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ABSTRACT

This thesis discusses the adaptation and convexgémccorporate governance to
international norms in Pakistan. Pakistan is anetnelveloped but an emerging market
with inefficient legal, regulatory, judicial, institional and governance norms. In recent
times there have been some reforms in the corp@etéor of Pakistan but lack of
infrastructure and a dearth of research were bart@e reform generally. Therefore, this
thesis seeks to identify corporate governance sssuakistan, and discusses analytically
the possibility and effectiveness of convergencedrporate governance to international

norms in Pakistan.

To this end, it focuses on three aspects of comvemy in corporate governance in
Pakistan. First, it discusses the prospects andicappn of convergence in corporate
governance in Pakistan. Second, it analyses dhticciom a comparative perspective,
three core corporate governance issues in Paki$taan.corporate sector in Pakistan is
highly concentrated with an underdeveloped capitatket and inefficient enforcement
mechanisms. The conflict between shareholders aathgement, and shareholderter
seare major issues of corporate governance in Rakigthe former conflict is addressed
by reducing agency cost and the latter by ensumimgrity protection. These conflicts are
analysed comprehensively through comparative studi@rthermore, the market and
judiciary in Pakistan have failed to provide inwastwith protection. This thesis discusses
the reform process in the market and judiciary imleo to improve enforcement
mechanisms. In addition, it discusses the possilnli convergence and effectiveness of
adaptation in these issues. Third, as Pakistan idenlogical country whose constitution
prescribes Islam as the state religion which, in,tprescribes Islamic injunctions as basic
norms, convergence to any foreign corporate goveendeature will have to pass the
litmus test of Islamic norms. Therefore, the theds® identifies the possibility of filtration

of foreign governance features through Islamic reorm

The thesis concludes that the corporate sectorakistan is underdeveloped with weak
investor rights and enforcement mechanisms. Therethierefore, a need to enhance
investor protection in order to improve corporat&@rnance which, in turn, will improve

the economy of the country. In addition, the cosin is reached that in convergence to
Western corporate governance features in Pakiii@mic norms may act as a litmus test

which may not be as problematic as it appearsstdight.
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CHAPTER ONE: INTRODUCTION TO THESIS

1.1 The concept of convergence

Although convergence in corporate governance stdoieg ago’ it achieved momentum

only in recent years after globalization. Efficigncompetition, cross-country investment,
interdependent economies, interrelated economierasts, the enhanced role of
international financial institutions and foreignvestors are the main stimulants for
convergence in corporate governance. In this psottes least developed jurisdictions are
converging to the most developed jurisdictions orporate governance. By contrast,
although different factors force convergence to mhest efficient system of corporate
governance, the presence of certain barriers sachath dependency; complementary
institutions; differences in culture, values, idsgp}, politics and religion; and vested

interests such as families and groups, resultdérptrsistence of divergente.

Berle and Means identified an ownership structdreidely dispersed share ownership in
which the managers control the corporate powersh wgihareholders being largely
powerless. However, this widely dispersed shareholding whitherged in the United
States of America (US) is the exception rather tthennorm in the world. This widely
dispersed ownership structure is mostly limitedh® US and the United Kingdom (UK).
In most of the jurisdictions there is concentratadnership where families, states and
groups dominate the corporate sector. Historiadiliferent corporate governance systems
have developed around the world due to specifigipal, social, economic, cultural and
religious norms. In the new global world the comesrtce in corporate governance is
taking place more rapidly than before. The featwksorporate governance are being
transplanted from one jurisdiction to another irdesr to improve the governance
mechanism. This results in the merging of differeygtems. The question whether this
convergence process will ultimately lead to a fngbdel where other models disappear is
unresolved. Hansman and Kraakman argue that theyst®m of a standard shareholder-

oriented model (SSM) is more likely to succeed oiter rival systems—managerial-

! Mathias M. SiemsConvergence in Shareholder Lg®ambridge University Press, Cambridge 2008) 17.
2 Lucian A. Bebchuk and Mark J. Roe, ‘A Theory offPBependence in Corporate Governance and
Ownership’ (1999) 5&tanford Law Review68-170; John C. Coffee, Jr, ‘The Future as Hystbhe
Prospects for Global Convergence in Corporate Gmarere and its Implications’ (199Blprthwestern
University Law Review®41-708.
% Adolf Berle and Gardiner MeariBhe Modern Corporation and Private PropetiacMillan, New York
1932).
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oriented, labour- or stakeholder-oriented, statended, family or unconstrained control

shareholder models due to its inherent adaptabdigll types of ownership structurés.

Recently, despite the presence of different cotpos&ructures, convergence in corporate
governance is taking place around the world. Gildassifies convergence into three basic
forms which may take place in competitive globalma® First, according to him, formal

convergence occurs where the legal framework o¥engcountry is changed according to
some other legal framework. Second, functional eogence occurs where formal legal
change is not possible but the system is flexiblwugh to respond to changed
circumstances. In this process the system stantsituning differently without change in

the legal framework. Third, contractual convergemakes place where firms adopt a

regulatory framework of some other jurisdictionslenthe terms of a contract.

Formal convergence can be further divided intoahims, namely (1¥le jure (2) de
facto and (3) formal convergence with functional diver§iin de jure convergence the
rules of two systems become the same. It is p@s#ilat inde jure convergence of rules
the corporate governance features in the homedjatisn may not function in the same
way as they do in the host jurisdiction. Howevehew the convergence of rules follows
the functioning of the corporate governance featurethe same way, then such
convergence will bele factoconvergence. By contrast, if both systems workedehtly,
then this will be formal convergence with functibdaversity.

Corporate governance has been compared to a praodadtet where only efficient
governance features surviVéMore efficient features may replace less efficitsstures
through convergence in order to improve the cotgogavernance mechanism of a given
country. This process may continue indefinitelyd amay remain incomplete and transitory

in nature® The process of convergence can be successfusiitaace from barriers to

*H. Hansmann and R. Kraakman, ‘Reflections on the: & History for Corporate Law’ in Abdul A.
Rasheed and Toru Yoshikawa (ed¥)e Convergence of Corporate Governance: PromiseRanspects
(Palgrave Macmillan, Basingstoke 2012).

® Ronald J. Gilson, ‘Globalising Corporate Goverrer@onvergence of Form or Function’ (2001) 49 (2)
The American Journal of Comparative L8&6-7.

® Abdul A. Rasheed and Toru Yoshikaw#e Convergence of Corporate Governance: Promise an
ProspectgPalgrave Macmillan, Basingstoke 2012) 3; lain Mait, ‘Adaptation and Convergence in
Corporate Governance: The Case of Chinese Listeap@nies’(2002) 2 (2Journal of Corporate Law
Studies340.

" Frank H. Easterbrook and Daniel R. Fisfére Economic Structure of Corporate Lédarvard University
Press, Cambridge Massachusetts 1991) 4-8.

® Franklin A. Gevurtz, ‘The Globalisation of Corptedaw: The End of History or a Never-Ending Story?
(2011) 86Washington Law Reviedr5.
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convergence in a given system is avoided. Thergfbris important to adapt foreign

corporate governance features according to logaditions to avoid such resistance.

1.2 Research objectives, issues and questions

This research seeks to identify weaknesses in catg@pagovernance in Pakistan and
different measures to improve it. It aims to carty a three-fold exercise. First, it attempts
to identify the prospects of the process of coneecg in a new world scenario in general
and in Pakistan in particular. Second, it examities application of the theory of
convergence in corporate governance in Pakistaird,Th highlights the problems of
corporate governance in Pakistan, and differentsywayeans and measures to improve it
through the application of the theory of convergeunnder prevailing circumstances in the
country. In pursuit of this third objective, it dypses four core issues of corporate
governance in Pakistan, namely (1) agency cost,ir{¢stor protection, especially
minority shareholders protection, (3) enforcemewbfems, and (4) the role of religion in

convergence to international norms in corporateegmance in Pakistan.

The main research question is to establish thenexenhich convergence to international
norms may help to improve corporate governanceaikistan. In other words, the main
objective of this research question is to see dssipility and effectiveness of convergence
in corporate governance in Pakistan in order toraw it according to international
norms. This question is subdivided into five furtheestions:

1. The extent to which convergence in corporate gaese is taking place and its
future prospects (Chapter Three)

2. The extent to which the agency cost in corporateegance in Pakistan may be
reduced by the application of convergence theohaffer Four A)

3. The extent to which the minority rights may be ioyed in corporate governance
in Pakistan by the application of convergence théGhapter Four B)

4. The extent to which the enforcement mechanism irparate governance in
Pakistan may be improved by the application of evgence theory (Chapter
Five)

5. Whether Islamic influence has a convergent or djeet effect on international

norms in corporate governance in Pakistan (Ch&ptgr



1.3 Research methodology

The research is undertaken mostly with referendeotb primary and secondary sources.
In doing so, four different types of research mdthoare used: (1) explanatory,
(2) descriptive, (3) prescriptive and (4) compamati Explanatory, descriptive and
prescriptive methods are applied when examiningirkernational norms and corporate
governance issues in Pakistan. In particular, apewative approach is used widely in the

thesis to highlight corporate governance issuéxakistan.

Pakistan is a least developed country in the wanld is classified as an emerging market.
Some reforms have been undertaken during the Ipeest tlecades that started the process
of convergence in Pakistan. Some reforms were tadd=r due to different factors, which
include, but are not limited to, the efforts of amtational financial institutions,
globalization, competition and efficiency. Howevethe presence of strong path
dependency forces such as families, groups andsthe put up barriers to such
convergence despite the fact that these reforms imayefit all, including the
aforementioned groups. These limited reforms cowtdimprove corporate governance to
an optimal level. The major problem was the scamitresearch on corporate governance
in Pakistan which misled the role players aboutpbtential benefits to themselves that
improved corporate governance would bring abouerétore, the purpose of this study is
to shed light on the problems of corporate goverearlated to Pakistan and to suggest

improvement.

In pursuit of this objective, the corporate goverwfeatures of different countries will be
examined. Since Pakistan is a common law counthgracommon law countries that have
similar political, cultural, social and religiousrmms will be compared. However, Pakistan
is a former British colony that has adopted thealegegulatory and judicial system it
inherited from its British rulers soon after indagence. The present corporate laws mimic
the laws made by the then British rulers for tloeilonies. Therefore, the main focus of this
comparative study will be on the UK system of cogte governance.

Moreover, Pakistan is an Islamic country whose ttut®n prescribes Islamic injunctions
as basic norms. Islam guides its subjects in eaxch every field, including business
matters. Therefore, every foreign corporate govesedeature has to pass the Islamic test

of acceptability before converging to a system ofporate governance in Pakistan.
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Therefore, the present comparative study will badsiwed by Islamic norms. In this
methodology the objective is not to check each ewety foreign corporate governance
feature in the light of Islamic norms. Instead, thecussion will be limited to an overall
Islamic methodology with respect to the acceptgbitif foreign corporate governance

features in terms of Islamic norms.

The primary sources upon which this research iedasmprise mainly the provisions of
statutes, regulations and codes that are especedlyant to corporate laws in Pakistan.
Other primary sources consulted were case lawlandrinual reports of the Securities and
Exchange Commission of Pakistan (SECP), the stwchamges of Pakistan, Transparency
International, the Federal Tax Ombudsman and th@rntigsted companies in Pakistan,

including those who have foreign listing on ovesssick exchanges.

Secondary sources researched include books, lawglsuand other publications in legal

and related fields, online articles and the topgkeahnewspapers in Pakistan.

1.4 Structure

This research is divided into seven chapters. @napne is the introduction to the thesis.
Chapter Two defines and explains relevant termslamdontext of the thesis, which forms
the basis of subsequent issues to be raised ithésts. Chapters Three to Six are core
chapters, each of which starts with an issue wiscturther divided into several related
sub-issues. Each issue begins with a critical @magnd concludes with recommendations

on how to improve the issue in the light of theaityeof convergence.

Chapter Three discusses the theory of convergemceofporate governance and its
application in Pakistan. It discusses the forms ardpects of convergence in corporate
governance in the country. It analyses a few issu@sspect of corporate governance in
Pakistan, while others that require comprehensiseudsion are analysed in Chapters Four
and Five. Chapter Three also examines analytichfyinternal and external factors that

restrict or enhance the process of convergencakistan.

Chapter Four deals with the specific applicatiorih&f theory of convergence in Pakistan.
The chapter is sub-divided into two parts. Thet fpart discusses agency costs and the

second part analyses critically investor protegtispecifically minority shareholder
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protection in Pakistan. It also examines the pdggiland effectiveness of convergence in

corporate governance in Pakistan in order to imgitv

Chapter Five is a critical analysis of the problefrenforcement of corporate governance
in Pakistan. The objective is to improve the erdatent mechanism in Pakistan in the
light of the theory. In essence, it discusses tleme aspects of corporate governance: (1)
legal, (2) judicial and (3) stock market, which ugg reform in order to improve

enforcement mechanisms in corporate governanceakistan.

Chapter Six examines the effect of religion on paesconvergence in corporate
governance to international norms in Pakistan. &lgd®an is an ideological country whose
constitution prescribes Islam as the state religibe import of any foreign corporate
governance feature will have to pass the litmus eédslamic norms. In essence, this
chapter discusses the role of Islam in corporateg@ance convergence in Pakistan. It has
two aspects. The first aspect is to determine the&sipility of convergence within the
Muslim world which, in turn, may affect Pakistan its convergence in corporate
governance to the Muslim world. The second aspedbilook at the role of Islam in

convergence to a Western form of corporate govesanPakistan.

Chapter Seven concludes with a summary of the itapprecommendations made in the
thesis.



CHAPTER TWO: THE NATURE AND OBJECTIVES OF CORPORAT E
GOVERNANCE

2.1 Introduction

The aim of this chapter is to discuss the natutednjectives of corporate governance. It is
a foundation chapter and focuses more on explaieimys and the context of the thesis. In
particular, the objective of this chapter is tolgs@ and discuss the nature and objectives
of corporate governance in Pakistan. In additibe, dbjective is to examine and analyse
why the present corporate governance system insakhas developed, and what the
problems are that face good corporate governanétakistan. This process will help to

develop corporate governance issues in Pakistagigoussion in the following chapters.

2.2 Corporate governance

The wordgovernanceds a generic term antbrporate governances a specific application
of governance. In generic terms, it may be politiceconomic or organizational
governance. Corporate governance is a subset efriganwce which deals specifically with
governance in the organizational structure of caapons. The wordjovernancesignifies
two things: (1) power and (2) accountability. THere, the conceptorporate governance
signifies: (1) who has decision-making power actmgbehalf of the organization; and (2)

when this power is exercised, how is it subje@doountability.

Corporate governance can be linked to the poifiistory when the first enterprise came
into being to conduct commercial activities; in ethwords, it is as old as the creation of
the first economic activity in the form of a pantsieip. The issue remained part of policy
in the form of statutes in history, including comgpdaw, but drew the specific attention of
policymakers in the recent past when there wermwsrfinancial crises even in well-
governed jurisdiction$.Since that time, there has been a special focusgisiation and
non-statutory codes.

Corporate governance can be defined either in adoor a narrow sense. In its broader

sense it includes broader categories of interest ag the interests of employees, creditors

! Ronald J. Gilson, ‘Corporate Governance and Ecéné&fiiciency: When Do Institutions Matter?’ (1996)
74 Washington University Law QuarterB27.
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and the public, besides those of shareholders amttors. For examplegorporate
governancehas been defined in the OECD Principles of Comgofaovernance in its
broader sense: in its preamble, it defines the eyoinas ‘corporate governance includes a
set of relationships between company’s managenieweyd, shareholders and other

stakeholders’.

In the narrow sense, the focus is on the idea affestolder value. In this sense, corporate
governance is essentially applied to ensure thatompany acts on behalf of its
shareholders and increases the value of their imezg. Therefore, in this sense the entire
decision-making and accountability process hasetiteresult of shareholder value, which
is both profit maximization and an increase in shaalue. For example, R. La Porta, F.
Lopez-ed-Silanes, A. Shleifer and R. W. Vishny (M)Shave defined the term in its
narrow sens€. According to them, corporate governance is ‘ao$ehechanisms through
which outside investors protect themselves agamgropriation by the insiders.” The
corporate governance mechanism thus provides amaas® to investors that they can get

a return on their money, either in the form of wdknd or interest with capital retutn.

The present version of the UK Corporate Govern&@umde does not contain a definition of
the concepftcorporate governanceHowever, the same concept was defined in the old
version of the code known as t@adbury Codewhich was issued in 1992. The Cadbury

Code defined the concept as follows:

Corporate governance is the system by which coreparie directed and controlled.
Boards of directors are responsible for the govew® of their companies. The
shareholders’ role in governance is to appoint ttectors and the auditors and to
satisfy themselves that an appropriate governanactsire is in place. The
responsibilities of the board include setting tloenpany’s strategic aims, providing
the leadership to put them into effect, supervighg management of the business
and reporting to shareholders on their stewardsfipe board’'s actions are subject

to laws, regulations and the shareholders in gehereeting’

The Code of Corporate Governance in Pakistan (mafter ‘the Code’) does not

provide any definition of the term. However, thdanual of Code of Corporate

2LLSV, ‘Investor Protection and Corporate Goverra&r{2000) 58Journal of Financial Economics.
% A. Shleifer and R. W. Vishny, ‘A Survey of CorpteaGovernance’ (1997) 52 (Zhe Journal of Finance
738.
* ‘Financial Aspects of Corporate Governance: ThetDay Code’ 1992.
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Governance in Pakistaronly refers to the definitions given by the CadbReport,

OECD Principles, Kenneth Scott of the Stanford L8shool and the International
Chamber of Commerce. The objectives of the Codevageie. They include both a
shareholder value governance system and a staleehgddernance mechanism. The

code does not provide the clear objectives it itseio achieve.

2.3 Theory of the firm

Corporations under state control were first orgaghithrough a charter from the sovereign.
This concession theory of the firm states thatdteation of a firm was due to an official
grant from the stat®This theory has become redundamiostly due to the right of the
entrepreneur to create an incorporated body assegpto a privilege granted by the
sovereign and, consequently, the involvement ofigbei capital, and also the self-

regulatory nature of firms.

A firm has been described as a form of politicainderacy or private governmehitn
other words, firms are sometimes calkathi democraciesin which shareholders are the
voters and the managers are the elected representaf the shareholdet$ This political
theory of the firm is also old-fashionét.A firm is not primarily designed as, or
compatible with, a democrac§The hierarchical structure of firms requires diticie and
obedience to economic policies from the tdmhich is considered a barrier to democratic
control!* The theory is also at odds with basic democratiwjples in many respects. The
presence of different voting rights in firms whetereholders have either enhanced voting
rights, say for instance, four votes per sharehawe shares without voting rights is

undemocratic in its very nature.

®> The SECP issued tt\anual of Corporate Governande explain the code and its objectives.
® Mark M. Hager, ‘Bodies Politic: The Progressivestdiy of Organisational “Real Entity” Theory’ (1989
50 University of Pittsburgh Law Reviebv9.
" Jennifer Hill, “Visions and Revisions of the SHawkler’ (2000) 48American Journal of Comparative Law
20.
8 Earl Latham, ‘The Body Politic of the Corporatian’Edward S. Mason (edyhe Corporation in Modern
Society(Harvard University Press, New York 1960) 218.
® Justice Michael Kirby, “Legal Departures”: NewrBctions’ (1994) 10 (1fompany Director: The
Journal of the Australian Institute of Company Ri@'s 20.
19R. M. Buxbaum, ‘The Internal Division of Powers@orporate Governance’ (1985) Talifornia Law
Reviewl671.
1 Hill (n 7) 20.
12 Charlotte Villiers European Company Law: Towards Democra48hgate Publishing Limited,
Aldershot 1998) 194.
¥\W. EbensteinToday's Ismg3“ edn, Prentice Hall, 1961) 162.
!4 Ralf DahrendorfClass and Class Conflict in Industrial Soci¢Boutledge & Kegan Paul, London 1959)
138.
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A firm was not regarded as a separate entity frisnowners until the case &alomon v
Salomonwas decided™ In this case the House of Lords held that ‘the pany was duly
formed and registered and was not the mere “abasigent of or trustee for the vendor’.
Lord Halsbury L.C. said that ‘once the companyeigally incorporated it must be treated
like any other independent person with its rigimd Babilities appropriate to itself’. Before
this case, it was not clear what the difference betsreen a company and a partnership as
far as legal personality was concerned. After Belomoncase the company was
considered a separate legal entity independent itioshareholders. This real entity theory
prescribes that a firm exists independently frosnnitembers® shareholders do not own
the firm by merely holding sharé§.This theory further states that the firm is not a
collection of persons, but rather a collection @ipital. The corporate vote that is
associated with one share, one vote does not esgrasperson, but rather a share and
persons are irrelevafft. The real entity theory, however, legitimize bigismess,

centralized management and the passivity of shitetsin corporate governante.

The aggregate theory, in contrast, prescribes bblters as owners. Beach JRa Humes
Ltd held that ‘the books and property of the corporatieally belong to shareholders and
the reality cannot be overthrown by the fictionlaiv that a corporation is an artificial
person or entity separate from its memb&tFhis theory is close to the classical view of
the firm in which a firm was regarded as being elts a partnership, and there was no
separation of ownership and control.

According to contract theory, a firm is simply ofeem of legal fiction which serves as a
nexus of implicit and explicit contracts betweefffedent actors, including shareholders,
directors and other stakeholdétBainbridge has different views on the contrachalire

of the firm and says that the firm is not a nextisamtracts in itself, but rather a nexus of

contracts in which the nexus is provided by therthad directors™

!> Salomon v Salomdi897] ACHL 23, 30.
'8 Hager (n 6) 580.
" Re Humes Lt{1987) 5 ACLC 67.
'8 Hager (n 6) 652.
9 Morton J. Horwitz, ‘Santa Clara Revisited: The Blepment of Corporate Theory’ (1985) 8&st
Virginia Law Review223.
“°Re Humesn 17).
2L Michael C. Jensen and William H. Meckling, ‘Thearfythe Firm: Management Behaviour, Agency Costs
and Ownership Structure’ (1976) 3 @hurnal of Financial Economic8-9.
22 Stephen M. Bainbridg&he New Corporate Governance in Theory and Pradtiodord University Press,
New York 2008) 24.
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The real entity theory and contract theory of tine fnegate the aggregate theory. The real
entity theory postulates that the firm is a legality separate from its members and that
mere shareholding does not make them the ownedtgeqiroperty of the firm. In contrast,

the contract theory describes a firm as nothingaboexus of contracts between different
stakeholders. Its focus is on all stakeholders, v@ln® connected through a web of
contracts, instead of shareholders alone who amsidered owners under the aggregate

theory.

The contract theory also rejects the legal conoépihe firm. According to this theory, a
firm is not primarily a separate legal entity, bnather a nexus of contracts between

different stakeholders which focuses on their edés by virtue of contracts between them.

As far as the contract theory of the firm is coneet, the constitution of a firm prescribes a
standard contract in which the rights and liala$tof the parties are determined. However,
contracts never dominate the firm as far as itsllpgrsonality is concerned. A contract
cannot hold property nor can it sue or be suedchvare the main characteristics of the
legal concept of a firm. The contract theory mayllvehange the whole scenario of
corporate governance but it has to encompass tige raf conflicting firm components in

order to be accepted by all its critfCs.

2.4 Theories of corporate governance

Academics have presented several theories regacdipgrate governance. In each theory

the power and prevalence of the interests of raelegeups are given priority over others.

The stakeholder primacy theory recognizes the esteof all stakeholders, including
shareholders, managers, directors, creditors angogaes. This theory states that the
interest of the entire stakeholder body should @iteand they should have some role in
matters of governance. Proponents of this theoayesthat the firm is an economic
institution that has both social service and profaking functions. According to them, the
function of a firm is not confined to profit maxieation for the shareholder, but extends to

securing jobs for employees and better-quality pet&l for consumers, and to performing

2 William W. Bratton, Jr, ‘The New Economic Theorfthe Firm: Critical Perspective from History’ (188
89) 41Stanford Law Revied527.
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its corporate social responsibilfy There is currently an academic debate on whelteer t
function of the firm is to increase shareholder Mrear on whether the managers are
bound to serve in the interest of all stakeholderd society as a whole. The former is
calledproperty theorywhile the latter is termeentity theory? In property theory there is
a dispute about the wealth maximization of the ehaliders. The Michigan Supreme Court
in Dodge v Ford Motor Companlyeld that the directors were supposed to workther
benefit of the company’s shareholdef®.They are bound to maximize the wealth of
shareholders instead of the employees or societyeder, there is a conflict as to whether
profit maximization is the basic objective of therf and whether the directors have any
legal duty imposed on them to maximize the prdfihe shareholders.At least in the UK
there is no legal duty on the directors to maxintieewealth of the shareholders. In recent
times the entity theory is also gaining some acadairention?® However, debate over the
social role of the firm is unresolvéd Nevertheless, companies in the modern era spend

some money on their social responsibilities.

