., 209 Minn. 312, 297 NW 342

159-Steinberg v, Carey, 285 App. Div. 1131, 140 N.Y.S. 24 574 (1955).

160 Waller v. Waller, 187 Md. 185, 49 A 2d. 449 (1946); Briggs v. Ku-
edy Mayonnaise Products, Inc., supra note 158.

161 Rules of Court of the Phxl;ppmes. Rule 16, Sec. 1.

162 1d., Rule 6; Sec. 4 and 5,
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c. Defenses.

Any dcfense that would be good against the corporation if it were
suing is good against a claim asserted in its behalf.!*® Thus, if for any
reason the corporation is estopped from suing, or its action barred, the
suit by the stockholder is likewisc affected.’®® However, the claim of
the corporation cannot be barred by the conduct or situation of the
particular stockholder or stockholders instituting the proceedings.*®

- The defenses that are most frequently raised aside from defenses
on the merits are (1) the statute of limitations, (2) laches, and
‘(3) acqulcsccncc.

(1) Statute of limitations.

~ Whenever, the court is faced with the problcrn of the statute of
limitations, it has to make an initial characterization as to what statute
- of limitations should be applied — law or equity. This is necessary
because the statute of limitations in the Philippines apparently distin-
guishes between equitable and legal actions,'® and although a stock-
holder’s derivative action is an equitable rcmedy, there may be legal
causes of action joined with the action.

 Unfortunately, for want of a case posing this problem, the Philip-
pine Supreme Court has not yet spelled out its position on this matter.

In the United States, a few states have now adopted special sta-
tutes of limitations applicable to actions against directors, officers and
sharcholders of corporations.

The New York Practice Act'® provides that “an action, legal or
equitable, by or on behalf of a corporation against a director, officer

168 Kessler v. Ensley Land Co., 148 F. 1019 (5th Cir. 19086).
l“Ch:I)lm v. Selznick, 186 Misc. 66, 58 N.Y.S. 2d 453 (1945); 13 FrEr-
CHER, 0p. ctt., supra note 3 at Sec. 5947 p. 432.
165 kaen v. Shaffer, supra note 1
168 Republic Act No, 386, The Cw1l Code of the Phxhppmes, effective
August 30, 1950) [Phllippmes] provides:
“Art. 1144. The following actions must be brought within 10
years from the time the right of action accrues.
(1) Upon a written contract.
(2) Upon an oblxgatmn created by law.
(3) Upon a judgment.”
s “Art. 1146. The following actions must be instituted within
years:
(1) Upon an injury to the rights of the plaintiff.
(2) Upon a quasi-delict.”
“Art. 1149. All other actions whose periods are not fixed in
this Code or in other laws must be brought within 5 years from
the time the right of action accrues.”
Equitable actions would seem to fall under article 1149.
167 Section 48 (8).
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or stockholder, or a former director, officer or stockholder” must be
commenced within six years after the cause of action accrued, if it is
an action for accounting or fraud or to enforce any liability except “onc
to recover damages for waste or for an injury to property or for an
accounting in connection therewith”, in which cases it must be brought
within three years after the cause of action accrued.

“As a general rule, the cause of action accrues as of the date of
the commission of the wrongful act “regardless of the date of the dis-
covery or of the continuance in control by” the defendants.'® It is
likewise provided that causes of action for fraud do not accruc until
discovery by the plaintiff or the person through whom he claims, but
this provision has been inapplicable to cases in' which the directors have
knowledge of the fraud even though the directors are persons con-
trolled by the wrongdoer.'® '

In  Michigan, it is provided that no director shall be held liable
after six yeats from the date of the delinquency or two years from the
time of discovery by the person complaining, whichever shall occur
sooner.1™ 4

A more difficult problem arises in determining when the statute
of limitations begins to run, especially in cases of fraud. The Philip-
pine statute of limitations'™ provides that an action on the ground of
fraud may be brought within four years, “but the right of action in
such case shall not be deemed to have accrued until discovery of the
fraud.” Since a derivative action is filed in behalf of and for the benefit
of the corporation, the crucial question is: as of what time is the fraud
supposed to have been discovered by the corporation?

A noted writer on Philippine Corporation La 2 answers this

question as follows: ]
' “Knowledge on the part of the wrongdoing directors should”
not be imputed to the corporation. The reasons are obvious. The
corporation would be powerless to act as long as the directors
are in control. Moreover, they should not be allowed to profit
by their own misdeeds and plead their own wrongful failure to

168 Pollack v. Warner Bros. Pictures, Inc., 266 App. Div. 118, 41 N.Y.S.
2d. 225 (1943); Austrian v. Williams, 198 F. 2d. 697 (C.A. 2d 1952), cert.
den. 344 U.S. 909 73 S, Cit. 328 (1952). :
) 169 Lever v. Guaranty Trust Co. of New York, 289 N.Y. 615, 43 N.E. 2d.
837 (1942). See note, 56 ConuMm. L. Rev. at 117 (1956) wherein the New
York statute was criticized as failing to provide for cases where there
is knowledge of the wrongful transaction on the part of the shareholders
and whether the defendant directors continue in their position in control
of the corporation. .
- 170 Comp. Laws, Sec. 450.47 (1948).

171 Republic Act No. 386, Art. 1152.

172 SALONGA, Op. cit.,, supra note 2, at 346.
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' * bring suits against themselves. But the statute would run as of
. the time a new independent director is elected to the board and
" the facts are available to him, regardless of whether the stock-
holders had no knowledge. In the absence of an independent
director, the statute of limitations begins to run only when the .
stockholders can be charged with knowledge of the facts consti-
tuting the fraud. It is plain that the knowledge ot one sghare-.
holder should not be imputed to all.”

A similar view is expressed by Professors Lattin and Jennings.'™
. (2). Laches.