According to the shareholder primacy theory, shalddrs are real owners and residual
risk bearers. They are residual risk bearers instese that their investment is locked in
and they cannot take their money back from the @mpexcept that they can sell their
shares in the market. Furthermore, they are pait] #md sometimes even paid nothing,
when the company becomes insolvent. Therefore,tiigisry suggests that the managers
should focus the interests of the shareholdfers.

Keay argues that both shareholder primacy and [stdédker primacy have major
shortcomings®' According to him, shareholder primacy is not apatile in commercial
terms due to the control and powers of the managemmeer the firm. He argues that
stakeholder primacy is defective in the sense thas difficult to define who the

stakeholders in the company are and how the maregamto balance the interests of the

24 E. Merrick Dodd, ‘For Whom are Corporate Managemsstees?’ (1932arvard Law Reviewl148.
% William T. Allen, ‘Our Schizophrenic Conception thfe Business Corporation’ (1992ardozo Law
Review264-6.
% Dodge v Ford Motor C9.170 N.W. 668 (Mich. 1919).
27's. Worthington, ‘Shares and Shareholders: PropBawer and Entitlement (Part 2)’ (2001) 22 (2)
Company LawyeB807.
% Lynn A. Stout, ‘Bad and Not-So-Bad Arguments ftiaBeholder Primacy’ (2002) outhern California
Law Reviewl209.
% Leo E. Strine, Jr, ‘The Social Responsibility afa8d of Directors and Stockholders in Change oft@bn
Transactions: Is there Any “There” There?’ (2008)Sbuthern California Law Revietd 70-3.
%0 Alan Dignam and Michael GalaniBhe Globalization of Corporate Governan@shgate Publishing
Limited, Farnham 2010) 48.
1 Andrew Keay The Corporate Objective: Corporations, Globalisatiand the LawEdward Elgar
Publishing Limited, Cheltenham 2011) 171-3, 230.
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wide constituency of stakeholders. He further asgubat resolving shareholder
opportunism may lead to the more serious problerstafeholder opportunism. He has
presented an alternative theory, namely, the entayimization and sustainability (EMS)
theory. According to him, managers must focus @nsiinccess of the company as a whole
and the wealth maximization of the company as dityerde further argues that all the

people and groups who have invested in the comglaoyld benefit from the company.

The problem with the EMS theory is that it focusesthe same wide constituency of the
stakeholder model. Keay differentiates between EMS theory and the stakeholder
theory. He explains that the managers in EMS wiifgr the interest of the entity at the
cost of any of the stakeholders instead of creatingalance between the interests of
different stakeholder¥ Nevertheless, the problem will still remain foetmanagers as
they have to decide whose interest is to prevaémitiere is a conflict of interest between
different stakeholders, even in those cases wherenanagers are supposed to act with the

sole objective of ensuring the success of the compa

The fact that the shareholder may suffer more éncise where the company fails and may
also benefit more if the company succeeds, impghas they can be the best monitors of
the company. Therefore, their interest, as far asitoring of the company is concerned,

should prevail over other stakeholder. Though sealars are doubtful that there is any
legal duty on the directors to maximize the wealtlshareholder®® nonetheless, one of

the objectives of the company is to maximize thaltieeof the shareholders. Investment in
the company, in most cases, is primarily meanntwace it. Therefore, it can be said that,
at least, there is moral duty on the directors mrahagement to maximize the wealth of
shareholders. As the moral duty cannot be enforttesiefore, the essence of shareholder

primacy theory may be, at least, to give more pswéraccountability to the shareholders.

Proponents of the director primacy theory belidhat the directors have sovereignty over
the company and that the company is controlledheydirectors who have the ultimate
right of fiat. Shareholders have powers of accduhtg in the form of votes attached to
the shares. The directors pursue shareholdersiesitedby maximizing their wealth.
Bainbridge is the main advocate of the directomagy theory®* He claims, though, that

this does not explain everything about corporateegtance but that it is more relevant

%2 Keay (n 31) 229.
% Worthington (n 27B07.
% Bainbridge (n 22) 10-16.
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than any other prevailing theory. However, the probwith this theory is that giving more
powers to directors may lead to self-dealing at tust of the company and its
shareholders. Shareholders have powers of accolitytabthe form of votes but it is not
feasible and cost-effective to call all the shalééis, at least of public listed companies,
for every decision, which provides directors wittportunities to act in their own interests

instead of that of the company.

According to the team production theory, preserigdBlair and Stout, the directors of
public corporations act to maximize the joint wedfeof all stakeholders of the firm,
including  shareholders, managers, employees, oredit and the local
community>*According to them, the function of the firm is ronited to resolving the
agency problem between shareholders and the manafee authors also presented a
model to resolve the conflict of interest betwedfecent stakeholders. According to this
model, all the stakeholders will relinquish theghts over the assets. Control over the
assets will be exercised by a mediating hierarohyhich the board of directors will sit at
the top. This hierarchy will have absolute autlyoover the use of assets and with the
protection of law over interference by team memb&he mediating hierarchy will work
for the benefits of the team as a whole insteadndy the shareholders as owners. The
function of this mediating hierarchy will be to aedmmate the activities of the team
members, distribute the benefits accrued from thedyction and to mediate internal
disputes over the allocation of such benefits. Tthisory is equivalent to stakeholder
theory, as both have the common objective of sating the interests of all stakeholders.
In addition to this, this theory also proposes nmoeers to the directors which may allow

them to proceed with self-dealing at the cost beoteam members.

The shareholder primacy theory can be justifiedavigs other theories. As far as the
stakeholders such as creditors and employees aeemrwed, their interest is protected
through various contracts with the firm, whereasrsholders are exposed to the
incomplete contractual nature of corporate lawtlt@more, the interest of creditors and
employees is protected through various bankruptoy employment laws, and mutual
contract between the firm and other stakeholdersdi@rs do invest capital but their
capital is not locked in as is the shareholdergitahinvestment. The creditors can take

back their capital under different circumstancekeyl are also given priority over the

% Margaret M. Blair and Lynn A. Stout, ‘A Team Pration Theory of Corporate Law’ (1999) 85 (2)
Virginia Law Review251.
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shareholders at the time of liquidation. Employdesyever, invest human capital in the
company but their matters are dealt with under rotegulations which do not fall within
the ambit of company law. Employees are also swgapés act under the control of the
management to maximize profit for the sharehold€&€hss creates a conflict of interest
between the employees and the shareholders. Téwartiical relationship between the
employees and management regards employees asghthir place outside the
company®® Shareholders are residual claimants and therdfiene may suffer more in the
case of failure of the company as they are paidatser fulfilling all the liabilities of the
company. As the success and failure of the compadi®gt shareholders more than any
other stakeholder, shareholders may thereforev@gn enhanced role in the governance
in the form of accountability of the managementaiKadmits that although there are some
deficiencies in the shareholder primacy theorys itnore workable than the stakeholder

primacy theory’’

Moreover, the director primacy theory may not solhe problems in concentrated
structures such as Pakistan where the conflict as between shareholders and the
directors, but rather between shareholdater se majority and minority shareholders.
Since the controlling shareholders also control dliectors, there is therefore a need to
solve the problems between shareholders. In faetetis a need to strike an appropriate
balance of the distribution of power and accoutitgbbetween shareholders and the
directors, and shareholdearger se This may lead to good governance and objectivat t

corporate governance may intend to achieve.

2.5 Objectives of corporate governance

2.5.1 Accountability

Accountability is linked to power. In the modernrfoof companies, especially companies

in the public domain, it is not feasible to givenmss to shareholders to decide in each and
every matter of the company. Therefore, the povaeesdelegated to a group of people

selected by the shareholders. When the power engiv the board of directors, then they

must be made accountable. Since shareholdersarewsers, the board must therefore be
accountable to the shareholders. The removal ofol-performing director is one

% Villiers (n 12) 193; Alan GewirtiThe Community of Right&/niversity of Chicago Press, Chicago 1996)
266.
%" Keay (n 31) 173.
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mechanism of accountability; for example, in the thi€ directors control all the powers of
a company yet, at the same time, there is an aasg$s for their removal. A director can
be removed at any time by a simple resolution afelmolders. Accountability is not only

linked to directors, but also to controlling shaskelers. Controlling shareholders may also
expropriate company funds by virtue of their pasitifor instance, they may enter into a
contract with the company that is not at arm’s teng other words, they may approve a
contract that is not according to market value #vat favours them at the cost of the
company and, consequently, the minority sharehsldEnerefore, the whole concept of
accountability in corporate governance is direlitiged with the powers of shareholders to

hold directors and controlling shareholders accallet

Fiduciary duties, court overview through petitidraggrieved shareholder and shareholder
actions are other forms of accountability that present in the form of the formal legal
framework® Furthermore, accountability can exist outside tegal framework; for
instance, codes make provision for accountabitigt ts not implemented in a formal legal
way. The code requires disclosure which helps $lodders to take actions and also
facilitates dissident shareholders, if they aresatisfied with management, to exit through
the sale of their shares in the market. The takeisva form of accountability in the sense

that the successful bidder may remove non-perfagrdirectors.
2.5.2  Financial performance

Whether good governance will improve financial perfance is an unresolved and a
difficult question. There are different indicatofsr performance of firms and stock
exchanges. Stock price, return on capital (RO@hd return on asset (ROR)may be

evidences for firm performance, whereas stock markkces may be evidences for stock

market performance.

No doubt, financial performance is evidence of twecess of companies and good
corporate governance has always been linked terbfetiancial performance. However,

empirically, it is difficult to show what the concteon or what the causality is. Many

¥ These accountability mechanisms will be discussézhapter Four, section B.
% |n simple terms, ROC means the return that a kbéter may get, either in the form of a dividendsbare
increase after a certain period and provides aepémge of shareholders’ capital.
“%'In simple terms, ROA, or return on investment (R@hows how much the assets of a company are
profitable, in other words, how efficient the maeagent is in generating profit from the assets @& th
company.
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studies have been conducted into the effect of icplar component of corporate
governance on financial performance in which sommponents have been shown as
positively related to financial performance and sonegatively related. Furthermore,
specific measures of governance may show somelatbore with financial performance,
but the relationship of the overall governance megm with financial performance is
unresolved! It is also difficult to establish to what extenh andividual, specific
governance feature has affected overall financgafgomance. Besides these governance
mechanisms, there are other factors that may affeancial performance. There are
endogenous and exogenous forces that affect thesfiperformance; for instance, the
share price of a firm may be affected by otherdecsuch as overall political, economic or
security issues. A series of domestic and globaidents may affect share prices in the
market, and may also affect the market index. Thesternal factors that affect
performance are exogenous factors. In the realnenofogenous forces is the overall
corporate governance structure of the companyxXample, the way in which the board of
directors is structured; the distribution of powbetween shareholders and the directors;
an effective market mechanism for disciplining rperforming companies; statutory
governance mechanisms; and enforcement mechani$hesefore, determining and
establishing the relationship between particularpomte governance features and
financial performance is problematic as it is nasye to separate the effect of both
exogenous and endogenous forces; in other wordsdifficult to establish a causal link

between financial performance and overall goveraammponents’

MacNeil and Li argue that investors are more camegr with performance than
compliance with good governance practices. If camgsmare performing, then investors
may ignore compliance with specific governanceuiest* However, caution is required
in adopting such an approach to underdeveloped etgarkuch as Pakistan. No doubt,
financial performance is important to investors thyterforming companies follow good
governance practices, it may act as a disciplimmezhanism for other companies. This
may create a culture of compliance to good goveragmactices which in turn may boost
investment. In addition, as discussed earlier, esiacdirect linkage between specific

“1 Eddy Wymeersch, ‘The Corporate Governance “Cofl@oaduct” Between State and Private Law’
(2007) Working Paper Series, WP 2007-07, 21.
<http://papers.ssrn.com/sol3/papers.cfm?abstraxt 0B2596> Accessed 20.12.2013.
“2 Sanjai Bhagat and Brian Bolton, ‘Corporate Goveoesand Firm Performance’ (2008) ddurnal of
Corporate Governanc272.
“3 Jain MacNeil and Xiao Li, “Comply or Explain”: M&et Discipline and Non-compliance with the
Combined Code’ (2006) 14 (®orporate Governancén International Review94.
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governance features and financial performance d¢dmmalemonstrated, compliance with
overall good governance practices in underdevelopadkets such as Pakistan is therefore
important as this may enhance investors’ confidefi¢es, in turn, provides investment

and incentives for poorly performing firms and $tocarkets to perform.

2.6 Structures of corporate governances

2.6.1 Dispersed ownership or market-based governaastructure

In this structure shareholders are dispersed. Tdrere any action on the part of
shareholders is problematic in the sense thatnbideasible to call, gather, discuss and to
convince all the shareholders at the same time.dtso costly and sometimes impractical
to do so. Therefore, problems with collective attiand the apathetic attitude of
shareholders is a basic feature of this kind afcstire** The majority of shareholders who
have small equity ownership are not interestedorparate actions as they feel that the
cost incurred by such action may exceed potentalebts. This allows managers to
manipulate corporate decision-making. They corttielagenda of meetings and the proxy
mechanism, which further weakens shareholders aidfitThese problems led the market
to play its role in corporate governance. The dgwelent of dispersed ownership is not a
universal phenomendfi,and is mainly limited to the US and the UK. In tfest of the
world there is a dominance of concentrated ownprshuctures with families, the state
and groups holding and controlling the corporatdae These groups, families and states
are considered the best monitors of managementtalubeir control over the firms.
However, this does not mean that the dispersed vipestructure is an inferior monitor
of the performance of mangéYsOver time, different mechanisms have developeslizh
governance systems in which the managers are meditind held accountable. The role
of the market is very important in this regard. évdloped and active market can punish
non-performing firms and their managers. Takeoverstitutional investors, minority

rights, enforcement mechanisms and strong regslai@ powerful features of the market

L. C. B. GowerGower's Principles of Modern Company L&th edn, Stevens, London 1979) 553-4.
“5 John Cubbin and Dennis Leech, ‘The Effect of Shalding Dispersion on the Degree of Control in
British Companies: Theory and Measurement’ (1983)1®e Economic Journ&55.
“°R. La Porta, F. Lopez-ed-Silanes and A. Shlei@orporate Ownership Around the World’ (1999) LIV
(2) Journal of Financet74.
“"H. Demsetz and K. Lehn, ‘The Structure of Corpe@tvnership: Causes and Consequences’ (1B#5)
Journal of Political Econom§155.
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to protect investors, and to monitor and hold mamagccountable. Therefore, a dispersed

ownership structure is also known amarket-based governance mechanism

There are different views on the development ohsusystem, particularly in the UK and
the US. Roe argues that it was not economic effayiebut rather political forces and
historical developments that led to dispersed oshiprin the US? This is not, however,
the main explanation of dispersed ownership elsesyhat least not in respect of the
evolution of the UK system of dispersed owner$fiifthe strong legal protection of
investors provides greater security of propertyntsgagainst political interference and,
empirically, such protection is associated witheefiive corporate governance which is
reflected in dispersed ownership and a developetkeni® Cheffins argues that the law
was not the main factor in the evolution of thepdised ownership structure in the UK.
According to him, alternative institutional structs also played their role. He further
argues that the financial and social environmehis;tradition of self-regulation; and the
independent, professional and impartial judiciasrevthe main factors that contributed to
this structure in the UR? In the absence of this institutional structurehia UK, the legal
environment can be the driving force for effecto@porate governance where investors
can invest with confidence even with small invesitee Legal protection against
expropriation by insiders gives investors conficdeaad they spread their finance without
any reluctance, which leads to dispersed ownerstripctures. This phenomenon also
stimulates the development of the capital markef.investors are not provided with
strong legal protection, they will be reluctant® minority shareholders and will prefer to
be block holders as protection against exproprniafidDifferent writers have described
different reasons for the evolution of dispersechemship. However, legal protection is

still a dominant force in such a development.

Market discipline plays an important role in juidttbns with dispersed shareholdings.

The way the UK Code of Corporate Governance is émginted in the UK shows the role

“8Mark J. Roe, ‘A Political Theory of American Corpte Finance’ (1991) 9Columbia Law ReviewO.
9 1ain MacNeil, ‘Adaptation and Convergence in Cagie Governance: The Case of Chinese Listed
Companies’ (2002) 2(2)ournal of Corporate Law Studi@®3.
VLLSV (n2) 24.
*1 Brian R. Cheffins, ‘Law, Economics and the UK'stm of Corporate Governance: Lessons from
History’ (2001)Journal of Corporate Law Studi&9.
*2Brian R. Cheffins, ‘Does Law Matter?: The Sepamatf Ownership and Control in the United Kingdom'’
(2000) ESRC Centre for Business Research, Uniyas§iCambridge, Working Paper No. 172, 37- 40
<www.cbr.cam.ac.uk/pdf/WP172.pdf > Accessed 20aP32
3 LLSV, ‘Legal Determinants of External Finance’ @@ LIl (3) The Journal of Financ&149.
% John C. Coffee, Jr, ‘The Future as History: Thespects for Global Convergence in Corporate
Governance and Its Implications’ (1999) I98rth-Western University Law Revié44.
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of market discipline. This code is annexed to tktnlg rules but does not form part of it.
The code is part of soft law and not part of trgaldramework. The code is introduced on
a self-regulatory basis, and is based on the ‘cpmpéxplain’ principle. This is applicable
to companies that have a premier listing on thedoonStock Exchange (LSE).The
listing rules of the LSE require conformance witte tcode. Companies are required to
comply with the code or explain themselves in tlasec of non-compliance. United
Kingdom Listing Authority (UKLA) listing rules, hoewver, require that certain information
associated with the code be disclosed, and nond@mep may be sanctioned in the form
of public censure, fine or suspension in termshefWKLA Listing Rules regulated by the
Financial Services and Markets Act, 2000. As tloariply or explain’ principle is designed
on a self-regulatory basis, there is thereforesmumption that the market will monitor the
compliance with the code or accept non-compliammeyided the reasons for non-
compliance forwarded by the companies are reaspnplstified. The market may
discipline companies for non-compliance in the fasfra reduction in the share price of

the company which may consequently increase thieot@sipital®®

2.6.2  Concentrated ownership or block-holder goverance structure

In concentrated governance systems, shareholdensrotofirms through different
techniques. Firstly, they may control a firm throusfl% or more shareholding. Secondly,
they may hold shares with enhanced voting rightsretbly they control the firm by holding
fewer shares but more voting powers. Thirdly, thegy control the firm through a
pyramid structur¥ whereby they hold the most shares in the holdompany and fewer
shares in subsidiary companies, and exercise toairol through the holding company.
Fourthly, they may control the firm through crossueholdings whereby they control
different groups of companies with different famityembers through shareholding in
different companies or they control a company tgloaontrolling another company who
has shareholding in the first company. In simplente cross-shareholding is a subset of
the pyramiding structure. Concentrated shareholdsiga worldwide phenomenon,
including in continental Europe and Asia. Finanamérmediaries such as banks and other
financial institutions may play an important ratesuch a system. When investors feel that
they are not secured through direct investmeny; itneest through financial intermediaries

such as banks. Banks play an important role asstet.

> See LR 9.8.6R (5 and 6) of the Financial Condugharity.
6 MacNeil and Li (n 43Y486-96.
" See Annexure |.
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There are many reasons for the development of sysiems. One of the reasons is that if
legal and governance systems do not provide inkesie minority shareholders with
protection, these shareholders control firms inftren of concentration of ownership.
Expropriation and private rent-seeking by contngllishareholders and managers is more
common in such a system. However, there are adyesitto such a system. From the
investors’ perspective, shareholders can have rbditect monitoring of management.
From the management’s perspective, the managesaabf firms focus on the long-term
benefits of the investment as against the marketreg system where managers focus on

the short term to avoid market sanctiohs.

2.6.3  The governance structure of state-owned enfaises

This is, in fact, a subset of concentrated ownersiuit it is different in the sense that the
state is the controlling shareholder as well asrédggilator. The system is less likely to be
efficient as it is hardly possible for a regulatorregulate and punish itself. In socialist
economies and some underdeveloped countries, ingliRbkistan, substantial parts of the
economy are run through state-owned enterprise€$p@Politicians retain control of
firms, either directly through state ownership wdirectly through regulations. They are
sufficiently powerful to resist any reform and e thestatus quowhich may be less
efficient® but beneficial for them.

This phenomenon has been changing over the pagtd&@8 or so for many reasons. The
failure of socialism, the financial crisis in Asaad the recession almost all over the world
triggered the attention of host countries and magonal bodies to improve governance
structures of poorly performing countries. Interoa&l financial institutions provided a

series of loans to developing countries with amafagenda as a condition of a loan. The
reform agenda includes the corporatization of SBH$ese reforms reduced state control
over these enterprises which used to be run burageadly. In Pakistan, though the state
had transferred some of its shareholding to theggpublic, it still has significant control

over the newly corporatized enterprises.

%8 |a Porta, Lopez-ed-Silanes and Shleifer (n 46) 511
% Coffee, Jr (n 54) 648-9.
%0 Curtis J. Milhaupt, ‘Property Rights in Firms’ @8) 84 (6)Virginia Law Reviewl 145.
®1 Barry Metzger, ‘International Financial Institutis, Corporate Governance and the Asian FinanciglsCr
(2003) Draft Chapter for the Ecology of Corporatvérnance: The East Asian Experience
<http://papers.ssrn.com/sol3/papers.cfim?abstrac38i2lB840> Accessed 20.12.2013.
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2.6.4  The governance structure of family-based emerises

This is another subset of concentrated ownershipthis structure, families hold and
control a major part of the economy and therefaikort the governance structures that
benefit them. Chaebol in Korea and Keiretsu in dapee examples of this form of
governance structure®’ Chaebol is a Korean enterprise group controlledabgingle
family, who control firms through different form$ yramiding, interlocking shareholding
and substantial amounts of share ownership. Thiststing of firms has a negative effect
on corporate governance. These families perform dhal role of management and
monitoring, which causes poor internal governaitese path dependerityorces resist
reform$* that could check and monitor their pow&t&his phenomenon is also common
in developing countries, including Pakistan, whizmailies hold, and even control, listed

firms.

These families are normally involved in politics @lave direct connections with
politicians. They use their relations to presetvestatus quas poor governance benefits
them. In such a system some shareholders haveotoh#t is disproportionate to their
ownership. They control the management and thezebirol the whole firm. The directors

normally belong to the family or close associated @®main on the board at their pleasure.

2.6.5 Which system is better?

There is no ideal system, as all systems have srand demerits. Concentrated ownership
iIs considered more vigilant than dispersed ownprsts controlling shareholders have
enough equity to monitor, control and to hold maragccountabl®. However, they may
receive private benefits of control at the costhef minority shareholders. They may act in
a dual character and this provides them with opdties to expropriate the funds of the

firm as they are the looters as well as the maositén the state-owned governance

62 Ungki Lim, ‘Ownership Structure and Family ContiolKorean Conglomerates’ (200thternational
Finance Reviev@79.
% Forces that preserve teatus quare callecpath-dependentin common interpretations, path dependence
mean that current and future states, actions asides depend on the path of previous states,recto
decisions.’ See Scot E. Page, ‘Path Dependenc@§Quarterly Journal of Political Scienc@8.
% Hideaki Miyajima, ‘The Performance Effects and &etinants of Corporate Governance Reform in
Japan’ (2005) in Masahiko Aoki, Gregory Jackson dittkaki Miyajima (eds)Corporate Governance in
Japan: Institutional Change and Organisational Drisigy,
<http://papers.ssrn.com/sol3/papers.cfm?abstrax81i@347> Accessed 20.12.2013.
®5E. Lee and K. S. Park, ‘Determinants of the CoapoGovernance of Korean Firms’ (20@)rporate
Ownership and Control Journawizard.korea.ac.kr/user/aicg/data/kyungsuh4.pgefeessed 20.12.2013.
% Coffee, Jr (n 54) 648.
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mechanism, the state acts both as a regulatoregndatee. It is less likely that the state
will punish itself. Similarly, families are conttwlg shareholders in family-owned

structures. In most cases these families and galis have common interests as families
are directly involved in politics or finance potisil parties to act for their benefit. In this
situation it is less likely that they will favoueform agendas whose objective is to
introduce good corporate governance. There are sauwantages to the concentrated
system. Firstly, the controlling shareholders asedymonitors of managers as they can
remove non-performing managers. Secondly, as tmaiés finance firms mostly from

their own resources and have substantial equigy thay therefore focus on return on
Asset (ROA) and return on capital (ROC). This may,turn, benefit the minority

shareholder as well.