- Senator Salonga observes that “the most common, and by far the
‘most effective defense [in a derivative suit] is that of laches. It not
infrequently happens that the complaining stockholder had knowledge
‘of the wrong perpetrated by the corporate directors or the controlling
. stockholders and took no timely steps to have the wrong redressed. His
attempt later to attack the transaction may be barred by laches, though
‘the cause of ‘action in fact be meritorious.””™ However, “the dismissal
does not' disqualify an unstained stockholder from bringing a suit in
all respects identical to the first. If the so-called unstained stockholder
brings the suit, and a favorable judgment is obtained, the stockholder
who was disqualified on account of laches indirectly benefits from the
recovery by the correspondinig increase in the value of his share, just
“as if he was an unstained stockholder.”®

In thc United States, the authorities are divided as to the effect
‘of laches as a defense. Some courts hold that mere lapse of time, with-
out more, is not sufficient. The delay must have substantially and
actually prejudiced the nghts of the defendants.!™ Other jurisdictions
%old that a stockholder is not barred by mere lapse of umc unlcss
bared by the statute of limitations.™

(3) Acquiescence.

Where the complaining stockholder has pcrsonally assented to or
paruclpatcd in the wrongful transaction, reason and fairness dictate

! 18%In fraud cases, the running of the statute commences from the
time of ‘discovery’ of the fraud which means the knowledge of the inno-
cent directors or knowledge of the shareholders as a class rather than that
“of ‘the plaintiff shareholder, must be consider LATTIN & JENNINGS,
" CoRPORATIONS, 814 (1859).

v 14 SALONGA, op. cit,, supra note 2, at 347.

175 Ibid.

176 McLean v. Bradley, 282 F. 1011 (N.,D. Ohio, 1922), aff'd. 299 F. 379
(C.C.A. 6th Cir. 1924); Overfield v. Pennroad Corp., 42 F. Supp. 586, 613,
615 (1941); See also LATTIN & JENNINGS, op cit,, supra note 173, at 814.

171 Pollitz v. Wabash R. Co., 207 N.Y. 113 (1921)
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that he should be precluded from suing to set the transaction aside.
This is the general rule in the Philippines.!™

The same rule prevails in the United States. It has been held that
a stockholder who, with knowledge of the facts, has given his con-
sent to, or acquiesced in the injurious acts of the directors, officers or
a majority of the stockholders, cannot ordinarily attack such acts after-
wards."™ However, more than the mere form of an assent is required.
The assent must be as broad as the thing complained of, and does not
extend to ulterior unknown things, or to all the antecedents or con-
sequences of it.'*®

If no other stockholder has joined as plaintiff, the suit may be dls-
missed against the acquiescing plaintiff.’® But the dismissal does not.
bar an unstained stockholder from bringing another suit similar to the
firse.)™

3. Control: Intervention, Consolidation, S&ttlement, w:m::d, and

Stay of Proceedings.

. Where the institution of a derivative action is proper but has not
been actually undertaken, all qualified stockholders have an equal right
to bring an action on behalf of the corporation. But once a stockholder
files the. complaint setting the judicial machinery in motion, the pri-
vilege of other stockholder to do likewise has been deemed by some
courts to be suspended, though not extinguished.'®

Consequently, if the suit is discontinued by the plaintiff-stockholder,
co instante, the suspension ceases, and the others regain the privilege.
But while it is not discontinued, a suit arising out of the same right
of action presented before a competent tribunal may be dismissed by
the court on the ground of Zs pendens.’®  Under the Rules of Court
of the Philippines: - -7

“Defendant may, within the time for pleading, file a motion

to dismiss the action on any of the following grounds: .

(d) That there is another action pending between the same
parties for the same cause.”18% - - :

The defendants, however, are not entitled to a dismissal as a mat-
ter of right even in such a case, for the court may ordcr consolidation

178 SALONGA, op. cit.,, supra note 2, at 347

179 13 FLETCHER, 0p, cit., supra note 3, at Sec 5862 p. 260.

180 Id., at p. 268. -

i i e s

ee onga, ctt su; note at 347.
18 Id. at 3&g op. pre

184 Id. at 343. See also MoraN, op. cit., supra note 125,
185 Rules of the Philippines, Rule 16, Sec. 1.
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of all the suits, or it may order a joint hearing or trial of all the mat-
ters in issue in the actions,'® or the subsequent actions may simply
be stayed pending the determination of the initial action.'’

“ As heretofore noted,'® the plaintiff-stockholder has the right of
control over the whole procccdmgs Like every right, it is susceptible
of abuse. He may resort to a private settlement with the wrongdocrs,
in which he is “bought off” or his share purchased by them at a price
greatly in excess of its actual market value.® ‘He then asks for the
‘dismissal of the suit or simply neglects toprosecute it in which event
the action will be dismissed upon motion of the defendants or by the
court mozs proprio.’® It is also possible for the corporate management
to instigate a fnendly stockholder to sue obscurely on a valid claim
against them, in the hope they would be forever released from account-
ability by a. judgmcnt rendered after an inadequate presentation” of the
«case.  In those situations, intervention by other sharcholders may well
prevent a collusive proceeding from npemng into a bald imposition
upon the court.’!

_ 'Under the Philippine Rulcs of Court, “a person may, at any pcnod
of a trial, be permitted by the court, in its discretion, to intervene in
an action, if he has a legal interest in the mattcr in litigation, or in
the success of cither of the parties, or an interest against both, or where
he is so situated as to be achrscly affected by a’ distribution or other
disposition of propcrty in the custody of thc court or of an officer
thereof 1% :

. -An mtcrvcmng stockholdcr, as dxstmguxshed from the ongmal
,plamuff-stockholdcr need not allege prior demand upon the corpora-
tion nor cxhaustlon of intra-corporate remedies bcforc he can move
to intervene.!®

The question of who has the right of control after the intervention
is permitted by the courts has not been resolved in the Philippines.

The plaintiff does not have the absolute right to dismiss or com-
promise a derivative suit. While there is no specific provision of law

186 Rules of Court of the Philippines, Rule 31, Sec. 1; Dresdner v. Gold-
man Sachs Trading Corp., 240 App. Div. 242, 269 N. YS 360 (1934).

187 Dresdner v. Goldman Sachs Tradmg Corp supra note 186,

188 Sypra, note 113.

183 See Salanga, op. cit. supra note 2, at 343.

190 Rules of Court of the Phlhppmes. Rule 17, Sec. 1 & 3

191 See Salonga, op cit,, supra note 2, at. 344.

192 Rules of Court of the Philippine, Rule 12, Sec. 2. :

192 De Pinto v. Provident Security Life Insurance Corporatxon, 323 F.
2d. 826; 19 Am. Jur. 2@ p. 103.
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governing dismissals and compromises in a derivative action, Philip-
pine courts may invoke the provision of the Rules of Court which
states that a “class suit shall not be dismissed or compromised with-

out the approval of the court.”**

- Although -a derivative suit is not a class suit, it may, for purposes
of the laws on civil procedure, be deemed to be one. After all, the
cited provision of the Philippine Rules of Court on class suit was taken
from Rule 23 of the American Federal Rules of Civil Procedure which
governs the procedure on derivative suits in the federal courts.

Under the Federal Rules of Civil Procedure, it is provided that
after the judicial machinery is set into motion, the control of the liti-
gation is with the court, and the “action shall not be dismissed or
compromised without the approval of the court.”™® It has been held
that after other stockholders join as parties, the original plaintiff has no
‘more control of the suit than the added plaintiffs.’®*® Thus, the suit
cannot be voluntarily discontinued without the consent of the other
stockholders who have been joined as parties,’ nor may a settlement
with the original plaintiffs be binding upon the other stockholders.!
Furthermore, if the original plaintiff unreasonably neglects to prose-
cute the action™ or abandons it?*® the stockholder who has come
in as plaintiff may be allowed to take charge”

Where there is no other shareholder who joins in the action,
the rule in New York and in some jurisdiction where there is no
statutory provision or rule of court regarding this matter, is that the
plaintiff has complete dominion of the action and is free to stipulate
with the defendants for a continuance or discontinuance and may dis-
miss or compromise and settle for his individual damages*? The
impact of this' doctrine was, however, cushioned by the decision in
Clarke v.. Gremberg wherein it was held that the procccds acquired
by a stockholder in a derivative suit as a result of a private scttlement
bclong to the corporation and not to the individual plaintiff-stock-
holder.

1%¢ Rules of Court of the Philippines, Rule 17, Sec 1,

195 Rule 23 (c¢). See also Wisconsin Stat.,: Sec 180.405 (2) and (3).

196 Goodwin v. Von Cotzhausen,. 171 Wis. 351 177 N.W. 618 (1920).

197 White v. British Type Investors, 130 N.J. Eq 157. 21 A 24. 681 (1938).
(193;9)3 United States Lines Inc, v. United States Lmes Co 96 F. 2d 148

199 Supra note 197:

200 Supra note 198

201 See BAKER AND CaRy, op cit., supra ncte 4, at 697 -

202 See 13 FLETCHER, 0p. cit., supra note 3, at Sec 6020, p. 623 and cases

ted.
203296 N.Y. 146, 71 N.E. 2d. 443 (1947)..
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Other cases hold that the plaintiff in a derivative suit has no abso-
lute right to dismissal as he acts in a highly fiduciary character as to
the corporation which is the real party in interest. His position as
plaintiff is compared to that of guardian ad litem suing for an in-
¢ompetent person. The sole authority to determine whether the action
.ought to be dismissed is with the court.*™

| 4. Judgment: Extent of Relief, Conclusiveness.

In the Philippines, the plaintiff is entitled to as much relief as
" the law and the facts proved may warrant although the relief is not
specifically demanded.*® Although in a derivative action, the plain-
tiff is the individual sharcholder, he is merely the “instigator” of the
action,” i.c., the one who sets the ]udxcxal machinery in motion in
behalf of the corporation.”

Consequently, since the suits is in behalf and for the benefit of
the corporation, the relicf will be exactly the same ‘as the corporation
might have had if it had been the plaintiff itself*® And any judg-
- ment that may be renderéd shall be decreed in favor of the- corpora-
tion.*

No proporuonatc )udgmcnt can bc allowcd a stockholder, as a
general rule, because the recovery is an asset of the corporation, and
its creditors have first claim upon it; and that to award such recovery
directly to the stockholders leaving the creditor unpaid, would be
fraudulent as to them®*

There are cases, however, which hold that direct relief to the
plaintiff-stockholders in a derivative suit is proper where other stock-
holders cither assented to defendents’ acts or waived their rights®!

.... It is of course the rule, both in the Philippines™* and in the United
‘States™ ‘that a judgment or decree in a stockholder’s derivative suit
upon the same subject matter and upon the same cause of action is a

204 Whitten v, Dabney, 171 Cal. 621, 630, 154 P. 312, 316 (1915). See

also Goodwm v Castleton, 19 Wash. 2d 748, 144 P. 24 725 (1944).
205 2 MORAN, op. cit., supra note 125, at 217.

206 Potter v. Walker. 252 App. Div, 244 (1937).

207 Qverfield v. Pennroad Corporatlon, supra note 176.

208 Collins v. Penn-Wyoming Copper Co., 203 F. 726 (1912).

209 See Lijken v. Shaffer, supra note 17,

210 Ibid.

211 Backus v. Finkelstein, 23 F. 2d 357 (1927); Bailey v. Jacobs, 325
Pa. 187, 189 A. 320 (1937); Chounis v. Laing, 125 W. Va, 275, 23 SE. 2d.
628, 640 (1942).