However, the managers in a dispersed shareholdisigra have more opportunities to

expropriate the funds of the firms as small dispeishareholders do not have incentives to
monitor the activities of the managers. The bemeéiy not be commensurate with the cost
that may be incurred for such monitoring. Howewdspersed shareholding is the result of
a developed market. This developed and active rhade monitor the managers, and can

punish them through market forc¥s.
2.6.6 Religion

Normally, religion has nothing to do with corporatevernance issues but if a country is
ideological, then religion may have an effect ancibrporate governance. Roe believes that
the development of corporate governance systeragpafticular country depends upon its
political and ideological conditiorf§.The culture and ideology of a country also detaemi
the choice of corporate law and governance mecimfiisislam is regarded as a practical
religion which determines and guides its subjeateach and every field of life. Islam is
not restricted to a few rituals, but it extendsthe whole life of Muslims. It has also
established broad principles for conducting busiraesl business ethics.

" Demsetz and Lehn (n 47) 1155.
% Mark J. Roe, ‘Political Preconditions to Sepami®wnership from Corporate Control’ (2000) 53 (3)
Stanford Law Review03.
% Lucian A. Bebchuk and Mark J. Roe, ‘A Theory offPBependence in Corporate Ownership and
Governance’ (1999) 53tanford Law Review68 and Amir N. Licht, Chanan Goldschmidt and 8haH.
Schwartz, ‘Culture, Law and Corporate Governan2B0§6) 25International Review of Law and Economics
253.
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The constitution of Pakistan is Islamic. Religion dominant in the social, cultural,
business and politics affairs of the country. TranS€litution of Pakistan recognizes Islam
as the state religioff.Furthermore, the constitution provides two safegsidor protecting
the Islamic spirit of the country. Firstly, it priaes that all existing laws shall be brought
in conformity with the injunctions of Islam as lagbwn in theQur'an and Sunnah
Similarly, it provides that no law shall be enactkélt is repugnant to such injunctiofis.
To check conformity of laws with the injunctions ddlam, it established different
institutions? that ensure compliance with these provisions efdbnstitution. Under the
directions of these institutions, the governmenteguired to take the necessary steps to

bring the law into conformity with the injunction$ Islam.

Pakistan, being an Islamic state, may drive ite@te governance mechanism from
Islamic norms. However, historically, this remainmdy a weak force. Pakistan inherited
its corporate laws from British rule due to coldnigluence but historical circumstances
developed the corporate sector, which differs ftbat of Britain. Nevertheless, owing to
recent developments around the world in generalRaldstan in particular Islamic norms

may still play a role in the corporate sector okiB@n’>
2.7 Historical development of the corporate sectan Pakistan

The company law of Pakist4tis based on colonial company law introduced byBtitish
rulers before independence. The Indian Companids ¥913 was promulgated by the
British rulers for British India (i.e., the subcorént, including Pakistan, India and
Bangladesh). The Indian Companies Act, 1913 (asndete in 1936) was adopted as
company law in Pakistan after independence in 4947 necessary minor amendmefts.
The Companies Ordinance, 1984 (the Ordinance) wichicked to the Companies Act,

1913 was promulgated on 8 October 198Zhe companies who continued to work with

0 See article 2 of the Constitution of the IslamipBblic of Pakistan 1973 (the Constitution 1973).
"l See article 227 (1) of the Constitution 1973.
2 The role of these institutions will be discusse€hapter Six at 6.2.
3 This will be discussed in detail in Chapter Six.
" The Companies Ordinance 1984 (the Ordinance 1984).
5 Nazir Ahmed Shaheet®ractical Approach to the Companies Ordinance, 198#h edn, Federal Law
House, Rawalpindi 2011) 2.
% Imtiaz Ahmed Khan, ‘The Single Member Companié$’Nl Thesis, International Islamic University,
Islamabad, Pakistan, 2006).
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their headquarters in Pakistan after 15 August 1@4é7e to be treated as companies

registered under the Ordinan@e.

Ali Cheemaet al have discussed the historical development ofctimporate sector in
Pakistar’? The private sector was the main agent for indalitdtion in Pakistan after
independence. Specific families were the main heiagies of the state’s financing
policies with generous fiscal incentives, cheap ang of capital goods and subsidized
credit, which resulted in 44 monopoly houses tlattolled 48% of the gross fixed assets
of the large-scale manufacturing sector in 1&70here was no separation of ownership
and control in these monopoly houses. The democgvernment of 1972-73 had a
manifesto of nationalization and reduction of indias concentration in the private sector.
After coming to power, it nationalized many indisdtiunits, which resulted in 11 out of
the top 26 monopoly houses losing more than 50%eif assefS and in the public sector
large-scale manufacturing investment increased 8% in 1972—73 to 78% by 1976-77.
The government also nationalized the banking seuatbich created political control over
the entire financial sector. However, in the 198Ad 1990s the role of the private sector
was revived by several governments who took powenfone another. Families and the
state still control the corporate sector in PakistBhis historical background reveals the
reasons for the concentration of ownership and nedelopment of capital markets in
Pakistart

The Ordinance mimicked the Companies Act, 1913. pilmwisions relating to minority

rights were retained in the Ordinance because \eg in the Companies Act, 1913. The
minority protection provisions could not createpdissed ownership, which might have
developed the capital markets in PakistarSpecific social, cultural, political and

economic conditions led to the concentration of emship and underdeveloped capital

"S. Mahmood and N. Shaukatie Company LaVol-1, Legal Research Centre, Pakistan) 7.
8 Ali Cheemaet al, ‘Corporate Governance in Pakistan: OwnershipycBire and Control’ (2003) LUMS
Paper Series 11-13.
"9 Rashid AmjadPrivate Industrial Investment in Pakistan, 1960-09Zambridge University Press,
Cambridge 1982).
8 Another reason was the independence of BanglddmshPakistan. Monopoly houses lost their assets
which were located in Bangladesh. Monopoly housereweharacterised by family ownership under
centralised decisions-making authority, usuallyghg&iarch of the family and consisting of sevéeghlly
separate companies engaged in highly diversifididiges. For this, see Amjad (n 79).
81 A. Cheema, F. Bari and O. Siddique, ‘Corporate épance in Pakistan: Issues of Ownership, Control a
the Law’ in F. Sobhan and W. Werner (edsomparative Analysis of Corporate Governancedat®
Asia: Charting a Road Map for Banglade@angladesh Enterprise Institute, 2003).
8 How and why minority protection causes disperseteholding which, in turn, develops the capital
market will be discussed in Chapter Four, at 4BI2S{/ Theroy).
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markets. Corruption, weak enforcement and badatlaw were the main hindrance in the

development of institutions.

Privatization and corporatization have been thenmagenda of the Government of
Pakistan since the 1990s. Globalization, intermafidinancial institutions, overseas listing
and foreign investors have been the main factopsdmoting corporate governafi¢and,
consequently, reforms were made in the corporattoiseThese reforms focused on the
restructuring of the regulator, stock exchanges dnestiture by the state of its
shareholding in state-owned enterprises. In 20&0rtimister for privatization said that the
government planned to divest its 26% equity stake80 SOEs through public—private
partnerships (PPP%)e further explained that out of these 26% shackhgs, 12% would
be given to 500,000 employees of these entitiegutie Benazir Employees Stock Option
Scheme (BESOS) amounting to Rs100 billion (apprexaty US$1.190 billion or £0.781
billion) free of cos€* In a recent move the Cabinet committee on priasitn decided to
privatize 31 state-owned organizations by float#&$o shares in the market through an
initial public offering and strategic disinvestmeatthe private sector. The committee also
decided that the administrative control of soméheforganizations would be handed over
to the private sector. Furthermore, the decisioa made to privatize 65 more SOEs by the
end of 2013. These privatization processes faleutige agreement with the International

Monetary Fund (IMF) as a condition of lo&h.

Corruption has hindered rapid privatization. Thepi@me Court cancelled some key
privatization processes due to corruption; for eglanthe privatization of steel mills (a
major SOE) by the government was cancelled dueotruption and irregularities in the
transaction and undervalued assessment of thesaskéhe enterpris&. Despite these

privatization processes since the early 1990sstéie still dominates in SOEs and families

8 These factors will be discussed in detail in Caafhree.
8 privatisation Commission of Pakistan, Governmémakistan website
<http://www.privatisation.gov.pk/> Accessed 17.@8.3.
% See the dailyDawr an English Newspaper of Pakistan (online), d&4d0.2013, available at
<http://dawn.com/news/1047333/31-enterprises-upséde> Accessed 08.01.2014. In a recent move,ras pe
agreement with IMF, the Privatisation CommissioriPakistan has approved disinvestment in some other
major state owned enterprises in its meeting hel@-8" January 2014. See the daily@wn an English
Newspaper of Pakistan (online), dated 08.01.201418x01.2014, available at
<http://www.dawn.com/news/1079178/commission-appsaprivatisation-of-pia-other-entities> and <
http://www.dawn.com/news/1079512/govt-to-sell-itmres-in-ogdcl-ppl> respectively, Accessed
10.01.2014.
% See the dailyDawn an English Newspaper of Pakistan, dated 09.0& 280@ailable at
<http://jurist.org/forum/Pakistan%20Steel%20Mill%ar@lgment.pdf > Accessed 17.08.2013.
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in family-owned companies. Nevertheless, the pmoéprivatization and divestiture may

increase public shareholdings in SOEs and familypexhenterprises.
2.8 The nature of the corporate sector in Pakistan

The corporate sector in Pakistan is highly conegett, with families and the state holding
the majority of shareholdings in this sector. Fasilare dominant in the corporate
structure both in privaté and in public companies. According to statistiosre than 50%
of private companies are held by two members, mbathom are husbands and wives, in
order to fulfil the minimum requirement for the migens of a private company under the
Ordinance®® There are groups and families who hold more tt&#% of the shareholding
in listed companies, which is more than the mininmaiguirement to take any decision in
the members’ meetiny. A significant number of listed companies are Heydfamilies as
well. These families hold their control either dilg by holding the majority shareholding
or through an indirect method such as pyramidimgssshareholding or interlocking
management. Families retain their shares so agép kontrol of the companies, which
creates a liquidity problem in the market. Pyramggdiinterlocking and cross-shareholding
are complicated phenomena that are not easily stutel by general investors. These
families also maintain control by appointing thigimily members or at least some persons
in whom they have confidence as executive and nectgive members to the board of
directors. These people normally lack the requigialifications and experience. Major
policy decisions are taken by these families bymbalves without going to a formal
meeting of the board or shareholders. This conagair of control is maintained for the
sake of getting private benefits, keeping cash fliewtheir own hands, and controlling the
board and the management in the company.

The state is the second largest stakeholder aifteities in the corporate sector in Pakistan.
State-owned companies include both incorporated wmidcorporated companies. Many
SOEs operate listed as well as private companiagn® the past two decades the state
corporatized many SOEs and others are on the ageéksldar as the top 40 listed

87 According to the Companies Ordinance, 1984, peicaimpanies other than single-member private

companies must have at least two members and amaaxbof fifty members.

8 Khan (n 76).

8 This threshold is different from the UK wherestrequired under the listing rules that at least

25% shareholding must be held by the public forpthpose of an active market. In Pakistan thermisuch

requirement and groups and families hold maximuarediolding to exercise control. The cumulative ngti

may allow minority shareholders to elect directiorshe board of directors but the groups and fasitiy to

have maximum shareholding in their own hands ireotd avoid minority representatives on the board.
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companies on the Karachi Stock Exchange (RS&be concerned, the stdtewns 14 of
the top 40 listed companies. SOEs account for 5208%e capitalization of the total
capitalization of the top 40 listed companies om KISE®? SOEs are politically motivated
and every government, after coming into power, sagentrol of these companies. The
directors and management of the boards of direatemsain in their positions at the
pleasure of the state. The government’s focusti®nahe qualifications and experience of
the directors, but rather the political affiliaticof the persons for appointment to the

boards.

Though family- and state-owned corporations areoirtgmt sources for corporate growth
in Pakistan, control maximization discourages sugfowth and capital market
development. Most of the smaller and family-own@mnpanies in Pakistan have little
awareness of the potential benefits of improveg@ate governancg.This is one reason
for the lukewarm response to reforms or improvedegoance, at least at firm level. The
strong family and state control of public compansgea serious governance problem. These
companies resist reforms of corporate governanat aso threaten to delist their
companies® There was substantial delisting after the prontidgaof the Code of

Corporate Governance in 2002 and revision in 2012.

Multinational companies are the third major stakéérs in the equity market in Pakistan.
As far as the top 40 listed companies in the KSEcancerned, there are 5 multinational
companies that constitute 17% of the capitalizaiiothe top 40 listed companies on the
KSE® The presence of foreign companies, both as lisied non-listed private

companies, in the corporate sector in Pakistan headthy sign for the economy of the
country. They are a major source of foreign dirgotestment in the country. This

encourages the state to play its role to improseovterall corporate governance with an
empowered and effective regulator. There can bthdurforeign direct investment if

corporate governance is improved. Major foreign panies are from the UK and the US.
The foreign companies belong to those countriesravitbere are strict disclosure

% The Karachi Stock Exchange (KSE) is the biggestksexchange in Pakistan.
°1 The state includes the federal government, praafigovernment and semi-government.
%2 Ali Cheemaet al, ‘Corporate Governance in Pakistan: OwnershipycBire and Control’ (2003) LUMS
Paper Series 11-13. This is the latest data avaitabownership structures in Pakistan.
% IMF Report on the Observance of Standards and £(RI®SC).
% This observation was made by senior official @ 8ECP during an interview with the researcher.
% Cheemat al (n 92) 11-3.
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requirements and mature governance structuresghbese foreign companies can set an

example for local companies in terms of disclosarel managerial and other matters.

2.8.1 Voting in the corporate law of Pakistan

The ‘one share, one vote’ principle is only a d#faule under the company law of
Pakistan and companies can issue enhanced votingssas well as shares without voting
rights ® which help family members to control the board #meimanagement. Differential
voting rights is a commonly recognized legal tegei to control firms. Although it is a
legal technique, different stakeholders do not @rsit to be good; for example, in the
UK companies are allowed to issue shares other dhanshare, one vote but they do not
issue such shares because this is not liked bipfllvential institutional shareholders in the
UK. In Pakistan this is allowed and the companiesluding listed companies, do issue

such shares. This may dilute the shareholdingefiimority shareholders.

2.8.2 The judiciary and enforcement mechanism in Rastan

Shareholders’ rights are considered to be an impbrtleterminant of good corporate
governance and necessary for the development airleeti’” Minority shareholders’ rights

are not properly protected in Pakistan. Some righésprovided in the law but the issue is
their enforcement. Corruption, inefficiency, costordinate delays in decision-making,
judges’ lack of expertise and political influencgeothe judiciary are important hurdles to

effective enforcement of shareholders’ rights ikistan®®

2.8.3 Institutional investors and corporate governace in Pakistan

Other substantial shareholders are the banks astdutional investors but they have a
minor role in corporate governance. Institutionalastors are represented on boards of
directors and some banks have members on the lmhadto an agreement of loan
according to the provisions of the Ordinance. Thestitutional investor industry is

underdeveloped in Pakistan. It is not playing tloée rthat is being played by the

% See s. 90 of the Companies Ordinance, 1984 anddhanies Share Capital (Variation in Rights and
Privileges) Rules 2000 which allow all types of gmanies, including listed companies, to issue shelnes.
7 See text to notes 12-3 in Chapter Four, at 4BLB{. Theory).
% This will be discussed in detail in Chapter Five.
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institutional investors in the UK. There is a ndedthe role of institutional investors in

Pakistan to be activated and enhanted.

2.8.4 Compliance with the Code of Corporate Govermece in Pakistan

Compliance with the Code is a major problem. TheléCaontains many mandatory
provisions relating to board structure, auditingd atisclosures, which challenge the
discretionary powers of families and the state.r&foee, they are reluctant to observe the
Code in its true spirit. There is a lack of undamsiing of the potential benefits to
observing the Code. Compliance with the Code ig onform and not in substance. There
is merely box ticking rather than material obsepganf the Code in its true sense. When
the issue of non-compliance with the Code was dawgi¢gh a senior officer of the SECP,
his reply was that the Code could not be impleneitghe true sense because most of the
listed companies in the public sector are eithariligcontrolled or controlled by groups.
190 Family members are elected to the board both esutixe and non-executive directors.
As far as independent directors are concerned,dappgint any family member with a few
shares as independent director. Since major childre regarded as independent, these
families issue few shares in the name of such mefoldren and appoint them as

independent directors to fulfil the requirementhe Code.

2.9 Sources of corporate governance

2.9.1 Company law

Company law is the main source of corporate goveraalt provides for the rights and
liabilities of shareholders, directors and otheakeholders. Company law is the basic
legislation that provides rights to shareholdesygr to directors, the division of power
between shareholders and directors, the power sofing shares, and voting powers.
Company law applies to all companies, including liguland private ones. However,
application is restricted, to some extent, witlerehce to the nature of a company. Private
companies are exempted from certain provisionstdube limited activities by a certain

number of shareholders and less involvement ofgreeral public. In public companies

% The role of institutional investors in Pakistarl e discussed in Chapter Four-A.
190 This observation was made while going throughvimous annual reports of major listed companies in
Pakistan. This statement was also confirmed byihector: Securities Market of the SECP during an
informal meeting with him.
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the general public is involved. Therefore, strictenditions are provided in company law

to safeguard their interest.

Jurisdictions have undertaken different approadioeshe nature of the provisions in
company law; for instance, in the UK there is &ifde approach, with a mixture of default
and mandatory rules. The default rules have auionagiplication unless changed by a
shareholders’ resolution. The mandatory rules atesnbject to change by the resolution
of shareholders. As to the nature of a particulde, revery rule is mandatory unless there

are good reasons to believe that a rule is a defgel™**

In Pakistan there is a rigid approach in companyf& However, there are also a few
examples of the default nature of the rules; fatance, companies may dis-apply the
application of pre-emptive rights for the speciiiotment of shares, through special

resolution'®®

2.9.2 Securities laws

Securities laws are applicable only to those putdimpanies who wish to collect finance
from the general public. Some public companiesatogo to the public for financing; they

rather rely on internal financing and bank loareciBities law, therefore, does not apply to
them. These laws are important in corporate govemeecause they provide certain
safeguards to the investors. These safeguardsmolyde the manner in which the public
offering is dealt with and also the manner in whilel trading of shares is controlled, for

instance, in the form of the prohibition on insideding.

2.9.3 The company constitution

2.9.3.1 The articles of association

The articles of association provide the internglutation of companies. In the context of

the UK, this is a contract between the company srateholders, and shareholderter

191 Christopher A Riley, ‘The Not-So-Dynamic Qualit§ @orporate Law: A UK Perspective on Hansmann’s
“Corporation and Contract™ (2010) 21(8)jng’s Law Journa472-6, 494.
102 A company limited by shares may adopt model amicif association (Table A) annexed to the Ordiganc
1984. See s. 26 (5) of the Ordinance 1984.
193 See s. 86 of the Ordinance 1984.
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se which defines the nature of the relations betwden parties®® Many jurisdictions
provide model articles of association that can d@pted by any company instead of filing
their own articles. In UK company law the articfesm the constitution of the company.
In Pakistan the articles have secondary importafieg the memorandum of association.
The memorandum of association is the constitutioa company. In Pakistan the articles
include provisions that deal with the internal reedtof the company. Companies have the
option of registering their own articles and thgrelzclude the model articles. If no articles

are registered, then the model articles apply.

The areas in which the articles can deal with c@jgogovernance matters include voting
rights; variation in rights and privileges; electiand removal of directors; the powers of
directors; and the objects that a company can tadder Therefore, the articles are an
important source of governance issues in compartiersaln recent years the articles of
association have played an important role at iatgonal level. When a company wants to
raise capital through an overseas stock exchahgeg is the matter of the difference in
corporate and securities laws operating in botisglictions which may create a hurdle to
raising capital overseas. One solution to this lembwould be the formal convergence of
both systems, whereby both systems become the $émmeever, this is not an easy task
due to the different natures of securities and @@ laws. Another solution is al hoc
arrangement through the medium of contract. Congsawho wish to enlist overseas may
amend their articles of association to fulfil thequirements of overseas stock
exchange$® For example, some Chinese listed companies rajsiat through the stock
exchanges in Hong Kong, the UK and the US and, emprently, amend their articles of
association to include mandatory provisions requb the Chinese Securities Regulatory
Commission (CSRC) and the stock exchange concéffie®imilarly, some Pakistani
companies have also raised finance through gladgabsitory receiptGDR) and American
depository receipt (ADR) listing in the UK and thiS respectively, and through bonds
from some other stock exchand®5So, the articles are important documents that el
only with internal matters, but can also be used &sol to raise finance from overseas

markets.

1% gee s. 33 of the Companies Act, 2006.
195 pifferent forms of convergence will be discussedétail in Chapter Three.
196 MacNeil (n 49) 317-8.
97 See Table in Chapter Three at 3.7.4.1.
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2.9.3.2 The memorandum of association

The memorandum of association is the constitutioth@ company in many jurisdictions,
including Pakistan. The memorandumier alia, provides the objects that companies may
have. If a company conducts a business other themtiomed in the memorandum, the
directors may be punished for this violation. Ire thistory of UK company law the
memorandum of association remained an importantirdeat until the Companies Act,
1985:% The present company law in the UK (i.e., the ComgmAct, 2006) provides that
only the names of subscribers will appear in thenorandunt®® Company law further
stipulates that the provisions of the memorandumas$ociation of the companies

incorporated before the present Act will be considepart of the article’s?

In Pakistan the memorandum of association is atillery important document which
provides the main functions, rights and privilegéthe members. The Ordinance provides
strict rules for alteration to the memorandum. dquires a special resolution and

subsequent approval of the regulator for amendnoetiie memorandum.

2.9.4  Listing rules

Listing rules are applicable only to those compsimio enlist their securities on a stock
exchange; in other words, listing rules provide dibans under which public companies
access the organized capital market and raiseatdpim the public. The listing rules,

although applicable to a limited number of companmay an important role in corporate
governance. Many rights and obligation are provigelisting rules, especially disclosure,
which is important for investors, both existing gutential.

The role of listing rules is more significant inogll convergence, especially when
overseas companies with different corporate cudtdret on foreign stock exchanges.
Listing rules can fill the gaps that may arise tlu¢he different corporate laws applicable
to domestic and overseas companies. They can aidota provide a level playing field to

both foreign and domestic companies by lowering toenpetitive disadvantages to
domestic companies; for instance, if foreign congmm@re not required to comply with

certain provisions under the corporate laws of anty of incorporation that are

1% gee s, 2 (7) of the Companies Act, 1985.
19 gee 5. 8 of the Companies Act, 2006.
10 gee s. 28 of the Companies Act, 2006.
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mandatory for domestic companies under that coisnbgrporate laws, then listing rules
may require such foreign companies to comply wiibse provisions. This may create a

balance of obligations between domestic and fore@npanies.

Many rights and obligations for which provisionnst made in corporate law may be
provided for in listing rules because these rules applicable to public companies in
which the public have an interest. The listing sulmay provide a vehicle for the
development of international corporate regulatibngor instance, the LSE requires many
obligations from overseas companies who have aipreriisting on it. These obligations
include ‘a ban on restrictions on transfer of shdrg overseas companies’, ‘pre-emption
rights’, ‘transactions between controlling shareleot and the company should be at arm’s
length’, a ‘continuing obligation of disseminatiaof information to investors’, and
‘directors’ continuing obligation which includeseih pay and privileges, shareholding, and
insider trading™*? In this way the listing rules may provide levehyihg fields to both
domestic and overseas companies by filling in thpsgin the corporate laws of both

jurisdictions.

2.9.5 Codes of corporate governance

Codes of corporate governance have been includdteinorporate arena as a form of soft
law in most of the major jurisdictions, includinget UK, but some countries, including
Pakistan, have made the code part of listing reéigmis. In developed markets the codes
have been introduced due to market pressures addvieloping countries due to global
pressure, including from international financialstitutions. The codes of developed
countries provide guidelines to developing jurisidics in the form of best practices
developed in their markets in the form of convergerThe best practices of developed
jurisdictions such as the US and the UK are theirdyiforce behind the development of
the codes in different countries. As the codesparé of soft law and developed on a self-
regulatory basis, they are therefore easy to chamtp@ut the involvement of formal legal
procedure. Therefore, rapid changes have been wa@osen the codes in different

jurisdictions in recent years.