212 Rules of Court, Rule 39. Sec. 49 (b).

213 Liken v. Shaffer supra note 17;
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bar to other such suits on the same subject matter and upon the same
cause of action. In other words, the judgment or decree is res judicata.

- In order that a judgment rendered in a case may be conclusive
in a subsequent case, the following requisites must be present:
“(a) It must be a final judgment or order;

(b) The court rendering the same must have jurisdiction of
the subject matter and of the parties,

(c) It must be a judgment or order on the merits;

(d) There must be between the two cases identity of parties,
identity of subject matter, and identity of cause of action.”214

There are, however, a number of decisions in the United States
holding that a decree in a stockholders’ suit brought by named stock-
holders, but not in behalf of other stockholders who might join, is
not res judicata as to such other stockholders and that the decree does
not bind other stockholders on whose behalf it is brought but who
do not ]om as plaintiffs®®

5. Costs, attorney’s fees and indemnification.
a. Costs.

Both in the Philippines®® and in the United States®' the ordinary
rules of costs in equity apply. Where the suit is successful, they are
ordinarily awarded to the plaintiff and against all the defendants or
against the corporate directors, officers or stockholders whose conduct
rendered the litigation necessary®® But where the suit is unsuccess-
ful, costs are awarded against the unsucccssful plaintiffs®® Costs may
be denied to both parties in a proper case.”

It should be noted, however, that in assessing costs, the suit is the
plaintiff-stockholder’s, as distinguished from the cause of action which
is the corporation’s, and hence the costs go to the plaintiffs or against
them as individuals per capita and not pro raza on their shares® And
an intervenor cannot bc taxed thh costs which accrued before he
joined the action.?® '

214 2 MoORAN, 0p. cit., supra note 125, at 323.

215 See 13 FLETCHER, op. cit., supra note 2, at Sec. 6043, p. 668,
216 Angeles v. Santos, supra note 32.

217 See 13 FLETCHER, Op ctt supra note 3, at Sec. 6044.

218 Ibid,

210 I'bid, '

220 Pascual v. Orozco. supra note 14.

21 Edwards v. Bay State Gas Co. of Delaware, 130 Fed. 242
222 Whitten v. Dabney, supra note 204.
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b. Astorney's fees and other expenses of complanant.

It is obvious that if the complaining stockholder loses, he is not
entitled to-attorney’s fees, the reason being that “he is at best a sclf-
appointed champion of a fancied wrong.”*

But in those cases where the plaintiff-sharcholdcr prevailed, the
Philippine Supreme Court did not award attorney’s fees to such share-
holder. This may, in part, be attributed to the fact that prior to the
adoption of the new Civil Code in 1950 the general rule in the
Philippines was that ecach party to the action must bear his own ex-
penses of litigation and pay his own lawyer® With the enactment
of the new Civil Code, attorney’s fees and expenses of litigation may
now be recovered by the prevailing party against the losing party in
certain special cases, e.g., when the defendant’s act or omission has
compelled the plaintiff to litigate with third persons or to incur ex-
_ penses to protect his interest; where the defendant acted in gross and

evident bad faith in refusing to satisfy the plaintiff’s plainly valid, just
and demandable claim; and in any other case where the court deems
it just and equitable that attorney’s fees and expenses of lmgauon should
be recovered =

. Notwithstanding the very liberal provisions of the new Civil Code
on attorney’s fees, the courts in the Philippines have been very reluctant
/in implementing it because of their fear, albeit, far-fctchcd that liti-
'gauon would be encouraged.™

Grantmg that an allowance for attorney’s fees is proper, the de-
hcatc question of how much should be awarded emerges. If the con-
tract between the plaintiff and his counsel is on a straight or fixed
,fcc basis, it will ordinarily control “unless found to be unconscionable
or unreasonable.”®® If it is on a contingent basis, courts tend to be
.more hbcral in thcxr awards, and although the stockholder and the
‘lawyer may have fixed a percentage of whatever amount may be re-
.covered, the courts will inquire into the unportancc of the subject mat-
ter of the controversy, the extent of thc services rendered, and the pro-
fessional standing of the attorney.™

223 SALONGA, Op. cit., supra note 2, at 349. See also Hutchinson Box
Board & Paper Co. v. Van Horn, 299 F. 2d. 424.
224 Republic Act No. 386 (August 30, 1950) [Phlllppmes]
225 See 4 GARCIA AND ALBA, CiviL Com'-: orF THE PHILIPPINES 2441 (1952).
226 Republic Act No. 386, Art. 2208 (August 30, 1050) [Phil.]. .
227 See supra note 225.
gquldes of Court_of the Philippines, Rule 138, Sec. 24.
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The general rule in the United States is that if the plaintiff-share-
holder succeeds in obtaining money or property for the corporation by
means of a derivative action, he is entitled to reimbursement out of
the proceeds for reasonable attorney’s fees and other reasonable liti-
gation expenses, such as accountant’s fees.® Even if there are no pro-
ceeds out of which reimbursement can be made, he is entitled to reim-
bursement by the corporation if the litigation has benefited it in some
way, as for example by bringing about the cancellation of a disadvan-
tageous contract, ! or the prevention of an wltra-vires act® But in.
no instance is the stockholder himself entitled to separate compcnsa-

tlon

In derivative actions, there is generally no contractual relation-
ship as to legal services except between the complainant who com-
mences the litigation and his attorneys.®* Plaintiff-shareholders do not
represent the corporatlon in the sense of agents who may bind it by
contract for a contingent fee in the event of success and consequently,
the sumg stockholder cannot enter into an agrcement to bind the cor-
poration to the payment of either costs or attorney’s fees in the event
the suit proves unsuccessful. % In such case, the plaintiff’s attorney
gets nothing from the corporation and usually gets little or nothmg
from the client.®®