1 1ain MacNeil, ‘International Corporate Regulatidiisting Rules and Overseas Companies’ (2001) 50 (4
International and Comparative Law Quarte@9.
112 5ee FCA Listing Regulations.
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The codes may solve the problems in areas than@raddressed by the regulations. In
particular, it may resolve the issues of deficiesdin the working of boards of directors
and minority shareholder protection. In this way todes may supplement the existing
legal framework, especially in those areas in wisigttes are reluctant or unable to include
and enforce governance practitesough state legislation for political reasonse ™tate

may include these governance practices in its liegalework once they have matured and

been accepted by the business community.

Enforcement is a major issue due to the lack afusisy status of the codes. Market
discipline plays a major role in their enforcemédat;instance, in the UK market discipline
ensures conformance with the code through the ‘tprop explain’ principle’** As
compliance with code is voluntary, therefore, reioh may play its role and may be the
driving force behind compliance with the code. kecent years many credit rating
companies have used compliance with the code asldor rating companies. Therefore,
companies may comply with the code to enhance teputation as well as their credit
rating. Compliance with the code has significaimtigreased in recent years but that is not
yet at an optimum level. In Pakistan the code ig pé& the listing regulations but in

practice it is not implemented as part of listiegulations:*®

2.10 Elements of corporate law that support good cporate governance

Company law is the main source for shareholdegsitsi, powers of directors, the division
of power between shareholders and directors, vaiingedures, the issuing of shares, and
voting powers attached to these shares. These eigmé corporate law are the basic

features of corporate governance.

2.10.1 Shareholders’ rights generally

Academic debate about the proper role of sharelohied the managers of firms, and the
guestion as to whose interest is to prevail overdther in corporate governance has been
waged over almost eight decades. Debate startdd thét Berle and Means theory of

separation of ownership and control in their clasgsork of 1932. They described how the

113 Ruth V. Aguilera and Alvaro Cuervo-Cazurra, ‘Coadé$ood Governance Worldwide: What is the
Trigger’ (2004) 25 (3rganization Studie417; Wymeersch (n 41) 28-9.
114 Christopher A Riley, ‘The Juridification of Cormie Governance’ in John de lacy (dd)e Reform of
United Kingdom Company Lafiavendish Publishing Limited, London 2002) 179-20
15 See text to n 100.
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dispersed shareholders phenomenon had put powviee inands of the managers and how
shareholders became largely powerfé8sBerle also argues that corporate powers are
meant for the interest of shareholdErsSmith augmented these views and considered that
the only function of a firm was to maximize the \tleaf its shareholderS? This property
model'® regards shareholders as owners as well as resdaiahants=® Therefore,
managers should pursue those policies that entihacgealth of shareholders. Dodd does

not agree with the wealth maximization norms afm f**

He argues that a firm has many
other functions besides the wealth maximizationitefshareholders, such as jobs for
employees, better quality products for customers, amore importantly, to perform its

social responsibility for the welfare of societyhi§ entity model denies the sole function

of a firm as being to maximize the wealth of shatéérs.

Bainbridge is the main advocate of directors’ pgsnanorms. He argues that market
competition and efficiency benefits require that shatus quaoof directors’ primacy that is
prevalent in the existing corporate law and shddshe’ intervention through votes should
not be more than a default rdfé.He further argues that the director primacy theisry
better at explaining everything than any other gileng theory in the markét® However,
Bebchuk advocates for more powers to shareholdérde does not agree with the
justifications given in favour of directors’ primaamorms. Proponents of the directors’
primacy theory say that because the managersno$ fare well informed about the state of
affairs of their firms, they can take better demisi for their firms=?°> They further argue
that the firms’ structure requires centralized nigmaent, otherwise shareholders may use
their powers against the interest of the firms. ldoer, there are more chances that the

managers who have more powers may proceed withnolgeprivate benefits of control

118 Adolf Berle and Gardiner Mearishe Modern Corporation and Private PropefiyacMillan, New York
1932).
17 Adolf Berle, ‘Corporate Powers as Powers in Tr{$831) 44Harvard Law Revievi049.
18D Gordon Smith, ‘The Shareholder Primacy Norn®98) 23Journal of Corporation Lav277.
119 The words ‘property model’ and ‘entity model’ arsed by Lynn A. Stout in her article ‘Bad and Not-s
Bad Arguments for Shareholder Primacy’ (2002)Stkithern California Law Revieti189-1210.
120‘Residual claimant’ means that the shareholdexisrctheir right at the end after payment to alleoth
stakeholders and therefore they either get lessttieir due share in the firm or sometimes theyngéting.
Therefore, they may suffer more than any otheredtaklers in the firm.
121 Dodd (24) 1145.
122 stephen M. Bainbridge, ‘Director Primacy and Shatéer Disempowerment’ (2006) 119 (8arvard
Law Reviewl 735-58.
123 Bainbridge (n 22) 10-16.
124 | ucian A. Bebchuk, ‘The Case for Increasing Shalddr Power’ (2005) 11Blarvard Law Reviev33-
914.
125 Robert C. ClarkCorporate Law(Textbook Treatise Series, Aspen Publishers, Mew York 1986);
Jeffrey N. Gordon, ‘Shareholder Initiative and B@l#on: A Social Choice and Game Theoretic Apprdach
Corporate Law’ (1991) 60niversity Cincinnati Law Revie®47-385; Chesapeake Corp. V Shore, 771 A.
2d 293, 327 (Del. Ch. 200).
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and establishing empire building at the cost ofrefhalders. Therefore, empowering
shareholders may reduce agency costs, which maeieficial to both shareholders and

the firm in terms of its performance.

Velasco takes an intermediate position and argoesemisuring existing shareholders’
rights instead of increasing them without intrudimy the existing structure of directors’
primacy norms?® He further argues that the law has failed to enswen the existing
limited fundamental right§’ of shareholders. According to him, this is basjcdue to the
dysfunctional role of the law. Therefore, theraiseed to make the role of shareholders
more meaningful for the proper functioning of calgte governance. Stout forwarded a
third argument in favour of shareholder prima&§She does not consider shareholders as
residual claimants and owners as proper argumerghfareholder primacy. According to
her, following the interest of shareholders willluee agency cost, which otherwise would

be high if the managers were to consider the iateref all the stakeholders.

Shareholders’ rights can be divided into four broategories: (1) decision-making rights,
(2) appointment and removal rights, (3) financights, and (4) intervention rights. These
are basic shareholder rights in the shareholdergmy norms systems prevalent in the UK
and many common law countri&s.These rights are normally provided in company law.
However, some rights are also provided throughnlistules, securities laws and non-
statutory codes.

Decision-making rights include the right to makecid®ns in general meetings of
shareholders on some key issues such as amendmtmd tonstitution; the issuance of
new capital; approval of certain transactions betw#he company and shareholders, and
between the company and the directors; investmantagsociated and subsidiary
companies; loans to directors; formal approvalieidgénds declared by the directors; long-
term service contracts of the directors; substhrgi@perty transactions, unless the
company is in the process of winding up; relatedypmansactions; and other important

transactions.

126 Julian Velasco, ‘Taking Shareholder Rights Setig2007) 41University of California, Davis Law
Review605-82.
12" He prescribes voting rights to elect directorthsboard and the right to sell the shares as fuedtal
rights of the shareholders in a firm: For this, 3ekan Velasco, ‘The Fundamental Rights of the
Shareholder’ (2006) 40niversity of California, Davis Law Revie#07-67.
128 Stout (n 28) 12009.
1291ain MacNeil, ‘Activism and Collaboration amongakholders in UK Listed Companies’ 5(4) (2010)
Capital Markets Law Journad22-3.
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Appointment and removal rights are those rightg iravide powers to shareholders to
appoint and remove the members of the board ottdire Owing to the inherent problem
of public companies not being able to call all shatders for every decision, company
law provides the board with basic powers to rundhg-to-day affairs of the company. The
members on the board may either be the owners #ieassor professionals hired by the
company to run its business. These members onaaellare elected by shareholders in
general meeting and may also be removed by theserswwhen they feel that an
incumbent is not performing. These powers grantedhiareholders to hold the board of
directors accountable are very important. Somesgliztions provide shareholders with
strong powers to remove directors, for examplethim UK shareholders can remove a
director by an ordinary resolution without showamy cause>° In some jurisdictions such
as Pakistan the removal of a director is very cliffi***

Financial rights include the right of equal treatiim voting, cash flow (such as dividend
rights) and pre-emption. Voting rights provide madit control to shareholders as they can
appoint and remove the directors, and can also ma&mr business decisions. Equal
treatment in cash-flow rights allows all sharehadde right to dividends according to their
stake in the capital of the firm. However, somdsplictions, including Pakistan, allow
preference shares which allow the holders of shelnes to have more rights than ordinary
shareholders, for instance, a right of preferemcdividends. Pre-emptive rights provide
safeguards against dilution. Pre-emptive righteafthe voting powers and the financial
interests of the existing shareholders. Thesegigtgan that the existing shareholders have
a priority to subscribe to a new issue of sharea pro rata basis. If existing shareholders
are not interested, then the directors can issesetbhares to the general public or to other
existing members. Pre-emptive rights are importanminority shareholders. If they are
not offered a new issue of shares, it may dilut@rtiioting powers. They may also lose
potential benefits in new shares in the form obadr share price that may normally be
less than the market value.

Intervention rights provide an opportunity to shrenelers to intervene in decisions of the
board or other controlling shareholders in generaéting, either through the regulator or

court. The rights are provided according to theireabf the corporate governance structure

130 R. Kraakmaret al, The Anatomy of Corporate Law: A Comparative andd&ienal Approach(Oxford
University Press, Oxford 2004) 138.
131 See example in Chapter Four, at 4B.6.2.
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of the given jurisdiction. In the US context, wheteectors’ primacy norms are more
common, such an intervention is disputed in thessdhat it is considered harmful to the
overall interest of companié# It is argued that the board of directors mustfeeet from
intervention from the shareholders or court ovdrsigecause this causes harm to the
efficient working of firms:*® The stance of the US courts is that there shoad b
accountability only in those cases where direcatrsse their power$? In the UK context,
where shareholder primacy norms are prevalentebbéder intervention is facilitated in
the sense that they have rights to contest dir€ati@cisions by calling a general meeting
with 5% voting powers; propose a resolution in aggal meeting; add agenda items for
general meetings, and put an obligation on compattieanswer questions raised by the
members at the meetifd}, Shareholders also have rights to intervene indéwmsions of
the management or the controlling shareholdersugiirathe regulator or courts. More
common rights are the unfair prejudice remedy agwvdtive action. However, these are
more minority protection rights than simply shareleos’ rights. There are also other
rights such as information, disclosure and inspectrights. These rights facilitate
shareholder intervention in cases of abuse of ppweher by the management or by the
controlling shareholders.

The rights of shareholders form an important partayporate law as this determines the
nature of corporate governance. Rights may be ii$snto corporate, individual and
class rights. Corporate rights belong to the comsarch as the right to own the property
of the company, the right to sue and the right itereinto contracts. Individual rights
belong to individual shareholders such as the rightinformation, disclosure rights,
inspection rights, litigation rights, dividend righ liquidity rights, equal treatment and
voting rights, the right to receive financial statnts, and the right to transfer shares.
Class rights belong to a particular class of shaldsns. If shareholders hold shares of one
class, they are class shareholders and the rightshad to them shall be class rights. The
Companies Act, 2006 definetass sharess class shares means shares having uniform
rights.*®® For instance, preference shareholders who hol@apEeference dividend or
shares that confer enhanced voting rights belonlgg@ame class.

132 Stephen M. Bainbridge, ‘Shareholder Activism anstitutional Investors’ University of California ko
Anglos law and Economics Research Paper No. 05-20
<http://papers.ssrn.com/sol3/papers.cfm?abstract9i6l227> Accessed 20.12.2013.
133 Bainbridge (n 22) 15.
134 Stephen M. Bainbridge, ‘Unocal at 20: Directomiaty in Corporate Takeovers’ (2006) Bélaware
Journal of Corporate Law69.
135 MacNeil (n 129) 423, 431; See s. 303 of the CorigsaAct, 2006.
1% See s. 629 (1) of the Companies Act, 2006.
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Enforcement of these rights depends upon the naifithie ownership of the rights.
Corporate rights can be enforced by the compamyf iterough the board of directors,
whereas individual rights may be enforced by thtbvidual concerned and class rights by
the members of the respective class of sharehol@erporate rights may also be enforced
by an individual shareholder under certain circuamsés such as through derivative action.

Corporate law provides the rights and mechanistheaf enforcement.
2.10.2 Minority rights

Shareholder rights are an important element ofatt@untability structure of corporate
governancé®’ These rights determine the relationship betweearestoldersinter se
between shareholders and the management, and Ietsleareholders and other
stakeholders such as creditors and emplo}&eéghe objective of a corporate governance
structure is to keep the interests of the sharehnslds a class but it can also be to address
the agency problems between shareholders and thagament, and between the majority
and the minority shareholders. It can also resalve settle the interests of the minority
shareholders. These interests can be ensuredhgy edducing the powers of the majority
shareholders or by providing minority shareholdeits certain rights in order to pre-empt

or challenge the abuse of power by managers andotlorg shareholders.

There is a trade-off between giving more power he tminority shareholder and
shareholders as a class. Giving more powers toekblers as a class may create
problems for the minority shareholders and givingren powers to the minority
shareholders may create agency problems betweerhsiders and managemétit. If
more powers are given to the minority shareholdeithe powers of majority shareholders
are curtailed, then this may create a problem batwshareholders and the management
which, in turn, may create a deadlock. Howevemaire powers are given to shareholders
as a class to reduce the managerial agency protilemthis may create problems between
majority and minority shareholders. In this cadee tajority may capture the whole
management and use their powers for their own f@iv@enefit of control and may

expropriate the funds of the firm at the cost ohaonity shareholders. Therefore, it is

137 paul L. DaviesPrinciples of Modern Company la8" edn, Sweet & Maxwell, London 2008) 472-3.
138 MacNeil (n 129) 421.
1391 uca Enriques, H. Hansmann, and R. Kraakman, Bésic Governance Structure: Minority
Shareholders and Non-Shareholder Constituencid?! Kraakmaret al. (eds),The Anatomy of Corporate
Law: A Comparative and Functional Approa¢d™ edn, Oxford University Press, Oxford 2009).
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important to strike an appropriate balance betwteenpowers of the majority, minority

and management.

Minority rights, more or less, come from sharehdddeights. Both dispersed and
concentrated ownership systems have the inherefiigon of minority protection. The
dispersed ownership structure causes higher agarsty as compared to the concentrated
ownership system because it is hardly possibladigpersed shareholders to collaborate
and take any decision, and exert pressure on maregdo adopt good governance. This
problem is exacerbated in the present era of gkdiadn because it is not feasible for
foreign and domestic investors to collaborate ak@ tany action due to cost and lack of
coordination. However, there are more minority @ctibn problems in concentrated than
dispersed ownerships structures. As the managerapgpointed by the shareholders, the
majority therefore control the management. They nagpoint themselves or close
relatives or friends as managers who may work fochsmajority. Therefore, a
concentrated ownership system is considered to dre exposed to expropriation of the
funds of the firm at the cost of minority shareleskl The majority, with the connivance of
management, may use the resources of the firmh&ar bwn benefits and obtain private
benefit of control. Minority shareholders are & thercy of the majority unless the system
provides them with protection. Therefore, minorgyotection is more important in a

concentrated ownership system.

The shareholders rights in general and minoritytgmtions in particular are concerned
with the division of power between shareholders #ral management and shareholders
inter se Therefore, there is a need for an appropriataneal of power between these

actors.

2.10.3 Division of power between shareholders anti directors

Shareholders, directors, employees, creditors arstomers all have an interest in the
success of a firm. As far as controlling the firndaunning it in a professional manner are
concerned, shareholders and directors are the awors. The question of balance of
power and control between two actors in a firm diféicult task. The structure, power,

composition, appointment and removal of directoosnf the board enhance shareholders’
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control over a firm:*® As shareholders are not supposed to be well vémsashning the
affairs of the firm, the directors, who are normakpert and professional in running the
firms, are therefore delegated the powers by sbéters. At the same time, the
shareholders can watch and take action againstciseof the directors in case of any gross
negligence, irregularity and abuse of powers bydihectors. The appointment, removal of
directors, approval of major transaction axdpost fact@pproval of certain matters by the
general meeting is the mechanism shareholdersauserttrol the firm indirectly. This
accountability mechanism tries to create a balancpower between the directors and
shareholders; in other words, the authority is gktied to the directors, and shareholders
have accountability authority to check the perfanoeaof the directors. Each jurisdiction
deals with this issue in a different manner. Sommésglictions, such as the US and
Pakistan, give more powers to the directors, whileers, such as the UK, give more to the
shareholders.

2.10.4 Procedure and power to issue shares

The authority to issue shares and to enhance #re shpital is important in the context of

corporate governance. The actual authority liek witareholders and it is exercised by the
directors through delegated powers. This authanityy be delegated through a resolution
of shareholders or provided in the articles. Pavatd public companies are dealt with in
different ways due to the involvement of publiceir@st in public companies. Company law
requires more disclosures from a public company thagrivate company at the time of

issuance of shares and enhancement of capitaldiBbsure involves the issuance of a
prospectus by public companies. The prospectusides| detailed provisions relating to

information about the company, performance of tbmmany, reasons for raising further

capital, expected projects and performance. A &urflafeguard is normally provided in the

form of the regulator's approval. This procedurel gower to issue shares is important
because a further issue of shares may have imphsator the shareholders’ rights which

may affect the governance structure of the firm.

2.10.5 Voting rights

Incomplete contract theory states that corporategeovides a standard contract which is
not complete in itself as legal rules are not sidftly detailed. The fiduciary duty and

140 Kraakmaret al.(n 130) 34.
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structural rules are also not enough to providetail®d contract. This creates gaps in the
contract which are filled by voting power attachtedthe shares. Shareholders are more
affected by this incomplete contractual theory. Wag in which the contract works makes
it unfeasible and impossible in most cases to nagothe terms of the contract. People
become shareholders by purchasing shares from anlkeetn However, other stakeholders,
such as creditors and employees, are not exposethctumplete contracts as are
shareholders. They negotiate the terms and condibdthe contract: they may bargain for
the best possible contract to safeguard theiraster Therefore, the incomplete contractual
nature of a firm necessitates that someone must residual power in the form of voting
powers. As the shareholders take more risk, thegt,nberefore, be given more control
through voting***

Shareholders are residual claim holders as theypaic last, that is, after all the other
stakeholders have been paid. Therefore, sharelsdadtieuld have some control in the firm
to safeguard their interests. Their voting rightsvile this safeguard. Other stakeholders,
such as creditors, bondholders and preferred shlaiexis, may also control the firm in the
case of financial difficulty when their investmemt® exposed to more risk. The terms and
conditions of the contract and bankruptcy laws mte\creditors with the right to control
the firm in cases of financial difficult}#? However, the shareholders still remain the
residual claim holders, even if control is shiftéd the creditors. In most cases,
shareholders may get nothing at the end of thadajion proceedingsThis incomplete
contract theory and residual claim-holding statdstlee shareholders highlight the

importance of voting rights for shareholders.

Voting powers have many benefits. Firstly, theywvmle decision-making powers to
shareholders. Shareholders can take decisiongetexal meeting which provides a sense
of participation. Secondly, they provide the shateéérs with accountability powers,
which may improve the efficiency of the filf Thirdly, recent academic literature
regards legal protection as an important tool fatexting minority shareholdet$! The
voting rights may provide a substitute for legabtpction as this presents them with an
opportunity to take up the matter at a general mgehstead of first going to a court of

law. Fourthly, voting powers increase the valuetwdreholding, which can be cashed at a

1“1 Frank H. Easterbrook and Daniel R. Fischel, ‘Vgtin Corporate Law' (1983)ournal of Law and
Economicst03-6.
“2bid 401-2.
143 Buxbaum (n 10) 1672.
41LSV (n 2) 24.
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higher price than the shares without voting powétsifthly, voting may provide control
over the firm and an incentive to resell the shatean attractive price. This may give

shareholders control premium at the time of selliregr controlling shares.

Voting rights are important in governance as ddferal voting rights may enhance or
decrease control over the firm. Shares with enfhvoding rights allow the holders of
these shares to have more control over the firm tash-flow rights. This provides them
with an opportunity to obtain the private benefifscontrol. Similarly, shares without
voting rights do not allow the holders of such sisaio have any say at general meetings.
For instance, UK company law allows shares withagald voting rights but this is not
common because of the role played by institutiomedstors*® who hold about 39.9%%

of the stakes in quoted companies in the UK. lastibal investors do not like enhanced
voting rights and insist on one share, one v8t&s they have enough shares, they are

therefore in a position to exert pressure on fitomavoid enhanced voting shares.

However, the company law in Pakistan allows thaasse of shares other than one share,
one vote and companies do issue shares other tharsttare, one vote. This may be
because of the minor role that institutional ineestplay in corporate governance.
Families and the state use these techniques tootdimins, while employing investment
from outside. The controlling shareholders can anédheir control by issuing shares with
enhanced voting rights to themselves or shares fesier or without any voting rights to

others.

Small investors are not normally interested in mgtrights, and are more interested in
dividends and an increase in capital. The reasosauch an apathetic attitude on the part of
small investors is that casting a vote is normably feasible for them because of the cost
involved and they also feel that their vote migbt have any effect’® However, investors
may be interested if it is feasible for them totdaeir votes and the cost is minimized.
Nevertheless, voting plays an important part inegnance as it provides shareholders with
an accountability mechanism in order to safeguiaed interests.

145 Coffee, Jr (n 54) 644 (see f. n. 12 at 644).
196 MacNeil (n 129) 422.
7 This includes shares held by insurance compahR4%), pension funds (12.8%), unit trusts (1.8%),
investment trusts (1.8%) and other financial ingtins (10%).
148 See office for National Statistics, ‘Share Owngrssurvey 2008’
<http://www.ons.gov.uk/ons/rel/pnfcl/share-ownepshshare-register-survey-report/2008/index.html>
Accessed 17.08.2013.
149 Anthony DownsAn Economic Theory of Democragyarper and Row, New York 1957).
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2.10.5.1  Pre-emptive rights

Pre-emptive rights have been regarded as an owpeight that protects owners from the
risk of dilution in voting and financial interestslacNeil considers this a misconceived
notion. **° He argues that fiduciary duties over the issuasfcehares at the best price
protect the financial interests of shareholder® @bsence of pre-emptive rights may allow
companies to raise capital along more efficientl e best possible terms and conditions.
Company law provides shareholders with safegudmsigh pre-emptive rights. However,
this is not a universal phenomenon as many jutisais do not provide pre-emptive rights.
The US has largely abandoned these rigtitsile the UK has provided them as a default
rule in new company law provisions, which meand ttampanies may dis-apply them
through special resolutions for a specific allottnehnew equity securities? However,
the strict requirement¥ and limited scope for their dis-application cone in the
guidelines of the Pre-emption Grdtibshow the importance attached to these pre-emptive
rights. Nevertheless, US states have largely abstpre-emptive rights and the default
nature of these rights in the UK shows non-accegtanf this class of rights as a minority
protection device by the main jurisdictions. Howeveome caution is required before
abandoning pre-emptive rights in underdevelopesdictions such as Pakistan. Firstly,
the fact that companies are separate entitiestaidhe directors have a duty to act in the
best interest of the company should determinettl@missuance of new capital should be
negotiated on the best possible terms, even # tbibe issued to existing shareholders.
Secondly, the presence of a developed and efficrearket is important in this regard.
Trading of shares in an efficient market may beselto the real value of the shares as
compared to an inefficient market where manipufatity brokers and other interested
parties may inflate the share price to obtain atuenadvantage. In this way, an efficient
market helps existing as well as potential investorpurchase a new issue of shares with
the real value of premiut?? which the issuer may demand in case of a new iskskares.

Thirdly, there is a need for a developed fiducidoty with an efficient judiciary to dis-

12;’Iain MacNeil, ‘Shareholders’ Pre-emptive Right3002)Journal of Business La@8-100.
Ibid 99.