The determination of allowances for attorney’s fees is left to the
discretion of the court® In determining such allowances, “consi-
deration should be given to the amount recovered for the corporation;
the time fairly required and employed on the case with reference to
the intricacy, novelty and complexity of issues; the difficulty encoun-
tered in unearthing the facts and the skill and resourcefulness of op-
posing counsel; the prevailing rate of compensation for those with the
skill, experience. and standing of attorney’s accountants or others in-
volved; the contingent nature of the fees, with the accompanying

230 See BAKER AND CARY, op. cit, supra note 4, at 717; 13 FLETCHER, op.
cit., supra note 3, at Sec. 6045.

231 See Baker and Cary, op. cit,, supra note 4, at 717. See also Runsunck
u. Floor, 208 P 2d 948.

232 13 FLETCHER, op. cit.,, supra note 3, at Sec. 6045. In Goodwin w
Castleton, 150 ALR 859. reimbursement for payment of counsel's fees ‘was’
also granted in cases of settlement.

233 Eisenberg v. Central Zone Property Corp.., 1 App. Div. 2d. 353, 149
N.Y.S. 2d 840 (1956). .

'_ 234 13 FLETCHER, op cit.,, supra note 3, at Sec. 6045 BAm AND CARY, op.
cit.,, supra note 4, at 717. .
23513 FLETCHER op. cit., 'supra note 3, at Sec. 6045,
’ ::: ?b?ém AND - CARY op. ctt supra rote 4. at T17.
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risk of wasting hours of work, overhead and expenses; and the bene-

fits accruing to the public from suits such as this.”®

It has been said that “allowances in causes of this kind, however,
should not be niggardly for appetite for effort in corporate therapeutics
should, as in salvage and bankruptcy cases, be encouraged.”®

¢. Indemnisfication of defendant directors, etc.

On the other side of the ledger, if the complaining stockholder
loses, the question arises whether the corporate directors and officers
who defended: the suit and who won should be indemnified for the
expenses, including attorney’s fees, which they incurred in the litiga-
tion.

There is nothing said in the Philippine Corporation Law on this
point and the cases decided by the Supreme Court on derivative suits
are likewise silent.

In the Philippines, the directors and officers of a corporatxon are
regarded as its agents and though not strictly trustees, they occupy
2 fiduciary relation towards it.*® Under Philippine Law, there ap-

s to be a consistent policy of reimbursement of the expensc in-
curred by fiduciaries,. pameularly where they incur cxpcnses in the
successful defense of a suit.* .

- Senator Salonga makes out a strong case in support of reimburse-
ment for corporate directors and officers who succeed in defending a

suit. He says:

“[A) fiduclary who successfully shows, on the merits of the
case, that his acts were motivated by goog faith and within the
reasonable bounds of business judgment, has demonstrated his
fidelity and should not in fairness be required to pay for such

- demonstration, when he has by hypothesis invited no challenge.

“That the litigation expenses should be charged to the cor-
porate funds is understandable and just. If the complaining stock-
holder wins, all are benefited in proportion to their interest. The

288 13 FLETCHER, Op. cit., supra note 3, at Sec. 6045, p. 684. See also Angoff
v. .Goldfine, 270 F 2d 185 (C.A. 2nd Cir. (1959). .

289 Mur% North American Light & Power Co., 33 F.. Supp ‘567,
571 (S.D.N 1940) where a fee of $ 200,000.00 was awarded to two attor-
neys in a suit which resulted in a 8900 000.00 benefit to the corporation.
Contra: Eisenberg v. Central Zone Property Corp., supra note 233, at 842
where -the court held: “There is a serious question in our mmd. as -a
matter of public policy, whether a stockholder instituting a derivative
action aﬁamst a corporation should be allowed compensation as an attor-
ney in the litigation. Certainly the institution of such action and the un-
dertaking of litigation for the purposes of seeking a counsel fee should
not be encouraged.”

40 2 MARTIN, PHILIPPINE ‘COMMERCIAL Laws 394 (1958). o

241 See Rules of Court of the Philippines, Rule 85, Sec. 6 and 7. See
also 3 Morax, op. cit, supra note 125, at 416-420.
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converse should likesewise be true. Furthermore, this would be
an effective discouragement to strike suits. A rule that would
permit one to claim benefits, without making him assume the
correspondihg burdens, may well promote irresponsibility.

“If absolute denial of reimbursement were the rule, some un-
desirable results would inevitably follow: (1) corporations in
great need of capable men may not be able to engage their ser-
vices; (2) or the same corporations may be able to obtain their
services through the use of some subterfuges which is worse;
(3) or, if these subterfuges are not resorted to it may well be
that stockholders will eventually stand to lose by the lack
of enterprise and initiative on the part of managers who
may not dare introduce novel ideas at the risk of facing an ex-

~ pensive litigation, and without hope of reimbursement even if they
can prove that the ideas benefited the corporation.”24¢

Whether the Philippine courts will extend the same measure of
benefit to corporate directors and officers as they do to other fidu-
ciaries is difficult to predict. It should be noted that in those instances
where fiduciaries are allowed reimbursement, there is a statute or rule
of court specifically allowing the same.®

There is a dictum in the carly Philippine case of Maage v. dn-
derson® to the effect that in the absence of a clear, definite and cer-
tain authority from the corporation itself, the manager of a corpora-
tion has no legal right to charge the corporauon with the legal ex-
penses which he incurred in defending himself in a criminal action
in which he was the sole defendant. However, to infer from this
broad proposition that if there is a clear, definite and certain authority
from the corporation itself, all the legal expenses incurred by a cor-
rate officer or director in any suit or procceding may be reimbursed,
would perhaps be going a bit too far.