1%2g5ee s, 571 of the Companies Act 2006.
133 A special resolution is required to dis-apply praptive rights in the UK.
1% Davies (n 137) 835-45.
155 premium is an amount that an issuer demands tersubscribers (i.e., existing or potential shalddrs
who wish to purchase shares in the company) imiéialipublic offering over and above the par vatiehe
share in case the market value of the shares aegrihan the par value of a share; for examplgarifvalue
of a share is £10 but it is traded in the marké?&t In this case the issuer may demand £15 prerfimm
the subscribers and may sell it for £25 per shdosvever, to attract more subscriptions, it mighkt fi
premium at £14 and might sell it for £24 per share.
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apply pre-emptive rights. In the absence of thexdfegsiards, abandoning pre-emptive
rights may provide the majority with an opportunity exploit minority shareholders to

dilute their shareholding. The reasons for whiok-@mptive rights are being abandoned in
major jurisdictions may not be applicable to unéseloped jurisdictions such as Pakistan.
The dominance of the state and families in the @@te sector of Pakistan may lead to the
misuse of the dis-application of pre-emptive riglisr instance, these owners may issue
new shares at less than the market price to a patttywhom they have personal interests
or even to the general public, which may causetiegisshareholders to suffer. An

inefficient judiciary may be another problem endewed in the dis-application of pre-

emptive rights. A remedy in a dispute involving thew issuance of shares without pre-

emptive rights may be problematic for shareholitesich a judiciary.
2.10.5.2 The cumulative voting system

The cumulative voting system (CVS) is an importaspect of voting rights for minority
shareholders. The CVS is beneficial to shareholdegoxy contests for the election of
directors:*® Shareholders can elect one or more directorsrte sm the board of directors
through this system, which is not otherwise feasfbl them. There are certain benefits to
appointing members to the board of directors. divjates them with an opportunity to have
access to information, to work for, and safeguél interests of, minority shareholders,
and to collaborate with independent directors tapghor, at least, to discuss the issues in

the meeting of the board of directdrs.

There are proponents as well as opponents of th®. ®dth describe its advantages and
disadvantages. As far as the benefits of the C\Scancerned, it is argued that this
provides minority shareholders with representatéomd, hence, the firm may perform
better.®® If the CVS is eliminated, it may reduce the powefsninority shareholders to
elect their member to the board, which may decréasealue of the firmi> It may also

lower agency cost in a sense that a minority reptasive may act as arbitrator in case of a

1% peter Dodd and Jerold B. Warner, ‘On CorporategBuance: The Impact of Proxy Contests’ (1983) 11
Journal of Financial Economic$01.
57 Enriques, Hansmann and Kraakman (n 139).
138 \Whitney Campbell, ‘The Origin and Growth of Cuntitta Voting for Directors’ (1955) 1The Business
Lawyer3; John G. Sobieski, ‘In Support of Cumulative gt (1960) 15The Business Lawy&16; Herbert
F. Sturdy, ‘Mandatory Cumulative Voting: An Anachism’ (1961) 16The Business Lawy&50; George
H. Young, ‘The Case for Cumulative Voting’ (195@)sconsin Law Reviedd.
19 sanjai Bhagat and James A. Brickley, ‘Cumulativaiig: the Value of Minority Shareholder Voting
Rights’ (1984) XXVII Journal of Law and Economi&1-2.
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conflict of interest between the management andebloéders:°® Opponents of the CVS
describe it as being usele$¥.They argue that it may create problems regard@uisibns

at board meetings. They describe other methodssoiptining management that are less
costly, for instance, the takeover markt.The takeover market can discipline
management in a sense that a successful bidder,cafttrolling the firm, can remove the
incumbent managers who are not performing. Theeeimanagement may try to increase
the value of the firm and act in the best intecfsthareholders. The takeover market may
be a good technigue to discipline management larethre some issues with this kind of
discipline. It may be used as a last resort toiplise management and also requires a
large shareholding to gain control of a firm, whictay be a costly method. The other
problem with this technique is the absence of idpeid market. For the effective operation
of the takeover market, there is a need for a diquiarket. In concentrated ownership
structures families or the state holds the majordiing to avoid a takeover. If shares are
not in the market, then it is not possible to gwitml of a company without the consent of
the family concerned or the state. Therefore, @da&r may not be a feasible option in
underdeveloped, illiquid and concentrated ownershipctures. This may work well in a
dispersed ownership structure with a developedignal market.

As regards voting in the CVS, it is against theagahprincipal of one share, one vote. The
cumulative effect of voting is that some sharehddmn add more weight to the election
of directors when they accumulate votes and cdsthalr votes in favour of a single
candidate. This is a side effect of the potentiaindiits of minority protection.

Shareholders have to pay this cost for the potdmgiaefits of the system.

Shareholders are the equity providers and are dbielual risk bearers. Therefore, their
rights are required to be protected through lawe provision of these rights is to ensure
that shareholders are in a position to monitorpormance of the directors and can take
timely action to avoid the company failing to rema going concern. The financial
performance of a firm benefits all, but sharehddsuffer more in the case of poor
financial performance or where the firm does naham a going concern. So, it is

important that shareholders should be given enqumhiers and rights to secure their

180 Eygene F. Fama and Michael C. Jensen, ‘Separmttiomnership and Control’ (1983) 2&urnal of Law
and Economic815; Bhagat and Brickley (n 159) 340.
'61 Ralph E. Axley, ‘The Case against Cumulative Vgtif1950)Wisconsin Law Revie@78; Easterbrook
and Fischel (n 141) 395 .
182 G. Manne, ‘Mergers and Market for Corporate ®ah(1965) 73The Journal of Political
Economy110.
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interests. Appointing representative on the boardn important element for safeguarding
their interests. The CVS is a mechanism by whichamiiy shareholders can elect directors
to the board which is not otherwise possible femhthrough a regular voting system. This

can be explained by the following example:

Example

Suppose a company has 2,000 shares, and the mabateholders have 1,500 and the
minority 500 shares respectively. Suppose fourctiirs are to be elected in an election of
directors in which the majority shareholders hawer fcandidates (i.e., A, B, C and D) and
the minority have one candidate (i.e., X). Thedwiing is a practical example of how both

the regular voting system and the CVS will operated how one is beneficial to the

minority shareholders and not to other shareholders

Method 1 (regular voting system)
In this method each share will have one vote asidaaeholder who has one share can give
one vote to each of the four directors but canmat §pur votes to one candidate. So, a

minority candidate will suffer in the following relss under this system:

Table 2.1: Results of a regular voting system

Name of

candidate Total votes Remarks
A 1,500 If the majority give all 1,500 of their votes taeihcandidate
B 1,500 If the majority give all 1,500 of their estto their candidate
C 1,500 If the majority give all 1,500 of their estto their candidate
D 1,500 If the majority give all 1,500 of their estto their candidate
X 500 If the minority give all 5000f theirvotes totheir candidate

According to these results, all the candidateshefrhajority shareholders will be elected
and the candidate of the minority shareholdersnatlbe elected.

Note: The majority who have only 51% voting rights caest all their candidates. For
example, if in the case above the majority had % Shareholding, the majority would
have 1,002 votes and the minority who have 49%seshapuld have 998 votes. In that case
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A, B, C and C could have obtained 1,002, 1,00202,8nd 1,002 votes respectively,

whereas X would only have 998 votes. In that caseoMld not have been elected.

Method 2 (cumulative voting system)

In this system, one share will have votes equahéonumber of shares multiplied by the
number of directors to be elected. Now, since fivectors are to be elected, there will,
therefore, be 8,000 votes (8,000 = 2,000 x 4)his $ystem, since four directors are to be
elected, a shareholder who owns one share will fawevotes. A shareholder may cast all
his or her votes in favour of one candidate ordfvihem between different candidates.

The above result will be changed in the followingyw

Table 2.2: Results of a cumulative voting system

Name of  Total

candidate votes Remarks

A 2,002 If themajority give such number dlfieir votes to electheir
candidate

B 2,001 If the majority give such number of their votesetect their
candidate

C 999 If the majority give such number of their votestect their
candidate

D 998 If the majority give such number of their votesetect their
candidate

X 2,000 If theminority give all 20000f theirvotes toelect theircandidate

According to these results, A, B, C and X will Heated. The candidate of the minority
shareholder is elected onto the board which waspossible through the regular voting

system.

However, the potential benefits of the CVS can ddd@eved only if the one share, one vote
voting system is mandatory in the system. The nitgjehareholders with enhanced voting
rights may have multiple voting powers as compacechinority shareholders who have
one share, one vote. This may help the majorityettedders who have enhanced voting

shares to appoint all their candidates.
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There are other tactics to frustrate the CVS toataggered board structure may be used
for this purpose. On such a board, the directoesciassified into different classes and
election is not held for all directors at any oimeet For example, if four directors are to be
elected in a company, they are divided into twess#s and the election for each class is
held after a certain period. Suppose a minorityedi@der who holds 25% of shares may
elect one director through the CVS; provided thectbn of all directors is held at one
time. However, if elections for each class are hmidtwo different occasions, then the
minority will not even be able to elect their repeatative through the CVS. Suppose there
Is an election of two directors in a company. Nayose there are 2,000 shares with the
majority shareholders holding 1,500 and the migd&@0 shares. Suppose A and B are the
candidates of the majority, and C is the candid#tehe minority shareholders. The
majority will, therefore, have 3,000 votes, where¢ias minority will have 1,000 votes
(since two directors are to be elected under th& Qe share will carry two votes). The
majority can divide their votes in such a mannextt th 600 votes go to candidate A and
1,400 to B, whereas the minority can cast a maxirtith000 votes for their candidate C.
In this case A and B, the nominees of the majowfil, be elected. Similarly, the majority
will be able to elect their candidates in the secaategory of directors in the next
elections, which may be held after a certain per®al it is necessary that a system that

provides the CVS must prohibit staggered board:giras.

Another safeguard that would protect the effecttgsn of the CVS is that the
representative of minority shareholders must hawmes protection against abuse of
majority power. Therefore, the removal of a directaust be made difficult, otherwise the
majority can remove a minority director at theirimhlt is, therefore, important to provide
protection against the removal of a director whbeeCVS is adopted.

2.11 Conclusion

This chapter discussed the nature and objectivesrpbrate governance in general and in
Pakistan in particular. The presence of differemtucal, social, political and religious
norms influences the evolution of different corgergovernance structures around the
world. In Pakistan the ownership structure is hygbbncentrated, with families and the
state controlling the corporate sector. Althougé tiorporate law of Pakistan is British-
based, the ownership structure in Pakistan is fegnily different. Historically, cultural

and political reasons led to a concentrated owmesghucture in Pakistan.
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The objective of corporate governance may be béttancial performance, accountability
and the safeguarding of the interests of all thekedtolders. Different theories have
emerged, each emphasising the prevalence of tae#ttof one stakeholder over others.
No doubt, managers should focus on the succedseofdmpany as a whole, as per the
entity maximization and sustainability theory, libe fact that the shareholders benefit
more from the success of the company and alsorsmibee in cases of the failure of the
company suggests that they can be the best morofotse company. Therefore, the
shareholders may be given more accountability pswer monitor the activities of
management so that they may act in the best inteodgshe company. This may lead to
good corporate governance and better financiabpmdnce. In the context of Pakistan the
shareholder primacy theory is more relevant thanather theory. As the corporate sector
is highly concentrated and dominated by familied #re state, it is therefore necessary to
give more accountability powers to the minority réfelders in the form of rights and

their protection.

In addition, the underdeveloped market, corruptiaut-dated laws, an inefficient
judiciary, and a weak regulator and enforcementhaeisms are the major problems in
Pakistan. These issues do not allow the developwfecbnfidence among investors and
the corporate sector is therefore highly conceadralvith an underdeveloped capital
market. They remain major problems that need taduressed. These issues are discussed

in the chapters that follow.
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CHAPTER THREE: CONVERGENCE THEORY AND ITS APPLICAT ION IN
PAKISTAN

3.1 Introduction

Chapter Two discussed the nature and objectivedmpiorate governance. The intention
was to highlight the problems of corporate govecearn Pakistan. Chapter Three
discusses the mechanisms of adaptation and comgergehich may help to suggest

reform measures for improving corporate governamétakistan.

In the recent era of globalization the features cofporate governance are being
transplanted from more developed to less develgyestictions after being adapted to
local conditions. This phenomenon has fostered rniexging of different corporate

governance systems around the world. This chaptéedicated to examining the process
and prospects of transplantation, and convergemaspiiporate governance (hereinafter

convergence theoyy

Convergence in corporate governance in Pakistanedasome momentum in the late
twentieth and early twenty-first centuries whenr¢heas an economic meltdown in the
context of the global recession and world econosaactions following India’'s and
Pakistan’s nuclear testing in 1998. During this regunic distress some factors were
indigenous, while others were exogenous. The glodxassion, world security issues and
war against terrorism after the 9/11 attack onUBewere exogenous factors, whereas bad
political, economic and corporate governance, aedknenforcement mechanisms were
indigenous factors in this economic climate. Globainpetition, efficiency, international
organizations, international investors and forelgtings were involved in improving
corporate governance in Pakistan. Consequentlypribeess of law-making and standard
setting took place in Pakistan. The introductioraafode of corporate governance was a
major initiative in this process. However, theséomas were not enough to improve

corporate governance and economic efficiency ircthentry.

The objective of this chapter is to analyse thespeats, possibility and effectiveness of
convergence in order to improve corporate goveraancPakistan. To this end, the

discussion in this chapter is limited to an ovewigf some general issues in corporate
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governance in Pakistan while others issues thatireegqmore comprehensive discussion

have been left for detailed analysis in later ceegpt
3.2 Convergence theory

The termconvergencéias been used, applied and conceptualized byrafitfevriters in
different ways. Some define it as ‘a process wiietelops over time".Others consider it
‘as an ideal which nations and firms are movingamig or away from?.Convergence in
corporate governancgarted long ago and is still in progrésshe first example in this
regard may be quoted as convergence in featuresrpbrate personality. The historical
development of corporations shows that this phemamef convergence can be traced
back centuries. With some exceptiénthe corporate form, which developed with the
passage of time, has gained consensus as regaoliaificteristics. The model form of the
company has five basic characteristics: (1) legals@nality, (2) limited liability, (3)
transferable shares, (4) centralized managemert koiard structure and (5) investor
ownership> These characteristics have converged over tinail&@ly, convergence in
codes of corporate governance around the worldbreayuoted as a recent example.

In the context of globalization convergence in cogbe governance has been fostered
where features of one system are transplanted ath@n However, convergence in
corporate governance is possible when a featumnefsystem is detachable and capable
of transfer from one system to anotféf.a feature is not detachable, then adoption may
create problems. One option may be a wholesale exgemce but this may be
counterproductive in case of lacunae in the hostesy. If institutions are not meant for

foreign, transplanted laws, then misfit transpléate may be problematic. Legal

! Mathias M. SiemsConvergence in Shareholder Lg@ambridge University Press, Cambridge 2008) 17.
2 Abdul A. Rasheed and Toru Yoshikaw#e Convergence of Corporate Governance: Promise an
ProspectgPalgrave Macmillan, Basingstoke 2012) 3.
3 Siems (n 1) 17.
* There may be some jurisdictions where the corpdain may not have all five these characterisfims;
example, in Chinese corporate law the legal petagrnsa different concept from that understoodtie
West. Under Chinese company law a company doelsavat complete legal personality in the sense that i
requires a natural person who acts as ‘legal reptatve of the company and bears greater liakitian
other directors of the company’. Similarly, a comp&annot own state assets. For this, see lain MiacN
‘Adaptation and Convergence in Corporate Governafle Case of Chinese Listed Companies’ (2002)
2(2) Journal of Corporate Law Studi€9?2.
®R. Kraakmaret al, The Anatomy of Corporate Law: A Comparative andd&ienal Approach2" edn,
Oxford University Press, Oxford 2009) 5.
® william W. Bratton and Joseph A. McCahery, ‘Congiare Corporate Governance and the Theory of the
Firm: The Case against Global Cross Reference’q)198 Columbia Journal of Transnational La13-97.
" Katharina Pistor, Martin Raiser and Stanislaw &ellaw and Finance in Transition Economies’ (2080
(2) Economics of TransitioB56 and Themistokles Lazarides and Evaggelos Btagp ‘Corporate
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transplantation from a country with a similar ledatritagé or that has a similar
ownership structure may be beneficial. For instaifca concentrated ownership system
borrows laws from a system that is meant for disgerownership,this may not be an
effective transplantation. If the system is alierthie transplanted feature, then there may
be enforcement problems. Therefore, for effectivavergence, the feature of corporate
governance of home jurisdiction should be detagahtl adapted to the recipient system.
If there is wholesale convergence of corporate gwece, then legal, regulatory, judicial
and all other supporting institutions should bepaeld according to the home jurisdiction
governance mechanism. This may be a costly proaesispolitical, institutional, cultural,
ideological and religious factors may also createiérs in this convergenc¢® Therefore,
partial convergence is more feasible and moreylikehn wholesale convergence. Partial

convergence is already taking place, at leasteattlles of corporate governance Iével.
3.3 Kinds of convergence

Gilson describes three forms of convergence thattale place in corporate governance.
According to him, formal convergence is changehim legal framework? Harmonization

in company and securities laws in the European tifiElJ) through various directives
from the European Commission is an example of fbicoavergence at a broader level.
Transformation of transition economies from sostaéiconomies to capitalist economies
(e.g., Poland and the Czech Republic), and Comma@tiga’s transformation to mixed
socialism and capitalism are examples of formalveogence at country level. However,
at individual country level there are plenty of eydes where some rules are changed and
converged to other jurisdictions. According to Gils formal convergence will require
political support and a legislative process thay mat be feasible for a number of reasons.
Firstly, resistance may be very strong to changireg existing structure. Secondly, the
cost of change may be very high. Different intergsiups may be politically strong
enough to resist formal convergence asdtaus quomay benefit them. Gilson argues
that functional convergence occurs where formabllednange is not possible and the

Governance Regulatory Convergence: a Remedy faiiloag Problem’ (2010) 52 (3hternational
Journal of Law and Managemeh88-9.
8 D. Berkowitz, Katharina Pistor and J. F. RichaEtonomic Development, Legality, and the Transplant
Effect’ (2003) 47European Economic Reviel®2.
° See text to n 44-7.
1% These factors will be discussed as ‘forces thatps divergence’ at 3.5.
" Ruth V. Aguilera and Alvaro Ceurvo-Cazurra, ‘Codé$ood Governance Worldwide: What is the
Trigger?’ (2004) 25 (3Prganisation Studieg17.
12 Ronald J. Gilson, ‘Globalising Corporate Goverrar@onvergence of Form or Function’ (2001) 49 (2)
The American Journal of Comparative L8&6-7.
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system is flexible enough to respond to changecunistance$® In functional
convergence, the legal framework is not changedhaugovernance mechanism functions
differently. For example, the UK Corporate Govem®rCode is an example of this
functional convergence. In this case there is nangh in the legal framework but the
firms function differently. The code is appendediot does not form part of, listing rules.
The code is subject to the ‘comply or explain’ pipte. Companies are asked to comply
or otherwise explain non-compliance. The code dpsrdnrough market discipline where
non-compliant companies have to suffer a shareepiecrease and increased cost of
capital. However, MacNeil has observed that thesipdgy of formal convergence
accompanied by functional diversity existsThis means that there may be a formal
change in the legal framework, not necessarily aledale change, but the recipient
system operates differently from the system fronenstthe rules have been borrowed; for
example, in China, there is formal convergencedrparate governance but it operates
differently from that in the West.

According to Gilson, contractual convergence m&g talace on aad hocbasis in those
circumstances where an existing governance mechdaisks the flexibility to adapt to
new circumstances without formal change, and aipalibarrier restricts the capacity to
make formal legal institutional chang&sfor example, a company may contract with
investors to incorporate certain provisions in ittagticles of association to safeguard the
interests of the investors to their satisfactioecd@dly, contractual convergence may also
occur, for example, through security design. Is ttase special provisions may be made
in the articles of association to issue sharepétiic investors with special voting rights
or preference in dividends. Thirdly, it may occuhem a company enlists its securities
overseas. In this case the company has to follewrdles and regulations of the overseas
stock exchange. Fourthly, contractual convergenag atcur when a company changes
its seat of incorporation. In this case the comphag to follow the rules of foreign
incorporation with assets and functioning at domgsitisdiction. Individual firms may
borrow these provisions or practices from othersglictions and they may incorporate
them into their articles of association. This wsilow convergence on the basis of contract.
It will take the form of anad hoc arrangement by the individual firms without the
involvement of political forces to make any fornmalfunctional change in the regulatory

framework.

13 Gilson (n 12) 356-7.
4 MacNeil (n 4) 340.
!5 Gilson (n 12) 356-7.
55



Contractual convergence is, in fact, a subset ottfanal convergence. Contractual
convergence changes the functions of companieoutitthanging their formal legal and
regulatory structure. Contractual convergence is/eded into functional convergence as
soon as companies start functioning but contractaal’ergence is limited at firm level,
whereas functional convergence operates in the evlalisdiction. The issue with
contractual convergence may be the problem of eafoent; for instance, if a company
changes its articles of association through a ech@ind a dispute arises, there may be a
problem with the settlement of the issue and eefoent of the contract. The judiciary
may not be acquainted with this problem and magretfore, not be in position to interpret
the rules and to solve the problem. Furthermoreréigulator may not be familiar with the
kinds of problems that may arise due to contractudfiinctional convergence. This means
that contractual convergence may be problematithiase countries where the judiciary is

inefficient.

Khannaet al have discussed other forms of convergence sudale gare and de facto
convergence™® De jure convergence occurs where two countries adopt aimilles. If
these countries implement the rules in a similay wapractice, then this will bde facto
convergence. However, if they do not implementhie $ame way in practice, then this is
decoupling or formal convergence with functionaledsity;’ for example, Pakistan and
the UK have both introduced codes of best practidheir jurisdictions. This isle jure
convergence. The code in the UK is introduced ael&regulatory basis and is enforced
through market discipline. However, the code iniftak is part of listing regulations and
is enforced through the regulator. Therefore, inm@etation and the functioning of the
codes in both jurisdictions are different. Thisdscoupling or formal convergence with
functional diversity. Had the codes in both cowdribeen implemented on a self-

regulatory basis, then this would have bderiactoconvergence.

3.4 Factors that compel convergence

Globalization has been the main stimulant for cogeece in corporate governance in
recent years. In economic terms, globalisation mefgr to integration of economies
around the world through trade, transplantatiogafernance norms and financial flows.

Until 1980, market forces operated within natiobatders but technological advancement

'® Tarun Khannat al, ‘Globalisation and Similarities in Corporate @ovance: A Cross-Country Analysis
(2006) 88 (1)The Review of Economics and StatisfitsRasheed and Yoshikawa (n 2) 3.
" MacNeil (n 4)340.
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has made it easier for these forces to operatendetfeir national border§.To attract
more trade and investment from overseas invesaois,as a result of interdependence of
economies and common financial interests the jintigths are merging in governance
norms. This phenomenon has facilitated transplamabf governance norms of more
developed countries to less developed countries.

In this era of globalization, jurisdictions are ®gerging in corporate governance as a
result of three main pressures: (1) mimetic, (2madive and (3) coercive pressures. In
the mimetic process a jurisdiction may copy a sssfte feature of corporate governance
from some other jurisdiction without performanceplication in order to improve the
firms’ legitimacy in the eyes of the firms’ stakdétiers. However, this may lead to
inefficiency. Normative pressure is when jurischaos are forced to improve investors’
protection, disclosure and accounting standarderc@ee pressure is generated when a
company lists its securities overseas. Companieslishoverseas are required to comply
with listing regulations. This requirement forcasin to conform to the listing rules of the

host country’s stock exchange.

Globalization has fostered capital market integratihrough a number of means such as
overseas listings; overseas initial public offesinglPOs); overseas mergers and
acquisitions; overseas venture capital financisguance of overseas bonds and debt
securities; and overseas investment. In the pa&stptienomenon was not possible for a
number of reasons such as regulatory barriers. Menveapital markets have integrated,
to some extent, in the present global ofde®verseas listing to raise capital from
overseas stock exchanges has become the norm.ohmgacies may raise finance by
issuing shares, bonds or other debt securitieseidre, convergence takes place in order
to fulfil the requirements of an overseas stockhaxge on which a firm intends to list or
from which it intends to raise capital. In mergarsl acquisition, the acquirer may keep
some of the governance practices of the acquiretbaay and continue with the practices
of the acquirer country’s jurisdiction. In cases iaffestment in shares, the foreign
investor, especially institutional investors, prese the country to improve its

governance practices. Therefore, the country hasypoove the governance structure to

'8 |MF, ‘Globalisation: Threat or Opportunity? (2008)F Research Paper available online at
<http://www.imf.org/external/np/exr/ib/2000/041200ibnm> Accessed 20.05.2014.

9 Rasheed and Yoshikawa (n 2) 6.
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the satisfaction of these investétaviajor jurisdictioné? have converged in corporate law

due to cross-border investmefts.

The recent past has also seen a proliferation déxof corporate governance in many
countries due to globalization. Different countriesve developed codes of corporate
governance based on codes issued by developedriesuahd modelled largely on the

OECD principles of corporate governarite.

Globalization of capital markets has been the mdpmtor in  forcing different
underdeveloped and developing jurisdictions to eoge to advanced jurisdictiofis.
Convergence of national legal systems may alsdthbwded, to some extent, to economic
and political affiliations and interdependerf€yThe economies of different countries have
become interdependent in the global world. The ecoa failure of one country may
affect the economy of other countries. In recemtry¢here were examples of the possible
economic failure of countries for which other caoled have provided bailout packages;
for example, Abu Dhabi provided a substantial am@irmoney in the form of a bailout
package to Dubai; the EU and the IMF to Greece;taedMF, the Asian Development
Bank (ADB) and the World Bank (WB) to Pakistan omamber of occasions. This
interdependence also motivates the WB, ADB and tbExert pressures on recipients of
loans to improve their corporate governance prestiwhich led the convergence to good
practices and corporate governance of advancestijations®’

Integration of product markets is also consideredriging force for convergence in
corporate governance. Countries endeavour to atfomeign firms to invest in their

countries and operate in their product market. Tarses countries to offer attractive

*! |bid 6-8.
?2R. Kraakmaret al discussed six jurisdictions: (1) the UK, (2) th8, (3) France, (4) Germany, (5) Japan
and (6) Italy in their booRhe Anatomy of Corporate Law: A Comparative anddfenal Approach(1®
and 2° edn, Oxford University Press, Oxford 2004, 2009).
% R. Kraakmaret al, The Anatomy of Corporate Law: A Comparative anddfional Approach1* edn,
Oxford University Press, Oxford 2004) 218.
24 Roman Tomasic and Zinian Zhang, ‘From Global Cogeace in China’s Enterprise Bankruptcy Law
2006 to Divergent Implementation: Corporate Reoiggion in China’ (2012) 12 (2ournal of Corporate
Law Studies 25.
%5 Mathew Tsamenyi and Shahzad Uddin, ‘IntroductiorCobrporate Governance in Less Developed and
Emerging Economies’ in Mathew Tsamenyi and Shatddin (eds)Research in Accounting in Emerging
Economies: Corporate Governance in Less Developatl Bmerging Economieévolume 8, Emerald
Group Publishing Limited, Bingley 2008).
% Siems (n 1) 1.
" |mtiaz Ahmed Khan, ‘The Role of International Omggations in Promoting Corporate Governance of
Developing Countries: A Case Study of Pakistan1@®3 (7)International Company and Commercial
Law Reviewr23-33.
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packages and the best regulatory framework. Otherpeting countries mimic this in

order to attract foreign investment, which leadsdnovergence in rules and regulatiéhs.

Furthermore, harmonization of accounting rules Hastered convergence. This
phenomenon is also influenced by globalization.the past companies of different
countries had to follow their own accounting staddaand foreign investors or issuers
had difficulty in understanding disclosure from thecounting practices of the host
country. This was one of the barriers to foreigaestment. Globalization has forced
countries to adopt similar accounting and disclestandards. The harmonization of these
standards by international standards committeeselolat increased overseas investment

and convergence, at least, in accounting and disméostandards across the glébe.

Efficiency is another important factor in the ewadn of corporate governance structures.
Corporate governance is like a product market whempetition is the main driving
force. In this competition, companies are forcedadilopt the most efficient structure in
order to compete with rival companies in productigrreducing cost, otherwise they will
suffer as a result of the competition. In similastiion, companies are forced to adopt an
efficient governance structure, otherwise they Wil in the competition. This efficiency

consideration is the main stimulant for convergewoeorporate governance structdfe.

Colonization also remained an important factordonvergence of national legal systems
to colonial nations. For instance, Pakistan's legygtem is based on the British legal
system introduced during colonial time and convdrge most of the corporate
governance features. It is an easy task for hasingato converge to a system on which
their system is based. This transplantation mayigeo compatibility with the guest
corporate governance feature. Convergence can pdliee more easily in such
circumstances. This process is still in progressl, aam some extent, has forced

convergence for colonial nations such as Pakistan.

8 Rasheed and Yoshikawa (n 2) 8.
2% bid 10.
% Frank H. Easterbrook and Daniel R. Fisfére Economic Structure of Corporate Léarvard
University Press, Cambridge Massachusetts 1991) 4-8
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3.5 Factors that compel divergence

Although efficiency and globalization are strongttas that are pushing convergence,
they may not always be driving forc&slurisdictions may converge even to an inefficient
governance system; for instance, integration ofopean markets may lead to an
inefficient convergence of corporate governance tduthe presence of different cultural
and governance mechanisms. A misfit foreign govereafeature may produce
inefficiency of the whole systefi. Although major jurisdictions have converged over
most of the features of corporate governance despe fact that these features are
fundamentally of a different natufd, there are still some features where there is
divergence in these jurisdictions. This may pdstidle attributed to path dependencies,
and differences in culture, ideology and polifitsThese factors cause divergence of
different systems. This divergence still existgha world despite efforts at global level.
For instance, the EU’s efforts to converge and lomize in corporate governance within
the union have not obtained an optimum level aedfaiture is uncertain, especially after
the recent debt crisis in Europe. Similarly, in thK, the laws of England and Scotland
have different characters despite long-term urfon.

3.5.1 Path dependency

The extent to which different systems of corpomgdeernance have developed and the
extent to which they persist despite the fact thitrnative efficient governance is
available can be attributed in some respects to phlh dependency theory. Path
dependency is a pre-existing condition that dirdater developments in a particular
direction. This does not allow deviation and triegpreserve thstatus quoPut another
way, in every system there are certain charadiesitttat limit its ability to develop and to

converge to other systerffsPath dependency is a major force that shapes tipar

3L Franklin A. Gevurtz, ‘The Globalisation of Corpted.aw: The End of History or a Never-Ending Story?
(2011) 86Washington Law Revies20.
% Reinhard H. Schmidt and Gerald Spindler, ‘Pathd»ejency, Corporate Governance and
Complementarity’ (2002) 5 (3pternational Finance312.
% R. Kraakmaret al (n 5) 82-6.
% Amir N. Licht, ‘The Mother of All Path DependensieTowards a Cross-Cultural Theory of Corporate
Governance Systems’ (2001) R@laware Journal of Corporate Lat47; Lucian A. Bebchuk and Mark J.
Roe, ‘A Theory of Path Dependence in Corporate @ghip and Governance’ (1999) S2anford Law
Review168-70.
% Tomasic and Zhang (n 2296.
% Licht (n 34) 147.
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governance structure and resists any chahtiempedes, or at least limits, the process of
convergence even if other systems are efficieneé &gues that the current circumstances
of a governance structure in a particular countey @artly dependent upon pre-existing
circumstances that drive it in a particular waje explains the effect of path dependency
on the establishment of a governance structureoarg to him, the initial ownership
structure affects the development of the subseqoemtership structure. The initial
ownership structure also influences the developnwntules of corporate laws that
determine a particular path, which determine subseq governance structur®s.
Similarly, Coffee argues that the initial startipgint is important in corporate governance
and this determines subsequent developm&hF&e initial starting point might have been
established by historical accident or political gzomise irrespective of the efficiency

consideratior?

for example, co-determination in Germany, lifetireenployment in
Japaf® and dispersed ownership structure in“*U@re all determined by political
considerations, irrespective of efficiency consadiens. Path dependency determines a
particular path from which it is not easy to diverhis may limit prospects for global

convergence to a single system of corporate gonesfa

Roe classifies path dependency into three categjo(il®) weak, (2) semi-strong or
(3) strong. These categories may resist the coeweryprocess accordingly. Weak path
dependency may resist it less and can convergly éasieveral efficient possibilities. In
the case of semi-strong path dependency, it ismigsible to converge but the cost of
change may be unwise. In the case of strong patendiency, change may be difficult as
society might have become stuck due to the locleffects arising out of path

dependency®

In the context of Pakistan there could be two magurces of path dependency. First, the
sources of path dependency are the families aedesit groups who are dominant in the

country. They may resist reforms that may resthetr opportunities of private benefits of

37 Bebchuk and Roe (n 34) 168-70.
% Mark J. Roe, ‘Chaos and Evolution in Law and Ecnius’ (1996) 10Harvard Law Reviews41.
% Bebchuk and Roe (n 34) 168-70.
“0 John C. Coffee, Jr, ‘The Future as History: Thespects for Global Convergence in Corporate
Governance and its Implications’ (1999) R8rthwestern University Law Revieéa@0-1.
“I Roe (n 38) 668.
“2 Coffee, Jr (n 40) 660-1.
“3Mark J. Roe, ‘A Political Theory of American Corpte Finance’ (1991) 91 (Qolumbia Law Review
65-7.
4 Coffee, Jr (n 40) 660-1.
“>Roe (n 38) 667.
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control. Second, the sources of path dependencybmagplitical forces. The state is the
second largest stakeholder in the corporate saftier families. The political forces may
act as a barrier to reforms as this may limit theimspects of enjoying the benefits of
control which they may acquire after coming intoweo and controlling state
shareholding in SOEs. These families and politeiave close links. The families in
Pakistan are directly involved in state politics t@ve substantial influence in politics.
They finance different political parties so thatyimay act in their interests. This situation
may make one sceptical about imminent and radig@rms in the country. However,
competition, economic efficiency and global pressuthrough international financial
institutions may be strong forces that may compelergence to international norms and
thereby act as stimulant in reforming the corposatetor of Pakistan. This process may be

successful if reforms are made piecemeal, systeraat through a pragmatic approach.

3.5.2 Complementarities

Efficiency may be a driving force to compel convarge in corporate governance but it is
not always possible to transplant features of desysinto another system that has a
fundamentally different nature. A feature of com ergovernance that is efficient in one
place may not be efficient in another. Corporateegoance features can work efficiently
in host jurisdictions only when other complementangtitutions and practices are
compatible with the new featuf®;for example, the corporate governance feature of
market discipline that operates through a takemesle may be efficient in dispersed
ownership structures with developed and liquid ratwkUnder this market discipline, if a
company is not performing, successful bidders neake tcontrol of the company and
remove non-performing incumbent managers. For #keadver code to be effective, a
developed and liquid market is necessary. If thiedver code is applied in concentrated
ownership structures with an underdeveloped amglid market, then this may not even
work. Bidders may not be able to get enough sharesntrol the company and remove
managers sponsored and controlled by the contgadirareholders. Convergence can take
place when systems are synchronized but mere efigi may not be enough for
convergence. Legal rules transplanted from homisdiations cannot work in the same
way in host jurisdictions. Transplanted legal rudas work effectively if they are adapted

to local conditions or the local conditions are docive to such transplantatidh.If

4 Coffee, Jr (n 40) 659-60.
" Berkowitz, Pistor and Richard (n 8) 165.
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features of corporate governance cannot be adaptémtal conditions, such plantation
will not survive even if copied from a well-recogail modef® Transplantation can work
effectively if transplanted rules or governancetdess are developed to find solutions to
the problems in the host country after they havenbadapted to local conditiofis.
Therefore, for effective convergence, it is necgss$hat the features of one system be
adapted according to the nature, values, cultetgion and requirements of the recipient

system.

As discussed earlier, an efficient corporate gomece feature in one jurisdiction may not
be efficient in another that has a different enwnent and circumstances. This hypothesis
is based on the presence of complementarity itistitsl in every system.The
complementarity is an attribute of elements of aegiwsystem such as a corporate
governance system, a financial system, organizaltion production system of a firm or
the system that constitutes the strategy of a'.fithThe complementary elements are
structured in a system so that they fit togethea iway that increases their mutual value
and reduces mutual disadvantage or cost. If areatucorporate governance is not fit for
a particular system, then this may not increasiieffcy but rather create a problem.
Complementary institutions such as the stock mamwenership structure, professional
bodies, financial institutions and practices may@ major role in convergence to foreign
corporate governance features. Put another wayisting complementary institutions do
not support a particular foreign corporate goveceaieature, this transplantation may be
counterproductive. Bebchuk and Roe argue that ieryewsystem there are unique
institutions, practices and professional commusitieat facilitate the efficient working of
a particular system as these institutions developoraling to the initial ownership
structure in that particular systertt. These complementary institutions determine the
subsequent governance structure. Any transplantaficorporate governance feature that
is not compatible with existing institutions maytneork efficiently; for example,
adopting an independent outside board in a cropytalest system may not be efficient
where firm’s competitors have a management anddboidirectors that have close links
with politicians and policymakers. Similarly, admgt a takeover code from a developed
and liquid market in an underdeveloped and illigmdrket may not work efficiently.

Complementary institutions may cause barriers ty aonvergence to a foreign

“8 Coffee, Jr (n 40) 659-60.
“9 Katharina Pistoet al, ‘Evolution of Corporate Law and the Transplanfegf: Lessons from Six
Countries’ (2003) 18 (IJhe World Bank Research Obseri€9.
*Y Schmidt and Spindler (n 32) 318-9.
*1 Bebchuk and Roe (n 34) 168-70.
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governance feature. Therefore, for effective tréargption, foreign governance features
must be adaptable to the recipient system whiatompatible with existing governance

institutions>?

3.5.3 Politics, private rent seeking and control pgmium

The extent to which private rent-seeking opportasitand control premium by the
managers and controlling shareholders can act agisato reform and, consequently,
limit the process of convergence is debatable. geofairgues that opportunities for
extracting private benefits and control premium thye managers and controlling
shareholders put barriers in the way of convergescexisting inefficient structures may
benefit controllers®® According to him, the objective of reform is toopgct minority

shareholders and this may decrease the incentiveofdrol which they enjoy in existing
structures and under inefficient rules. They masisteany reforms whose objective is to

provide more protection with the connivance of ficdil actors.

In the context of Pakistan families and the staeehcontrol in most of the corporate
sector. These families are directly involved inifcd or have close relations with

politicians. The control of these families in owst@p and management provide them with
opportunities for rent seeking and control premidrhey may resist any reform whose
objective is to enhance enforcement mechanisms$capobvide the minority shareholders
with protection. This may reduce their incentivegin corporate control despite the fact
that it may increase their cash-flow rights in fbem of dividends. There is a trade-off
between an existing structure where they can olitaén benefits of their controlling

position, and reforms where they may get enhaneddgevfor their shares as they have
more cash-flow rights. Good governance enhancesoaaic efficiency and, consequently,

increases firm value. The controlling shareholdeey have more benefits in the form of
dividends as they have more stakes in the firm. éi@wn, the side effect of such reforms
may be enhanced accountability, disclosure andnémraement mechanism, which may
decrease their potential to expropriate funds &ed incentive to control firms through

management and the directors. Politicians are sgapto compete in global competition
and to improve economic efficiency in their own otiies. Corporate governance is like a

product market where competition is a driving for&efirm whose cost of production is

%2 Coffee, Jr (n 40) 659-60.
%3 |bid 654-7.
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high compared to that of competing firms may novise, so too, a firm who chooses the
wrong terms, as opposed to those selected by otimepeting firms:* So, any governance

mechanism that is less efficient and unable to aimpvith other mechanisms may be
extinguished by competitive forces. In this scemanoliticians will be forced to reform

even if they have a stake in the corporate arermu@t and radical change in the
corporate sector may create unrest among, andtarydrom, interest groups. Systematic
and piecemeal reforms may counter this resista@ree interest groups realize the

potential benefits of reforms, they may welcomanrthe

3.5.4 Difference in culture, ideology and politics

The development of corporate governance systenasparticular country depends upon
its political and ideological conditioris. The culture and ideology of a country also
determine the choice of corporate law and govemamechanism; for instance, in
German culture there is trend of codetermination, American culture resists hierarchy
and centralized authority more than in French caftti Pakistan’s culture is a family-

controlled business structure.

As far as political ideology is concerned, it alsdluences the determination of a
particular governance structure; for instance, mroanist system will focus on a state-
controlled governance mechanism. A social democnagy empower its employees more
than capitalist countries. This has led owners aniad democracies to control firms
through concentrated ownership.Capitalist countries may focus on general public
ownerships which may direct towards a dispersedeosimp structure such as in the UK
and the US. Coffee says that it is not necessanlly economic self-interest that acts as a
barrier to convergence. Rather, national culturadlitions, nationalism and xenophobia
may also hinder foreign governance norms; for mstathe French may vote against any
law whose objective is to introduce an Anglo-Amarianodel without good reasch.

Similarly, if the ideology of any country is relay, then religion can also play its role and

resist any convergence to a foreign governanceureaffor instance, Pakistan is an

% Easterbrook and Fisher (n 30) 17.
%5 Mark J. Roe, ‘Political Preconditions to Sepam®wnership from Corporate Control’ (2000) 53 (3)
Stanford Law Review03.
%6 Bebchuk and Roe (n 34) 168-70 and Amir N. LichiaBan Goldschmidt and Shalom H. Schwartz,
‘5C72ulture, Law and Corporate Governance’ (2005)r#Brnational Review of Law and Economs3.

Ibid.
%8 Coffee, Jr (n 40) 656.
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ideological country where religion may have a rabethe governance mechanism.
Therefore, religion may play its role in determminthe country’s governance
mechanisni® This ideological norm may direct a country in cergence to a particular
governance mechanism. If a particular governanegufe or whole structure is not
compatible with the host culture and its ideolddpgn this may not converge and even if it
is converged it may not be efficient. Thereforeg thifference in culture, ideology and
politics has an important role to play in corporgteernance and may act as barriers to a

foreign governance feature.

3.6 Unigue convergence in corporate ownership andrporate governance

Globalization and competition are compelling cogesice around the world. Ultimately,
prime facie features of corporate governance from differeatintries may merge
together, on the basis of efficiency, to form afamn corporate governance system
around the world. However, there is disagreementmique convergence to corporate
governance. There are two rival systems operatingheé world: (1) the concentrated
ownership structure, which is dominant in contiéiurope, Asia and most other parts
of the world and (2) the dispersed ownership stmectwhich is dominant in the US and
the UK. Both have merits and demefftsThe extent to which convergence may take
place, where the one system dominates over ansistem or, to put it another way,
whether one system will converge to another inseiese that one pattern will be followed

and another will disappear, is the topic of re@aademic debafg.

Hansmann and Kraakman predict that the Americaresysf corporate governance based
on shareholder value will dominate ultimately bessawf its worldwide acceptante.
However, some writers do not acknowledge this cldd®bchuk and Roe maintain that
there are practical difficulties in the unique cergence of corporate governance towards
a single systen?? Path dependency, and differences in culture, @goknd politics are
major hurdles to cross in such convergence. Gilstnserves that difference in
governance, political institutions and possiblepoese in changed circumstances across

% This issue will be discussed in detail in ChaySiax
% See text to n 66-7 in Chapter Two.
%1 Ben Pettet, John Lowry and Arad Reisbétgttet's Company Law: Company Law and Corporate
Finance(4" edn, Pearson Education limited, Harlow 2012) 65.
24, Hansmann and R. Kraakman, ‘The End of HistoryGorporate Law’ (2001) 8%he Georgetown Law
Journal 468.
%3 Lucian A. Bebchuk and Mark J. Roe, ‘A Theory oftPBependence in Corporate Ownership
Governance’ (1999) 53tanford Law Review68-70.
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countries and even within the same country may teaslibstantial variation in national
systems. This may lead to a hybrid form of convecgein corporate governante.
Bratton and McCahery believe that the presencagjue institutional and cultural factors
operating at the national level limits the proce§sonvergence to foreign governance
systems®® The features of a national system are tied togeétha complex web and it is
difficult to separate one from the other. This idegpendency limits the process of
convergence. Convergence can occur only when #iargs of one system are detachable
and are capable of transfer from one system tohenaystem, and are compatible with
the host jurisdiction. Schmidt and Splindler bedigkiat the presence of dynamic corporate
governance features around the world makes it pessible that there will be a rapid
convergence to a unique and efficient system usalgr °® Path dependency and
difference in complementary institutions, for examphe nature of ownership structures,
stock markets, judicial systems, the composition bofard structures, the role of
stakeholders in corporate decisions and the natfireorporate laws (mandatory or
enabling) in different systems may cause barrierany possible convergence even to an
efficient single governance system. In their latestk, Hansmann and Kraakman affirm
their previous position on the dominance of thexaéad SSM®’ They believe that the
SSM is more likely to succeed over its rival syséemanager-, labour-, stakeholder- and
state-oriented models, and family or unconstraio@utrolling shareholder models — due
to its inherent adaptability to all types of owrepsstructures. Between these two extreme
views some scholars have cautious view and starigeirmiddle: Coffee argues that two
rival systems, namely (1) concentrated ownershig &) dispersed ownership, will
coexist. They are like ‘giant tectonic plates’ tiggate, push and even override each other
but cause friction whenever they meet. Accordinghito, in the same way the formal
convergence of one system to another may creatal $oction and unrest. The best way
to avoid such friction is self-selection and migratby the management of firms through
functional convergenc®. He predicts convergence in securities regulatiatiser than in
corporate laws. The driving forces behind such aveoyence in securities regulations
may be globalization that has stimulated cross-tgunvestment and raising funds in the

% Gilson (n 12) 356-7.
% Bratton and McCahery (n 6) 213-97.
% Schmidt and Spindler (n 32) 311-2, 321-2.
" H. Hansmann and R. Kraakman, ‘Reflections on the & History for Corporate Law’ in Abdul A.
Rasheed and Toru Yoshikawa (ed¥)e Convergence of Corporate Governance: PromiseRanspects
(Palgrave Macmillan, Basingstoke 2012).
®8 Coffee used the terminology ‘functional and formahvergence’ (see Coffee, Jr (n 38) 641-708) as
opposed to the Gilson model which classified cogeace into three kinds: (1) formal, (2) functionat
(3) contractual convergence. Gilson also usedetmihology ‘hybrid convergence’ as a fourth form of
convergence (see Gilson (n 12) 329-357).
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form of overseas listing. According to this view, formal unique convergertoeone
pattern may not be an imminent possibility. Soméokrs have put forward the
hybridization hypothesi€ These scholars believe that economic institutians not
immutable and they are subject to change withontpdete change in the system. Foreign
practices are incorporated in the system throughhtbdium of adaptation so that they can
fit into local institutional contexts. This processy lead to hybrid convergence rather
than unique convergence to a system. Rasheed astikéaa confirm this hybridization
hypothesis’* According to them, the recent changes in the walinlolv that most countries
are converging, to some extent, to the sharehotaetel of the US but, at the same time,
they are not willing to surrender their existingvgmance system. The process involves
the adoption of certain corporate governance pmestiwith careful adaptation and
tailoring to local needs without abandoning mosttlod existing features of corporate

governance. This process led to hybrid convergence.

In the light of the above discussion, unique cogeace in corporate governance is less
likely in the near future. The features of corpergbvernance of different systems may
converge due to competition, efficiency or globatian. Most probably the partial
convergence of corporate governance features mawr.o€onvergence in corporate
governance is an on-going process that may remaomiplete and transitory in natufe.
Put another way, convergence may occur in a watyalieature of corporate governance
of one system converges to another system, possiblhe presumption of being most
efficient, and may be discontinued or abolished] @avert to the old system if the feature
is not compatible with existing infrastructure emply fall into oblivion. Alternatively,
the system may again converge to the corporaterganee feature of some other system.
This process may continue indefinitely. This alpeeds on the quality of adaptation and

compatibility of the recipient system to the newttee of corporate governance.

% Coffee, Jr (n 40) 704-7.
" steven K. Vogel, ‘The Re-organization of the Oiigad Capital: How the German and Japanese Models
are Shaping Their Own Transformation’ in K. Yamaana W. Streek (eds)yhe End of Diversity?
Prospects for German and Japanese Capitalighaca, Cornell University Press, New York 2088%5-33;
Marie- Laure DjelecExporting the American Model: The Post-war Transfation of European Business
(Oxford University Press, Oxford 1998); Jan N. Eis¢, ‘Globalisation as Hybridization’ (1994) 9
International Sociology61-84.
" Rasheed and Yoshikawa (n 2) 27.
2 Gevurtz (n 31) 475.
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3.7 The application of theory in Pakistan

As discussed above, convergence in corporate gameenstarted long ago but this
phenomenon has been intensified in the recent gsgcially after the recent financial

crisis and globalisation of capital markets. Histally, convergence in corporate

governance in Pakistan started soon after indepeede 1947 through the adoption of
British based corporate laws and subsequent imitadif these laws in developing its own
laws. Pakistan is an underdeveloped but an emergeriget which has taken billions of

dollars in loans from the IMF, WB and ADB; theredorthe process of convergence
intensified in the recent past through pressuranfrthese international financial

institutions to reform its corporate sector as ¢towl for loans. This process may also be
stimulated through further reforms in the near fetdue to different factors such as
international financial institutions, inter relatedconomies, overseas investment,
competition, globalisation and integration of capitmarkets. At the same time, as
discussed above, some factors such as dominanidamgroups and the state may resist
such reforms. The extent to which these factorspsbrar resist reforms will be discussed
in this part of chapter three and remaining chapt€ne objective of this part is to explore
the possibility and effectiveness of reforms inesrtb improve corporate governance in
Pakistan with discussion limited to few issues whihose issues which require

comprehensive discussion are left for the remaiohapters.