It has been held in the Philippines that an officer, agent, or servant
of a corporation who does an act forbidden by law is responsible for
it in his own person. And when the corporation itself is forbidden
to do an act, the prohibition extends to the board of directors and to
each director, separately and individually.®*

In the United States, the authorities are again divided on the ques-
tion whether successful directors and officers are entitled to indemnity

for the reasonable expenses of defending themselves in a shareholder’s
derivative suit. '

242 SALONGA, op. cit., supra note 2, at 350.
243 Supra note 241.
244 49 Phil. 429 (1926).

245 People v. Concepcion, 44 Phil. 126 (1922); People v. Tan Boon Kong.
54 Phil. 607 (1930;.
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In one of the early cases which had come to grips with the pro-
blem, it was held that “if no case is made against defendants it is not
improper or unjust that the corporation should pay for the defense of
the action.”

Later, in the offcited case of New York Dock Co. v. McCollom 2"
the New York Supreme Court held that there was no obligation “based
upon equitable considerations” which would justify application for
reimbursement, “but if a director can clearly and persuasively demons-
trate to the court upon an application for reimbursement or when called
upon to refund corporate money already reccived by way of reimburse-
~ment, that in conducting his own defense successfully he has conserved

some substantial interest of the corporation which otherwise might have
been missed, the court may direct or confirm reimbursement as the
case may be.”

Thereafter, in Soliméne v. Holander® a New Jersey court rcached
the opposite conclusion, upholding the common law right of a director
to- reimbursement for the expenses of resisting unjust charges of mis-
conduct in office . Relying upon this case and the case of In r¢ E. C.
Warner Co.? the third Circuit Court of Appeals concludcd that the
trend .was in favor of the innocent directors common-law right of

mdcmmflcatxon.

Professor anhop of the Yale Law School observes that “the com-
mon law governing a director’s right to indemnification is a welter
of confusion.” After the McCollom case had, as it were, focused thc
confusion, there was a not unnatural cry for legislation. 281

Three policy reasons have been advanced for indemnifying a
director for succcssfully resisting charges filed agamst him, namely:
(1) to encourage innocent directors to resist unjust charges and pro-
vide them an opportunity to hire competent counsel; (2) to induce
rcsponslblc business men to accept the post of directors”; and 3) to,
discourage in la:ge measure stockholdcrs litigation of the strike va-

rlcty 252

2451“1gge v. Bergenthal, 130 Wis. 594, 625, 109 N.W. 581, 592 ( 1907)

247173 Misc. 106, 16 N.Y.S. 24 844 (Sup Ct. 1939).

248129 N.J. Eq. 264. 19 A. 2d 344 (1941).

249 232 Minn. 207 45 N.W. 2d. 388 (1950).
3d 1295;3M°°ney v. Willys-Overland Motors, Inc, 204 F. 2d 888, 899 (C.A.

)

261 Bishop, Current Status of Corporate Directors’ Right to Indemmft-
cation, 69 Harv. L. REv. 1057, 1068 (1956).

252 BAReER AND CARY, 0p. cit., supra note 4, at 727.



1968] ’ SHAREHOLDERS' DERIVATIVE SUITS 525

Twenty-seven states and the District of Columbia have now
enacted indemnification statutes®® According to Professor Bishop,
basically, the statutes are of two types, although they present a some-
what bewildering variety of detail. The commoner type simply pro-
vides that the corporation shall have power to indemnify in certain
cases, or that it may, by action of its stockholders, make such
vision in its charter or by-laws: e.g. Del. Code Ann. Tit. 8., 122 (10),
1953; N.J. Rev. Stat. Sec. 14:3-14. The others grant to directors, of-
ficers, or employees a right to indemnification in certain cases: e.g.
Calif. Corp. Code Ann., Sec. 830; Pa. Stat. Ann,, Tit. 12, Sec. 1323.
New York is one of a small number of states which have both types.
New York’s statutes are fairly typical.®

Section 63 of the New York Corporation Law provides that the
certificate of incorporation, an amendment to the certificate of incor-
poration adopted by a majority vote of the stockholders, another certi-
ficate filed pursuant to law, the by-laws, or a resolution in a specific
case, may authorize the indemnication by the corporation of directors,
o_fficers, or employees for the reasonable expenses, including attorney’s
fees, actually and necessarily incurred in the defense of any action,
suit or proceeding by reason of their corporate office, unless they are
adjudged liable for negligence or misconduct in the performance of
their duties. Such rights of indemnification shall not be deemed ex-
clusive of any other rights which they may be entitled apart from the
statute. Section 64 supplements the previous section by providing a
right to have such expenses for the defense of the action, suit or pro-
ceeding, assessed against the corporation. Section 65 provides that the
application for assessment of expenses may be made either (a) in the
same action, suit or proceeding in which the expenses were incurred,
or (b) in a separate proceeding before the supreme court. Section
66 requires that notice of the application must be made to the cor-
poration and the court may also direct that notice be given to such
persons as it may designate and in such manner as it may require.
Section 67 defines the extent of the court’s power to grant the applica-
tion. :

A number of criticisms have been leveled against the New York
statutc among them being, that it “draws no distinction between suits
in the right of the corporation and suits by third parties,”®* that it

253 See 13 FLETCHER, op. cit.; supra note 3, at Sec. 6045.

264 Bishop, op. cit., supra note 251 at 1069
256 Id. at 1074, See also BAKER anp CaRY, op. cit.,, supra note 4, at 728
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does not clearly define the limits of the freedom of a corporation to
provide for indemnification,?® and that it fails to define the mean-
ing of the words “negligence or misconduct in the performance of
his duties.”®’ :

“In this welter of uncertainty,” Professor Bishop suggests a ca-
veat to corporate directors “not to place too much reliance upon the
statutory panacea,” because “the director’s best protection will probably
continue to lie in carefully drawn charter or by-law provisions, per-
haps supplemented in special cases by ad hoc contracts.”**®

Philippine corporations do not ordinarily include provisions for
indemnification in their charter or by-laws.