3.7.1  Process of law making and standards setting Pakistan

There was a recession in Pakistan in the late 1960swing the nuclear explosion on
28 May 1998, post-explosion world sanctions and tlebal financial crisis. The
corporate sector was dominated by families, groaups the state. Bad governance and
corruption were commonThe weak regulator was unable to perform and refthen
corporate sector. The regulator, who was direatiglen government control, was staffed
with employees who were not professionals. Coramptiand inefficiency among
employees were common. The government was unabteféom the corporate sector.
Firstly, the families and groups involved were pdcdilly strong enough to resist reform
that could restrict their expropriation and ex@btdn from the prevailing bad governance.
Secondly, the government was not economically gtemough to carry out the reforms
that were being undertaken in other countries.
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During the 1990s the WB and the ADB focused on ghpport of government in the
financial sector in Pakistan. The WB supported gbgernment in the privatization of
nationalized banks, whereas the ADB did so in ehpitarket development under the
Capital Markets Development Programme (CMDP). Tdw$ of the programme was on
establishing an effective regulator for better stoe protection and the stock markéts.

To the extent that it reformed the regulator, tbeegnment established the SECP which
appears to be following the US style of reguldforit was given financial and
administrative autonomy for the supervision anditagon of the capital market and other
corporate entities, and replaced the former Cotpdraw Authority (CLA) which was a
wholly government owned department. The CLA waaddted to the Ministry of Finance
and its budget was allocated by the governmenugirats resources. Employee pay was
according to an official pay scale which was ndtaative to professionals who could
command good salaries in the private sector. Mb#teofficials at the CLA did not have
professional qualifications. They were not awarethed technicalities of the corporate
sector and they were corrupt as well. The purpdsgeating the SECP was to minimize
government control, attract professionals frompheate sector and to make the SECP a
strong regulator with all the administrative, funol and financial autonomy required,
and to give it decision-making powers. However, gbgernment still controls the SECP
but now this control is indirect, compared to tlomtcol exercised by the CLA. Members
of the Policy Board? the Commissioff and the Chairman of the SE€Rre appointed by

the government.

The Government of Pakistan passed the Securitee&achange Commission of Pakistan
Act, 1997 (the SECP Act) which describes the ctutstn, structure, powers and
functions of the SECP. The SECP became functiomah f1 January 2000 and many

"asian Development Bank, ‘Background Paper by the®evelopment Bank Structural Reforms in
Legal/Judicial, Agriculture, Capital Markets anddegy Sectors’, Pakistan Development Forum, Paris
(April 29-30, 2002), 7-8, available at
<http://siteresources.worldbank.org/PAKISTANEXTN&Rearces/Pakistan-Devp-Forum-
2002/structuralReforms.pdf> Accessed 17.08.2013.
" Moeen Cheema and Sikander A. Shah, ‘The Role dfiMirunds and Non-Banking Financial
Companies in Corporate governance in Pakistan’@pGentre for Management and Economics Research
(CMER)Working Paper Series No. 06-47, Lahore Universitilanagement Sciences.
5 The Policy Board consists of nine members witk éx officiomembers, including the secretary of
finance, law and commerce, deputy governor of theéeBank of Pakistan, and the Chairman of the SECP
and four members from the private sectors appoibyetthe government. The Policy Board decides the
overall policy of SECP.
® The commission consists of all the commissionppoanted by the government including the Chairman
of the SECP. It is the highest decision-making axity for the day-to-day affairs of the SECP.
" The Chairman of the SECP is appointed by the goment from among the commissioners.
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powers were given to it afterwards. Initially, thede of SECP was limited and included
the regulation of the corporate sector and thetabpiarket but with the passage of time
its role was enhanced and now its functions incltetulating the issues surrounding
securities; stock exchanges; market abuse; takgowmartual funds; and the supervision
and regulation of insurance companies and non-bgnknance companies (including
investment banks, discount houses and housingdéaompanies} It also includes the
regulation of a specialized type of non-bankingfice institution (includingrudarabal’®
and leasing compani®, private pensions, and oversight of externaliserproviders to
the corporate and financial sectors (including t@rad accountants, credit rating agencies,

corporate secretaries, stock exchange brokersgemtsa and insurance surveyors)

The purpose of the SECP was to develop fair, efficiand transparent regulatory
frameworks based on international legal standandsbest practices for the protection of
investors, especially minority shareholders anddévelop an efficient and dynamic
regulatory body that fostered principles of goodiegaance in the corporate sectbr.
However, the reforms were not welcomed by the mssncommunity and led to
substantial delisting after the issuance of theecod 2002 and revision in 2012. As
reforms are meant to provide more protection to ithvestors, especially the minority
shareholders, which limits the possibility of expriation by the controlling shareholders,
they resist such reforms. However, there was pressuthe government to adopt reforms
because it was the recipient of loans from inteonal financial institutions.

8 These powers were delegated on July 1, 2002.
" Mudarabahwill be discussed in Chapter Six.
8 These powers were delegated on January 1997.
8. The Securities and Exchange Commission of Pak{SBCP) website <http://secp.gov.pk/> Accessed
17.08.2013.
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Figure 3.1: Companies delisted and merged during 29—2018?

Table 3.1: Companies delisted on the KSE during 1992013

Aggregate Total after
(delisted + delisting and

S. No. Year Delisted Merged merged) mergers
1 1999-2000 7 0 7 754
2 2000-2001 12 7 19 747
3 2001-2002 24 16 40 711
4 2002—-2003 8 8 16 701
5 2003-2004 18 39 57 661
6 2004-2005 11 3 14 662
7 2005-2006 6 8 14 658
8 2006-2007 8 8 16 658
9 2007-2008 5 8 13 652

10 2008-2009 6 3 9 651
11 2009-2010 3 4 7 652
12 2010-2011 11 0 11 639
13 2011-2012 51 2 53 590
14 2012-2013 25 0 25 569

Table 3.1 shows that a substantial number of comepaelisted during 2002—-2004 and
2012-2013. The Code was issued in 2002 and reviséxd12. In 2012 the voluntary
provisions of the Code were also converted into dagory provisions which had more

adverse effects than the initial issuance of theedn 2002.

8 The data were taken from the Annual Reports oKiBE and the SECP.
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After attaining autonomy and independence fromatligopvernment influence, the SECP
issued many laws, rules and regulations for alney&ry sector that came under its
control. These include, but are not limited tojdes trading, institutional investment, non-
banking finance companies, takeovers, insuranoek stxchange regulations, disclosure,
brokerage and frequency of directors’ meetings.sThrocess converged to many
international good practices of corporate govereaespecially those of the UK and the
us.

As a second step in these reforms, the governmsimvdsted its shareholding in some
SOEs and issued its shares to the general pulthis. fersuaded many family-owned
companies to raise capital through IP@jch led to the involvement of the general
public in the capital market. Although the marketstill dominated by families and the
state, this phenomenon highlighted a number of g@ree issues such as minority

shareholder rights, agency problems and enforcement

The series of reforms attracted the general publirecome involved in equity investment
in the form of shares. Lack of proper monitoring thg regulators allowed the market
players to create a bubble which burst in March520Dhe general public suffered
substantial losses. The market crash of 2005 furthghlighted the importance of
corporate governance in the market. A dearth cdaieh on corporate governance could
not provide appropriate policies for the governmant policymakers to resolve these

issues at an optimum level through reforms.

The following major amendments were made in theaa@te law of Pakistan:

I In 1995 s. 86 of the Ordinance was amended, wimaiteld the pre-emptive rights
of the shareholders. A public company was givengrow raise capital without
issuing rights shares.

il. In 1999 s. 90 of the Ordinance was amended to ah@xompany to issue shares
with different rights and privileges. The regulafmomulgated the Companies
(Variation in Rights and Privileges) Rules, 200GisTamendment changed the
old common law rule of one share, one vote, amuizvat the issuance of shares
with enhanced voting rights or without voting rightt also allowed the issuance
of preference shares.
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In 2007 a new s. 178A was inserted to allow theumeq of a listed company

having not less than 12.5% voting powers to askctimemission to require a fresh
election of directors. This provision was meanfptovide the acquirer with an
opportunity to put his or her nominee on the badrdirectors.

In 2002 s. 193 of the Ordinance was amended andrélaeency of directors’

meeting was increased from twice a year to, at,lgasirterly meetings.

In 2002 s. 196 of the Ordinance was amended, wimcteased the powers of
directors by allowing them to write off bad debtgldo compromise law suits.

In 1999 a new s. 197A was introduced, which prdbatbithe directors from

distributing gifts to the members. This provisiorasvmeant to discourage
directors from inducing members to vote in favolitheir election or to vote for

resolutions of their choice or to pass accounthaut any objection.

In 2001 s. 204A was inserted to bind the listed panes to employing a
company secretary. The company secretary is ratjuoeconduct secretarial,
administrative and other ordinary dutfés.

In 2007 a further amendment was made to s. 204Actwhequired listed

companies to appoint a share registrar. The obgdt this provision was for an
independent share registrar to conduct share @am@sfd transmission in a fair
and professional manner. This may be helpful tadattee fraudulent and bogus
transfer and transmission of shares.

In 2007 a new s. 234A was inserted to give membdrs had 20% or more

voting powers the right to ask for a special aoflthe listed company.

In 1999 s. 236 (2) (f to h) was inserted to enhatiee duties of directors.

According to these provisions, the directors of lmubompanies are required to
mention in directors’ report, which should form fpaf the balance sheet and
annual report, the earning per share, reasonsh®rcompany’s loss in the
financial year, a reasonable indication of futurespects of profit, information

about defaults in payment of debts and the reafsonbkese defaults.

Similarly, in 2007 s. 236 (5) and s. 237 were aneeindo that the directors of
holding companies are required to prepare the dioilased financial statements
with their subsidiaries and also to make them pfadirectors’ report.

In 2002 s. 245 was amended to enhance the frequrreyports issued by listed
companies. Listed companies are required to prepack transmit quarterly
reports to the members and to the regulators.

8 See s. 2 (33) of the Companies Ordinance 19840tHmance 1984).
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Xiil. In 2002 the members were given powers to removetioitors of the company
through special resolution under s. 252 of the Qadce.

XiV. In 2002 s. 254 (3) (f) of the Ordinance was amertdeatohibit auditors of listed
companies from holding shares in the audit clierdrty associated company, and
to disclose their interest, if any, held by thenfobe they were appointed. They

are required to disinvest within 90 days from th&edf their appointment.

These amendments provided some rights to the shidexk but, at the same time, some
important rights were limited; for example, the iiations imposed on pre-emptive rights
and permission to companies to issue shares withreed weighted voting and divided
rights. These are important rights that have beetaited in recent years. Nevertheless, by
giving some rights to the minority shareholdersréferm process has started. Some basic
rights are still missing, such as derivative riglaisd some rights are out-dated and require

re-examination, such as the unfair prejudice renfédy

A major amendment was made to the securities léatimg to insider trading provisions.

S. 15A to 15E was inserted in the Securities andhBrge Ordinance, 1969, which
enhanced the scope of insider trading. Before éimendment, insider trading was a
criminal offence resulting in three years’ imprigoent and a fine but now it is only a civil

offence with a fine set at a high amount. The dbjecf this conversion may be twofold.

Firstly, criminal offences require strict compli@nevith the provisions of the law of

evidence and the establishment of evidence beyonttdTherefore, it gives the benefit
of doubt to the culprit and it is sometimes difficto establish this kind of crime.

Secondly, the intended objective may be to contretpower of cognizance from the
court to the SECP. Under the law, any provisiont tpeovides punishment of

imprisonment must be tried by a court and any @iowi in which the penalty is a fine

falls within the jurisdiction of the SECP.

Some judicial powers were transferred from the totor the SECP through amendments
to the Ordinance. Some powers were also transfelmedigh the SECP Act, 1997. The
purpose was to dispose of the cases without delayever, the final disposal power is
still with the court because the decisions of tl&CB are appealable in the high courts,

which did not resolve all the probleffs.

8 These rights will be discussed in Chapter FoudBat
% This will be discussed in detail in Chapter Five.
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The Central Depository Act, 1997 established thekbentry system for the transfer of
securities and therefore maintained the electrearsion of securities of the companies,
which helped to convert the physical shares inéatebnic forms to make the transaction
more transparent. This helped to reduce manipuldijostockbrokers, and to stop unfair
movement of the shares and the market. Many listedpanies have not yet transferred

physical shares into electronic form.

The Listed Companies (Substantial Acquisition oftiNg Shares and Takeovers)
Ordinance 2002 was passed to regulate substartelisitions and takeovers. The
Ordinance provides disclosure obligations on thgumer. This ordinance requires the
acquirer to inform the company concerned and tbekstxchange when its voting shares
exceed 109%8° However, when such acquirer intends to enhancevdtig shares or
control over 25% of the listed company, the acquimast make a public announcement in
this regard®” Similarly, when an acquirer, who already holdscontrols more than 25%
but less than 51% of the shares of a listed compaitsgnds to exceed it, another public
offering must be mad®. These requirements will be beneficial to the eixtbat it will

restrict stealth acquisition of listed companies.

The Securities and Exchange Ordinance 1969 wasdedeo integrate, corporatize and
demutualize stock exchanges in Pakistan. Provigiaa made in Section 32E of the
Ordinance 1969 for stock exchanges in Pakistan eointbegrated, corporatized and
demutualized by the end of 2006 or a time specifigdhe SECP but the process has not

yet been completed.
3.7.2 Development of a code of corporate governance
Corporate governance has remained the focus oflajmak countries, especially the US

and the UK, since the early 1980s. In recent yeahexe were global financial crises.

These crises triggered the importance of corpagaternance reforms all over the world.

% See s. 4 (1) of the Listed Companies (Substaatiglisition of Voting Shares and Take-overs)
Ordinance, 2002.
8 See s. 5 (1) (a) and (b) of the Listed ComparSes$tantial Acquisition of Voting Shares and Take-
overs) Ordinance, 2002.
8 See s. 6 (1) of the Listed Companies (Substatiquisition of Voting Shares and Take-overs)
Ordinance, 2002.
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The 1992 Cadbury Report was the major initiativedmporate governance in the UK.
The UK issued its first code based on the Cadbum@ittee report on financial aspects
of corporate governance in 1992. Since then thave been four new versions of the code
which were issued in 1998, 2003, 2008 and 2010.yMbavelopments have come about
through reforms around the world which saw laws saglilations being changed through
the development of codes of corporate governancdiffarent countries. To improve
investors’ protection, and to enhance disclosureg@anting standards and the presence of
institutional investors in global markets pushed tevelopment of codes of corporate
governance in those areas in which legislaturdeeefiailed to legislate or were slow in
responding to new developmefisThese codes were developed and diffused around the
world more rapidly because they can be introdutedugh functional changes without
the requirement of changing the basic legal frantkwlastitutional and market pressures
were stimulants for development and diffusion ofle® around the world. Regulators,
stock exchanges, governments, directors assocsatanagers associations, professional
associations, and investors associations were vadoin promoting codes of corporate

governance around globafly.

The reform process started in Pakistan after thernational financial crisis. As part of
these reforms, the SECP issued the code of cogpgmternance in 2002. In Pakistan the
SECP, in conjunction with the chartered accountafit®®akistan and the Institute of
Corporate Governance, started working on formingode of corporate governance in
early 2000. The first code of corporate governam@s introduced in March 2002.
Globalization, international financial institutignsompetition and economic efficiency
and the development of codes in both developed dewkloping countries were the
stimulants for the development of the Code. TheeCads based on the UK Code of
Corporate Governance, the King Report in South cafrand principles of corporate
governance published by the OEEDThe Code consists of best practices designed to
provide a framework through which companies areati@d and controlled. The objective
was to safeguard the interests of the differerkestalders and to promote confidence in
the market. In order to ensure compliance, thedaeas on the best practices of common

8 Barry Metzger, “International Financial Institutis, Corporate Governance and the Asian Financial
Crisis” (2003) Draft Chapter for The Ecology of @orate Governance: The East Asian Experience
<http://papers.ssrn.com/sol3/papers.cfm?abstrac38i2lB40> Accessed 20.012.2013.
% Aguilera and Ceurvo-Cazurra (n 11) 437-9.
%> Rasheed and Yoshikawa (n 2) 9-10.
2 Manual of Code of Corporate Governarissued by the Securities and Exchange Commission o
Pakistan, 1, available at <http://www.secp.govAK/CD/pub_iaccd/manual-CG.pdf> Accessed
11.02.2013.
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law countries, especially those of the Blés the legal framework of Pakistan is based on
that of the UK. The focus of the Code was on contipos qualification, the decision-
making process and practices of the board of directSome provisions, such as the
requirement that companies facilitate minority esgmtation on the board and
representation of independent directors from iastihal investors were voluntary.

As per international practicd, after almost ten years had elapsed, the SECPRedtart
revising the Code to incorporate further developimeand to address shortcomings in
previous versions of the Code. It, therefore, idsuke draft Code of Corporate
Governance for public opinion. The final revisedsien of the Code was issued in
April 2012 with important amendments bearing in diimew developments and
requirements since the publication of the first €oldl turned voluntary provisions of the

previous code into mandatory provisions.

Wymeersch has discussed the problems experienthdhei enforcement of the Code.
He argues that market pressures to improve cop@aternance were the main driving
force behind the introduction of the codes. Theesotlll in the gaps left by the state
legislature in providing shareholders with rigfftsMarket forces had developed those
good practices of corporate governances which loadbeen foreseen by the legislatifte.
Efficiency considerations are another major foroe developing codes of corporate
governance around the worfdWymeersch further argues that the degree of a@oeet
and application of the codes is better documerttad tmany state-imposed regulations.
%According to him, as market sanctions are the nfaice for implementing the codes,
economic and financial penalty would be more eifect To avoid public law
encroachment in the early stages, he emphasizdsorgear enforcement mechanism
without abandoning the self-regulatory nature & @ode. He suggests that once these
practices are accepted, applied, implemented afettekly enforced, they can be

incorporated in the form of public law. Therefotlke nature of the Code has led many

% bid.
% Major jurisdictions revise their code of corporgt®ernance after a certain period. The objectve i
accommodate new developments and needs; for exathpleK issued its first code in 1992 and later on
issued revised versions of the code in 2003, 20838 and 2010.
% Eddy Wymeersch, ‘The Corporate Governance ‘Cofi€oaduct’ Between State and Private Law’
(2007) Working Paper Series, WP 2007-07, Finanaal Institute, University Gent, 1, available at
<http://papers.ssrn.com/sol3/papers.cfm?abstraxt082596> Accessed 20.12.2013.
% Aguilera and Ceurvo-Cazurra (n 11) 417.
" Wymeersch (n 95) 1.
% Aguilera and Ceurvo-Cazurra (n 11) 417.
% Wymeersch (n 95) 28-9.
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jurisdictions to introduce best practices throughes in their country to fill in the gaps in
corporate governance. This worldwide acceptance @bde of corporate governance

fosters convergence of corporate governance atdéfsnctional levet®

In Pakistan, the enforcement of the Code is a nmjalem®®* The Code is part of listing
regulations but it is not being implemented as pdrthese regulations. There is no
evidence of any action being taken by regulators@m-compliance with the Code. The
annual reports of the major companies show thatstgpe reporting is included in these
reports. The boxes are merely ticked without makterbservance of the Code. A major
problem is that the management is not used to gl@ernance practices, especially those
adopted from developed markets which operate fergifit circumstances. The UK, which
offers strong incentives to enforce, has not yetveded the Code into listing regulations
and it is therefore not advisable to make the Quake of listing regulationsib initio in
Pakistan. Therefore, phased implementation of théeGnay be a better idea. It is better
to make this voluntary and then, in time, when gilgdy the Code becomes the norm it

can be made part of listing regulations and evehgfaompany law.

The other problem of enforcement is the penaltylraeism. As the Code is part of listing
regulations, any non-compliance with the Code isltd@ith under other violations of
listing regulations. Compliance with the listingyuations is also not effective as the only
penalty for non-compliance is delisting, whiche® tharsh under the circumstances when
there is no substantial non-compliance. The reguiatalso not interested in taking action
in the form of delisting in the case of non-comptia. Firstly, there are already only a few
companies listed on the stock exchange and degjistifi further reduce the number.
Secondly, many companies were listed on stock exgdeajust to obtain certain benefits,
for instance, tax incentives or to comply with Imesis licensing requirements. Thirdly,
delisting affects the shareholders who are notliratin non-compliance. Enforcement
can be effective if there are other penalties lessidelisting for non-compliance, for
instance, a fine imposed on the management forcoampliance. The penalty should be

commensurate with the quantum of non-complianceis Thould at least ensure

190 Aguilera and Ceurvo-Cazurra (n 11) 417.
191 Rasul B. Rais and Asif Saeed, “Regulatory Impastessment of SECP’s Corporate Governance Code in
Pakistan” Lahore University of Management Scier{t&iVS) Paper SerieCMER Working Paper No. 05-
39 (2005)at 13-14; Mahwesh Mumtaz, ‘Corporate Governandeakistan-Adopt or Adapt? Paper
presented at a conference in Lahore on 3-4 June @@@nised by the Securities and Exchange
Commission of Pakistan and Lahore University of Bigament Sciences, Lahore.
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compliance with the listing regulations. As to tGede, it should not be made part of

listing regulations in the early stages of reform.

3.7.3 International corporate interaction with Pakistan: An inward focus

A recent phenomenon of globalization has seen catpanteraction between countries.
This process pushes countries to improve theiraratp governance and this, in turn,
stimulates the importation of foreign good practieed thereby convergence of different
corporate governance features. Foreign investodsimernational financial institutions
have been the main actors in this process, esperiahe context of underdeveloped and
emerging markets such as Pakistan.

3.7.3.1 The role of international financial instituions in Pakistan

In the recent past there have been financial cafiesver the world primarily due to the
failure of appropriate monitoring. There were cogte scandals even in major
jurisdictions, including the UK and the US. Recgaars have seen high-profile financial
scandals and corporate failures such as WorldCaimEamon in the US, Maxwell in the
UK, Parmalat in ltaly®? Satyam in Indi¥® and the Taj company scandal in Pakist4n.
These scandals triggered the importance of compagavernance reforms all over the

world.

Crises in Asia and Russia in 1997 were a huge globgger for international
organizations to create minimum standards for aateogovernanc¥? The focus of
financial institutions was on the developing coigstrdue to weakness in their corporate
sector. Developing countries such as Pakistan haea the main recipients of loans and
they have, therefore, introduced a series of resam#Pakistan.

192 Musa Mangena and Venancio Tauringana, ‘DisclosDeeporate Governance and Foreign Share
Ownership on the Zimbabwe Stock Exchange’ (2007(2)8ournal of International Financial
Management and Accountis@, 65.
193 Ruchita Daga and Bimitrios N. Koufopoulos, ‘Disslme and Corporate Governance in Developing
Countries: Evidence from India’ (2010) Working Pade& June 2010
<http://papers.ssrn.com/sol3/papers.cfm?abstract 62i7186> Accessed 20.12.2013.
194 Manual of Code (n 92) 4.
195 Alan Dignam, ‘Exporting Corporate Governance: UR€gulatory Systems in a Global Economy’ (2000)
21 Company Lawyer5s.
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Corporate governance failure was considered a megson for these crises as identified
by the WB and the IMF, and therefore these institg tried to prescribe a minimum
standard for their assessment criteria and forpghipose they looked to the OECD for the

formulation of minimum standard&

In developing countries the focus of corporate goaece is a recent phenomenon,
especially after the financial crisis in Asia in979-8 and after the involvement of
financial institutions such as the IMF, the WB ahd ADB in bailing out countries from
the crisis through huge loans and through conditiohcorporate governance reform as
part of the programme. One of the factors that edubese crises was deficiencies in
corporate governance and it was the first timdrtiportance of corporate governance was
realized. Before it was only regarded as a polasué'®” The recession in some Asian
countries was blamed partly on weak corporate stras'®® It was, therefore, necessary
to improve the corporate governance structure ofiquéar countries. This attracted the
attention of international financial institutionscathey exerted their influence to improve

corporate governance structures.

The flow of international capital for economic mesturing in developing countries by
international financial institutions, the WB and Fvhas highlighted the importance of
transparency and disclosure which are core in catpo governance. Corporate
governance was not given much importance in devwagopountries for a long time as
compared to developed countrf88 These institutions undertook a series of reforms i
developing countries. They provided assistancénéenform of loans and technical help,

and set standards that formed part of the conditodrthe loans.

A recession, bad governance and economic meltdawingd 1990s were stimulants for
international financial institutions to focus onkiBdan as these institutions had advanced
billions of dollars in the form of loans to Pakistalhe economic failure of Pakistan was
significant for these institutions as these loamghinbecome bad debts that could never be
recovered. In Pakistan, the WB and the ADB focusedhe support of government in the
banking, finance and corporate sectors. The WB @@ the government of Pakistan

with the privatization of nationalized banks, wresghe ADB supported capital market

1% hid 70, 75.
197 Metzger (n 89).
198 Robert W. McGee, “Corporate Governance in Asi&dmparative Study” (2008) Working Paper
<http://papers.ssrn.com/sol3/papers.cfm?abstract 0id8224> Accessed 20.12.2013.
199 Daga and Koufopoulos (n 103).
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development under the CMDP. The focus of the progra was the establishment of an

effective regulator for better investor protectard the stock market$’

The ADB was the major contributor in the form ofsaries of loans for corporate
governance development in Pakistan. The main fottise bank was on restructuring the
apex regulator of the corporate sector. The ADBegBakistan a US$250 million loan
under the CMDP in November 1997. The loan cover#firdnt aspects of capital
development, including strengthening of securitiesrket governance, institution,
regulation and supervision. Besides this, the AD8vigled a technical assistance (TA)
loan of US$5 million for capacity building of theairities market in Pakistafr: The
ADB extended a US$600,000 TA grant on 7 August 2001is was in addition to an
earlier loan of US$250 million at the request &f (Bovernment of Pakistan. The objective
of this TA grant was to extend the capital marlefomrm processed earlier, enhancement
of corporate governance standards, the creatiamterhational best practices and capacity
building*?

In August 2002 the ADB approved a loan of US$260ioni for Pakistan titled ‘Pakistan:

Financial (Nonbank) Markets and Governance Progi@GP); Strengthening Pension,
Insurance and Savings Systems; Strengthening Regyl&nforcement, and Governance
of Nonbank Financial Markets’. The focus of thigject loan was on improving corporate
governance standards, transparency in disclosndegiaforcement for market participants

and governance of the SEEB.

In July 2007 the ADB granted Pakistan a loan of &4@smillion with a TA grant of

US$1 million titled ‘Second Generation of CapitahMet Reform Program’. The focus of
this programme was on the development of instihatianvestors with the objective of
long-term capital formation, improved efficiency eécurities market to increase the

supply of corporate securities, and strengthenireggovernance of the capital market to

110 Asian Development Bank (n 73) 7-8.
111 Asian Development Bank, ‘Evaluation on the Capifarket Development Program Loan in Pakistan’,
<http://www.adb.org/Documents/PPERs/PAK/31108-PARER.asp> Accessed 17.08.2013.
112 Asian Development Bank, “Technical Assistancen®Islamic Republic of Pakistan for Capacity
Building for Capital Market Development and Corgergovernance”,
<http://www.adb.org/Documents/TARS/PAK/R123-01.pdfccessed 17.08.2013.
13 Asian Development Bank, ‘Pakistan: Financial (Nemk) Markets and Governance Program:;
Strengthening Pension, Insurance and Savings Sgst&inengthening Regulation, Enforcement, and
Governance of Nonbank Financial Markets’, <httpaiwadb.org/Documents/PCRs/PAK/33271-PAK-
PCR.pdf> Accessed 17.08.2013.
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improve transparency and investors’ protectiSrithe SECP promulgated different rules
and regulations for the registration, formatiomghising and functioning of institutional
investors in Pakistan. As a first step, it amentlegel Companies Ordinance, 1984 to
empower the SECP to incorporate non-banking finacoepanies (NBFCs) and to
regulate theni!® The State Bank of Pakistan was used to regulatéBFCs before this
amendment and promulgation of rules. The SECPdntred ruleS”® for the establishment
and regulation of NBFCs, and then issued regulatior2007*” which were replaced with
the regulations of 2008 to regulate institutional investorsnter alia,**® collective
investment scheméé’ Collective investment schemes include both closed scheme
(CESs) and open end schemes (OESs). Accordingete ttegulations, @osed end fund
means an investment company or a CES. An investomnpany is similar to any other
trading company with its shares traded on the stoakket, and individual investors can
purchase and sell their shares in the secondaryendre objects of these companies are
to invest their funds in the securities of othempanies. The investment company must
be registered as a notified entitybefore public subscription under the regulatidrsese
companies have to comply with regulations that pl®wertain restrictions with regard to
operations, functions, structures and investmeaisoins by these investment companies.
An asset management company (AME)s appointed by an investment company with
the approval of the regulator to manage itself.ustodiari®® other than an AMC and an
investment adviser are appointed by the investnosenipany with the approval of the
regulator for the custody of all assets held andemhby it. To avoid conflict of interest,
the custodian, AMC and investment company mushbefendent?* These are given tax

exemptions under the Income Tax Ordinance 2001s f&vours the investors because it

114 Asian Development Bank, ‘Proposed Program LoanTeahnical Assistance Grant to Islamic Republic

of Pakistan: Second Generation of Capital MarkdbRe Programme’,

<http://www.adb.org/Documents/RRPs/PAK/41108-PAKHRBIf> Accessed 17.08.2013.

115 Cheema and Shah (n 74) 11.

116 The Non-Banking Finance Companies (EstablishmeatRegulations) Rules 2003.

7 The Non-Banking Finance Companies and NotifiedtiEstRegulations 2007.

18 The Non-Banking Finance Companies and NotifiedtiestRegulations 2008.

19 NBFCs include leasing, investment finance, housimance, asset management and investment advisory

services. For this see clause (a) of s. 282A ofttdinance.

120 The structure, functions, operations and nomemaaf collective investment schemes in Pakistan ar

different from the UK. For a detailed explanatidritee fund industry in the UK, see lain MacNéih

Introduction to the Law on Financial InvestméHiart Publishing, Oxford and Portland, Oregon 2005

121 Regulation 2 (1) (xxx) of the NBFC and Notifiedtfies Regulations, 2008 defines ‘notified entiag ‘a

company or class of companies or corporate bodsuet or any other entity or person notified by the

Federal Government in the Official Gazette’.

122 An asset management company is a public limitedpemy incorporated under the Companies

Ordinance 1984. It has to obtain a licence fromSEEP to carry out the management of collective

investment schemes under the NBFC Rules 2003.

123 The custodian must be a body corporate whichiimally a bank or central depository company.

124 ndependent’ has been defined by regulationsasihg no cross shareholding or common directotship
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provides a high percentage of return due to thebtmefits associated with these funds.

Investment companies may change the AMC with the ppproval of the regulatdf®

A CES and an OES are constituted by way of a ttastl under the Trust Act, 1882 for a
definite or indefinite period, and are managed by AMC. Both CESs and OESs are
registered with the SECP as notified entities uriderregulations before public offering.
The AMC appoints trustees for CESs and OESs whigst ipe a body corporate. To avoid
conflicts of interest, provision is made in theukagions that trustee must be independent
of the AMC. The functions of trustee are to holdd aontrol the assets of the funds
beneficially for unit and certificate holders of 6&& and CESs respectively. The trustee
stands in a fiduciary relationship with unit holslend certificate holders as the case may
be. The AMC is involved in the management of furetgarding investment decisions and
pricing in OESs. The AMC may change trustee ang@se a new trustee with the prior
approval of the regulatdf® The basic difference between CESs and OESs isapital
structure of these funds. In OESs capital can laa@bd on an ongoing basis, whereas in
CESs it cannot be changed. Unit holders in OESg@@d@em their investment at any time
and certificate holders in CESs cannot redeem fieils, rather, they can trade in the
secondary market. These rules and regulationsatgthe fund industry, and encourage
the investors to invest through intermediaries Whitay be less risky and more attractive

for individual investors than direct investment.

The international financial institutions focused dhe improvement of corporate
governance of the economic entities, especially liseed companies. These listed
companies represent a substantial part of the ecpramd therefore contribute a major
portion of the gross domestic product (GDP) in Bi@ki. These institutions provided aid
in the form of loans to the government of Pakistanthis way they secure not only the
loan that is given for the development of corpomgdeernance, but also all other loans

that are given to the country for overall econogriawth.

International financial institutions have played iamportant role in the development of
corporate governance in developing countries. Thest@utions imposed conditions for
reform and improvement in corporate governanceevbitending loans to the recipient

countries. These institutions have developed assdgscriteria for good governance

125 5ee rule 48 (6) of the Non-Banking Finance Congmand Notified Entities Regulations 2008.
126 See rule 42 (3) the Non-Banking Finance CompaamesNotified Entities Regulations 2008.
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which is helpful for these institutions to assesd set goals for improvement in their own

corporate governance.

Globalization is another factor that forces thegernational financial institutions to exert
pressures on the recipients of loans to improve 8teuctures. The economic failure of
one country may affect the economy of other coastfi’ This interdependence also
motivates these institutions to focus on good jmast and corporate governance,

especially the recipient of the loans as a comnimach of these institutions.

Pakistan has been the main recipient of loans ffmese institution'$® and, as a result,
there was radical change in the corporate struaifitee country”® with special focus on
the improvement in corporate governance througiesef loans and, consequently, the
imposition of conditions for improvement in govemca from these institutions as a
condition of the loans. Adaptation and convergaendde corporate sector were the main
phenomena in Pakistan due to pressure from intenatfinancial institutions to improve
governance and, consequently, there were refornteeirfinancial sector and securities

markets.

The objective of these institutions was focused saturing their lending through
improvement in corporate governance as good gomemand a better economy can

ensure the repayment of loans.

3.7.3.2 Adoption of international standards

The International Organization of Securities Consiois (IOSCO) provides international
standards for securities markets. IOSCO is thegmyrinternational cooperation forum for
securities market regulatory agencies. Its membepsesent almost 95% of the world’s
securities markets. The objective of IOSCO is topavate in developing, implementing
and promoting adherence to internationally recagphistandards of regulations. It also
aims to enhance investor protection and investanfidgence through strengthened

127 See text to n 27.
128 Recently, the IMF extended a loan amounting to &/$$illion under the Extended Fund Facility (EFF)
on 4 July 2013. The IMF instructed the Governmdmakistan to introduce reforms that include, lret a
not limited to, the privatisation of public sectmterprises and to improve corporate governanaethis
see the IMF website available at <http://www.imf/@ixternal/np/sec/pr/2013/pr13249.htm> Accessed
16.07.2013.
129 See text to n 85 in Chapter Two.
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information exchanges both at global and regioeakls. Moreover, it cooperates in
enforcement against misconduct, and in maintainiaig, efficient and transparent

markets, and in seeking to address systemic-ifsk.

IOSCO adopted its principles known as ‘Objectivasd aPrinciples of Securities
Regulations’, which are internationally recognizeezhchmarks for securities markets. In
2002 it adopted the ‘Multilateral Memorandum of @mstanding’ (IOSCO MMoU) for
the purpose of facilitating cross-border enforcetraamd exchange of information among
international securities regulators. The ‘IOSCOnEiples Assessment Methodology’ for
the objective assessment of the level of implemiemaof IOSCO principles within its
members’ jurisdictions was adopted in 2003. In 20@510SCO MMoU was endorsed as

the benchmark for international cooperation amaaysties regulators’

Pakistan’s apex regulator, the SECP, is an ordineynber of IOSCO and its main stock
exchange, the KSE, is an affiliate member of IOSTIe SECP, besides being a member
of the IOSCO, also signed a bilateral memorandunuraferstanding (MoU) with the
Australian Securities and Investment Commission I(ASin 2005 to address issues
specific to these institutions. The purpose of thiso cooperate with each other through
mutual assistance, and to facilitate the exchamgg&amation for investor protection and
promotion of market integrity. The objective ofghgooperation is to assist each other in
preventing insider trading, market manipulationd asther fraudulent, deceptive and
manipulative practices, and in supervising and mooimg stock markets and compliance
with the relevant laws and regulations. Similaatgral MoUs were also signed between
the SECP and the Securities and Exchange Boaradw (SEBI), the Securities and
Exchange Commission of Sri Lanka, the Royal Monetauthority of Bhutan, the
Maldives Monetary Authority, the China Securitieggilatory Commission, and the
Securities and Exchange Organization of Iran fotualubilateral cooperation for good

governance in securities market.

Globalization has increased the importance of kinsl of cooperation. At a multilateral
level there is IOSCO and at regional level there mrstances of regional bilateral
cooperation such as the Pakistani authority mutuetioperating with other states.

Overseas investment in securities, foreign lisangd the attraction of foreign capital have

130 See |OSCO website at <https://www.iosco.org/aboAticessed 10.11.2013.
131 See |OSCO website at <https://www.iosco.org/aboAticessed 10.11.2013.
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increased the importance of these bilateral agremmand international cooperation
through I0SCO.

3.7.3.3 The role of international investors

An effective corporate governance system attraotsonly domestic investors, but also
encourages foreign investors to invest. Investmiemin foreign investors not only
prospers domestic companies, it also helps to pmntee economic growth of a

country*

Foreign investment may either be in the form oé&ign direct investment (FDI) or foreign
portfolio investment (FPI). In FDI, a foreign indtual or overseas company invests by
buying an existing company or sets up a subsidiamypany in the host country. On other
hand, in FPI, a foreign individual investor or areseas company buys shares or bonds
in a target company in the host country. Thesestments have implications for the

governance regime of the host country.

FDI may further be divided into two forms: invesmhéhrough a private company or a
public listed company. If FDI is through establighia private subsidiary company then
the governance regime of the host country may mawvemum effect as the subsidiary
company may follow the governance norms of the hamentry where its holding
company is registered. This is made possible byi¢xéle nature of the default rules that
typically govern private companies. On the coniré@s#DI is through establishing a
public listed company then the governance regimethef host country will have
implications for the subsidiary company as the canigs in the public domain have to
observe the governance regime of the host countrifakistan, the FDI through public
listed companies is significant. As discussed iaptér two, multinational companies are
the third major stakeholders on the stock exchaoféXkistan. The foreign companies,
including private and public listed, are mostlyrfrashe UK and the USA®® Therefore,
these companies may set standards for the donwstipanies for observance of good
governance. As discussed in chapter two and thiheecode of corporate governance in
Pakistan converged largely to the UK code of caf@governance. Therefore, observing

good practices, borrowed from the UK may not bésane for the companies having their

132 Aguilera and Ceurvo-Cazurra (n 11) 417.
133 See Table 3.3.
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parent company in the UK. This will act as a bogdior domestic companies to observe
the code and thus facilitate convergence. Similaslybsidiaries of US public listed

companies will already be part of a group subject wvell-developed governance regime.

So far as FPI is concerned, foreign investors imaye more concern regarding good
governance in the host country. As the foreign stmemay not have direct influence in
management, therefore they may be more interestgetiing maximum return on their
investment. Therefore, international investors gtwbeir money when they feel that their
money is secured and may give them healthy retdims. would only be possible when
the host country is a safe haven for their investinieoth in respect of good governance
and internal security. These investors may notnbelved in direct pressure on the host
country to improve governance owing to less votiggts. They exert indirect pressure on
the host countries to improve their governances Tindirect pressure motivates the host
countries to improve their governance to attraeséhinvestors to invest. If a host country
fails to provide good governance they may movehtsé jurisdictions where they might
get better protection and returns. This phenomesaignificant for those jurisdictions
such as Pakistan which is an underdeveloped aedgamy market.

In Pakistan security has been a main concern @pé#st two decades, especially after the
9/11 attacks on the US. These events not onlytaffietie US, but Pakistan and the rest of
the world as well. Pakistan was indirectly affecteg these events. FPI decreased
substantially in Pakistan after the 9/11 incideamisl subsequent security measut&sA
study also confirms that international direct irmesnt in Pakistan is directly affected by

international and domestic factors such as econagicernance and security issu&s.

No doubt, security is an important concern for iigmeinvestors but bad corporate
governance is a severe and primary issue as favestment is concerned. In the past few
months the security situation in Pakistan has begproving but the issue is still

improvement of corporate governance. As discussetiee the government and the
regulator took some steps, but they were not endagattract investment even from
domestic investors. These steps are not as gottegdook on paper. Much more work

remains to be done. To attract foreign investmdetter corporate governance is

13 See Table 3.2.
135 Junaid Ahmed and Inmaculada Martinez-Zarzosoes8hg or Curse: The Stablising Role of
Remittances, Foreign Aid and FDI to Pakistan’ (20D&cussion Papers, Center for European Governance
and Economic Development Research, No. 153, avaiktb
<http://econpapers.repec.org/paper/zbwcegedp/153:faotessed 20.05.2014.
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necessary. This pressurizes government and thdateguo enhance their corporate
governance standards for healthy foreign investmés international institutional

investors have more leverage to invest in any c¢gurthey can, therefore be more
effective in pursuing the home jurisdiction to irope corporate governance than

individual investors.

Table 3.2: Foreign Portfolio Investment in Pakistanduring 1996-20133°

S. No. Year US $ million
1 1996 205.2
2 1997 267.4
3 1998 221.3
4 1999 27.3
5 2000 73.5
6 2001 (140.4)
7 2002 (10.1)
8 2003 22.1
9 2004 (27.7)
10 2005 152.6
11 2006 351.5
12 2007 1,820.4
13 2008 19.3
14 2009 (510.3)
15 2010 587.9
16 2011 364.6
18 2012 (60)
19 2013 119.6

Table 3.2 and Figure 3.2 below show that FPI demé after the 9/11 incidents and
subsequent security issues in the back drop oivireagainst terrorism in Pakistan. In the
year 2007, a general election was announced instakiwhich saw some positive
investment but in late 2007 a key political figuvas assassinated by the terrorists which
deepened the security issues in Pakistan and Wesegain a negative impact on foreign
investment in 2008 and ensuing years in Pakistaaddition to this, in the year 1999, the
military takeover created political and democratrcertainty in the country. This was a
major reason for the decrease in FPI in 1999 a00.20

138 |nformation taken from website of State Bank okiBn available at &ttp://www.sbp.org.pk# |
<http://www.sbp.org.pk/departments/stats/PakEcondt#ayndBook/Chap-7.10.pdfand
<www.sbp.org.pk/ecodata/NetinflowSummary.pdecessed 20.05.2014
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Table 3.3: Foreign Companies in Pakistan as on 3&2013%’

FPI in Pakistan from 1996-2013

1996 1998 2000 2002 2004 2006 2008 2010 2012
Years

gure 3.2: FPI in Pakistan during 1996-2013

S. Number of
No. Name of Country Companies
1 us 158

2 UK 119

3 France 25

4 Germany 23

5 China 38

6 Japan 37

7 Australia 21

8 Middle Eastern Countries 63
9 Far Eastern Countries 116
10 Other European Countries 129

11 Other Asian Countries 15
12 Other Countries 94

improve their govern

Table 3.3 shows that the US and the UK have thgesirnumber of companies as
compared to other co

untries.

Although International investors do not exert puegeson host nations to improve their
governance, they have sufficient incentive to iediy influence the host nations to

ance. Therefore, in the cont@xPakistan, international investors

BT nformation taken from

the Annual Report of SE@Pthe year ended 30.06.2013.
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may play an effective role in forcing the govermin® adopt best practices and improve
its governance structure. This phenomenon may eageuthe process of adaptation and
convergence to take place in Pakistan in order niprove corporate governance.
Therefore, in the context of Pakistan there is edrnte improve the corporate governance
system with investor protection, especially minposhareholders; lowering agency cost;
improving enforcement mechanism; and enhancindatisoe standards that could satisfy

foreign investors. These factors will be discussetthe ensuing chapters.
3.7.3.4 Institutional investors and corporate goverance in Pakistan

Institutional investors are playing an active rahe capital markets in the advanced
jurisdictions of the world. Investment through istraent fund$® has become more
popular in recent times. This form of investmentaigractive for both private and
institutional investors because they offer a degrédaliversification that is often not
feasible for individuals to replicate in direct @stment. It also provides broad market
access to individual investors because some isetiesecurities are offered only to
institutional investors such as, for example, AD&®sl GDRs. They are cost-effective
because they provide economies of scale in resgedealing, custody and transfer of
securities as the fund benefits from operating otorayer scalé® They also solve
liquidity problems, at least in OESs, which is gang@roblem in markets of concentrated

ownership jurisdictions such as Pakistan.

The role of institutional investors in Pakistanvisry limited and the fund industry is

underdeveloped. In developed jurisdictions suchthes UK and the US, institutional

investors play an effective role in the market iscgplining the management of portfolio
companies. Institutional investors can solve thikective action problem. They possess
sufficient stocks to press the management of pastimompanies to improve corporate
governance. The managers of institutional investoesnormally professional and expert,
and can negotiate with the management of portfoimpanies to continue with good
practices. Institutional investors can help to depeapital markets due to their position.
A developed market is considered an important fafciothe development of a corporate

governance regime. Institutional investors have yett played their due role in the

138 |nvestment fund’ may be defined as ‘an arrangemueder which individual contributes to a common
fund managed on their behalf by a professionalstmaent manager’ for this definition see MacNeilL@0)
112.
139 MacNeil (n 120) 112-3.
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improvement of corporate governance in Pakistaerdls still a need for reform in this
sector, especially with reference to their roleniegotiating with the management of
portfolio companies. The UK Stewardship Code mayigle guidelines in this regard.
This code was issued to regulate and make moretietethe role of institutional
investors in corporate governance. This code agrenhance the quality of engagement
between institutional investors and portfolio comipa, and is expected to improve the
long-term returns to shareholders and to dischdidgciary obligations to ultimate
beneficiaries:* It is, therefore, necessary to enhance the rolestitutional investors in
Pakistan so that they can help to improve corparaternancé®!

3.7.4 Internationalization of Pakistani companiesAn outward focus

3.7.4.1 Foreign listing by Pakistani companies

Globalization has increased the phenomenon ofniisapital overseas through foreign
listing. This process encouraged the convergenceoiporate governance. Companies
who wish to raise capital from overseas stock emgha are required to fulfil specific
foreign requirements. The companies have to ingatpacertain terms in their articles of
association, and have to run the companies acaptdithe terms and conditions of the
foreign exchange. This led to contractual convergeas this is a contract between issuer
and stock exchange. This phenomenon is commorobgliglevel, especially those stock
exchanges that are developed and liquid market) as the UK and the US stock

exchanges.

140 1ain MacNeil, ‘Activism and Collaboration Among &feholders in UK Listed Companies’ (2010) 5
Capital Markets Law Journa}19.
1“1 The role of the institutional investor in Pakistaifl be discussed in Chapter Four, at 4A.3.3.1.
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Table 3.4: Issuance of securities by Pakistani corapies on overseas stock

exchanged*

Name of stock exchange Type of securities Number cdmpanies
London Stock Exchange GDR 6
Singapore Stock Exchange Bonds 3
Luxemburg Stock Exchange Bonds 1
Luxemburg Stock Exchange Islamic bonds 1
Luxemburg Stock Exchange GDR 3
New York Stock Exchange ADR 2

Pakistani companies started raising capital fromresas stock exchanges through issuing
securities, including GDRs, and bonds, includingartéc bonds** The targets of
Pakistani companies, so far, have been the LSKjafore Stock Exchange, Luxemburg
Stock Exchange and New York Stock Exchange. As pable 3.2, six Pakistani
companies have listed GDRs on the LSE. The compaaie required to follow the
requirements of listing of GDRs introduced by thaafcial Conduct Authority (FCA),
irrespective of the requirements of domestic s®athanges**

Similarly, other Pakistani companies also haveoltoW the requirements of other stock
exchanges. There is the likelihood that in futuekiftani companies would be issuing
premier listings on the LSE as well as issuing s&ea on other developed stock
exchanges. This will then further require these ganes to enhance their corporate
governance, at least to satisfy the requirements/efseas stock exchanges through their
articles of association. This phenomenon will stateithe contractual convergence with

the possibility of functional or formal convergerfolowing.

3.7.5 Convergence Theory and Pakistan

The recent financial crisis and major corporatendaés all over the world highlighted
corporate governance weakness which triggeredrectrom the jurisdictions to improve

corporate governance in order to avoid further cafe failures. Each jurisdiction had

1“2 