VII. POSSIBLE ALTERNATIVES TO THE SHAREHOLDERS
SUIT

Dissatisfaction with the shareholders’ suit as a device to insure the
faithful compliance of the fiduciary duties of corporate directors and
officers and to check the abuses of management, as being expensive,
hazardous and clumsy®*® has brought forth a number of suggestions
to substitute or supplement it.

Justice Douglas of the United States Supreme Court suggests that
investors throughout the country unite to form an agency to investigate
and prosecute charges of wrongdoing by the management.*®® Berlack
advocates the establishment of a government agency with similar func-
tions.*®  Dean Roscoe Pound suggests that the Attorney-General be
vested with the power to invoke the visitorial power traditionally pos-
sessed by courts of equity over corporations*? Hornstein urges that
dissolution of corporations be imposed more frequently as a penalty
for corporations dealing unfairly with the minority® Washington
suggests the creation of a committee within the corporation charged
with the duty of investigation and mediation which might be com-

256 Bishop, op. cit., supra note 251, at 1070.

25871d. at 1076.

288 Id. at 1079.

269 Washington, Stockholders’ Derivative Suits: The Company’s Role
and a Suggestion, 25 CorNELL L. Q. 361, 375. See also Berlack, Stockholders’
Suits, A Possible Substitute, 35 MicH. L. Rev. 597, 600 (1936).

(19326;0 Douglas, Directors Who Do Not Direct, 47 Harv. L. Rev., 1305, 1326

261 Berlack, op. cit.,, supra note 259, at 608.

262 Pound, Visitatorial Jurisdiction Over Corporations In Equity, 49
Harv, L. Rev. 369, 395 (1936).

. 263 Hornstein, A Remedy for Corporate Abuses — Judicial Power to
Wind Up A Corporation at the Suit of a Minority Stockholder, 40 CoLum.
L. Rev. 220, 226-230 (1940).
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posed of a director, a lawyer, and an accountant, to be chosen annually
by the stockholders.®®

It is believed that none of the foregoing suggestions would be
workable in the Philippines at this time. A national investors’ pro-
tective group as suggested by Justice Douglas would doubtless be
directed chiefly towards corporations in which its members had in-
vestments.*® One such agency in the United Statc:s"“6 has had little
opportunity to prove its worth.*’

The suggestion of Berlack that a government agency be established
to investigate and prosecute charges of wrongdoing by the manage-
ment would not be effective in the Philippines. Past events and cur-
rent trends indicate that government regulatory agencies, including the
Securities and Exchange Commission, can hardly be relied upon to
do this task, for most of them are staffed with political hirelings who
are gcnerally incompetent, indifferent and in many cases sub]cct to
political pressure.

Past experience thh the office of the Solicitor Gcncral of the
Phxhppmcs indicates that the likely result of Dean Pound’s suggcstxon
to invest him with power to invoke visitorial powers of courts of equity
would be a “do nothing” policy.*® Under the Rules of Court of the
Plnhppmes,m the Solicitor-General is empowered to institute quo war-
ranto proceedings agamst a corporation for violation of law-or corpo-
rate charter and for misusing corporate rights, privileges or franchises.
Since that office was organized almost half a century ago, it appears
that the power was exercised very rarely®™ and probably may never
have been exercised at all if not for the fact that the abuses of power
in thosc mstanccs were so flagrant and scandalous

Nen:hcr can the idea of imposing the death pcnalty on offcnd
ing corporations be an effective remedy. The. average dissatisfied. stock-
holder does not want to liquidate the corporation — he can probably
sell his stock on the market for more than he would derive from a
forced break-up of the corporation. Furthermore, dissolution of the
corporation might producc real harm to the community, particularly

264 Washmgton op. czt supre note 259, at 377-378.
265 Id. at 375. -
266 American Investors Union, Inc.,, New York City.
'"267 Washington, op. éit., supra note 259, at 375.
268 See LaTTIN & JENNINGS op cit., supra note 173, at 842.
269 Rule 66, Sec. 2, 3 and 4
210 See Government v. Phxhppme Sugar Estates Dev. Co. 38 Phil. 15
(1918) and Government v. El Hogar Filipino, 50 Phjl. 399 (1927). '
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to its employees, without substantially benefiting the minority stock-
holder.®"

Washington’s suggestion that a committee within the corporation
be. created to investigate possible abuses by management is worth pur-
suing. If one cam find sufficient men in the Philippines of integrity
and stature, the suggestion can be implemented. But until such men
can be found, it may perhaps be better to improve the remedy we have
at hand — derivative suit — rather than go looking for more in the
woods.

VIII. CONCLUSION AND RECOMMENDATIONS

The state of the law on shareholder’s derivative suits in the Philip-
pines leaves much to be desired. There is not a single provision of the
Philippine Corporation Law on the subject of derivative suits and the
cases decided by the Supreme Court have not established clearly de-
fined principles on this matter.

As we have noted previously, only less than a dozen derivative
suits have been filed in the country since the introduction of the cor-
porate mechanism at the turn of the century. This may indicate that
the sharcholders have found the remedy unsatisfactory or inadequate
in its present form. On the other hand, it is safe to assume that the
number of abuses perpetrated by management upon the unwary or
apathetic investors is legion.

In the light of these circumstances, the need to breathe the breath
of life into the shareholders’ derivative suit becomes imperative if the
corporate mechanism is to continue.

It is, therefore, recommended that a new chapter on derivative
suits be added to the present Philippine Corporation Law containing,
among others, the following features:

First.  That derivative actions may be brought not only for the
wrongful acts of corporate directors, officers and majority shareholders,
but also for those of third persons which are prejudicial to the in-
terests of the corporation.

The case law in the Philippines allows derivative actions to be
brought for the wrongful acts of corporate directors, officers and share-
holders but is silent with regard to the wrongful acts of third per-

sons. It is believed that an injury to the corporation must be redressed
regardless of who causes it.

271 See Washington, op. cit, supra note 259, at 376.
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Second. That in any derivative suit instituted by a stockholder,
he must allege and prove that a demand upon the board of directors
to bring the action was made and that they failed or refused to do so
or that it must be shown that a sufficient reason exists for not mak-
ing such demand.

It is believed that the “Federal rule” requiring that a demand be
made upon the shareholders if necessary and if time permits should
not be adopted in the Philippines because of the general indifference

of Filipino investors and because of the impracticability of getting them
all together.

Third. That the contemporaneous-ownership requirement should
be jettisoned and replaced by the simple requirement that in any deri-
vative action, it is sufficient if the plaintiff alleges and proves that he
is a stockholder of the corporaton at the time of the institution of the
action.

As heretofore noted, the plaintiff-sharcholder in a derivative action
is merely the “instigator” of the suit because it is the corporation it-
self and not he personally that has suffered the injury. Consequently,
the fact that he was not a shareholder at the time of the transaction
complained of does not alter the fact that an injury has been done to
the corporation. The fear expressed by the Philippine Supreme Court
that stockholders would buy stock simply for the purpose of bringing
suit may be dispelled by providing that any recovery goes to the cor-
porate till and not to the plaintiff-shareholder’s pockct and by provid-
ing that any settlement or compromise of the suit must be with the
approval of the court and that the proceeds of such settlement be turned
over to the corporation.

Fourth. That instead of requiring the plaintiff-shareholder te put
up security for costs and expenses, it is sufficient to provide that in
case the derivative suit is found to be malicious and palpably unfounded
or unjustified, the plaintiff be made to pay all the court costs and rea-
sonable expenses, including attorney’s fees, incurred by the defendants.

It is submitted that, whatever may be the merits of the security-
for-costs statutes, none should be adopted in the Philippines. Although
Philippine corporate practice follows the American trend, the Filipino
stockholder has not yet attained as high a level of sophistication as
his American counterpart and there is no sufficient basis for believing
that in the foreseeable future, collusive and “strike suits” which are
the mischiefs sought to be prevented by this type of statutes, will come
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to bear in the Islands, as evidenced by the fact that there have been
only less than a dozen derivative suits in the Philippines, none of which
was of the strike variety. This does not mean, however, that collusive
and “strike suits” are altogether unlikely in the future, but this po-
tential danger can be sufficiently guarded against by other methods
already adverted to.

Fifth. That the corporation in whose behalf and for whose bene-
fit the derivative action is instituted should be made a party defen-
dant to the suit if it is unwilling to join as co-plaintiff. Only by mak-
ing the corporation a party of record can it benefit from the proceeds
of the action. Likewise, the need to protect the actual defendants, i.c.
the wrongdoers, against any further suit by the corporation makes the
inclusion of the corporation in the suit all the more imperative.

The extent of the participation of the corporation in the suit should
be left to the discretion of the court and should not be made the sub-
ject of legislative restrictions. In the exercise of this discretion, the
courts should always take into account the nature of the complaint
and the interest of the corporation in the controversy; and permit the
corporation to be an active participant only when the cause of action
is such as to endanger rather than advance corporate interests.

Sixth. A statute of limitations specially applicable to derivative
actions must be enacted by providing that any action, legal or equitable,
by or on behalf of a corporation against a director, officer or stock-
holder or a third person for an injury to the corporation, shall be bar-
red if not commenced within six years after the cause of action accrued.
The cause of action accrues as of the date of the discovery of the act
complained of by the party who is otherwise entitled to bring the action.

Under this rule, knowledge on the part of the wrongdoing directors
would not be imputed to the corporation. The statute would begin
to run only as of the time a new independent board of directors acquire
knowledge of the wrong. In the absence of an independent board,
the statute would begin to run only as of the time a complaining share-
~ holder acquires knowledge thereof.

Seventh. That if the plaintiff-sharcholder prevails, he shall be
entitled to reimbursement for the reasonable costs, attorney’s fees and
other expenses of litigation incurred by him. Such reimbursement
shall be taken out of the proceeds of the action, but if the action is
one which does not involve a money judgmeént, then from the cor-
poration’s treasury.
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It is but just that the plaintiff-shareholder be reimbursed. More-
over, the prospect of reimbursement would encourage shareholders to
be more militant in exercising their traditional right to check corpo-
rate management. The limitation of the reimbursement to “reasonable”
amounts would be a sufficient deterrent to purely speculative or mali-
cious actions. :

Esght. The litigation expenses incurred by the corporate direc-
tors, officers and sharcholders who successfully defend the action on
the merits of the case should likewise be reimbursed by the corporation.
In cases of settlement, courts should have the discretion to award re-
imbursement.

Simple justice and the need to induce capable and responsible men
to serve as directors are cogent reasons for the incorporation of this
feature.

In making the foregoing recommendations, we have been met
with the difficult task of balancing conflicting claims and interests
and “finding out by experience and developing by reason the modes
~of adjusting relations and ordering conduct which will give the most
effect to the whole scheme of interests with the least friction and the
least waste.”®® We shall leave it to the ultimate decision-makers to
judge whether these recommendations have struck a “happy balance.”

272 Pounp, Sociar CoNTROL THROUGH Law, 134 (1942).



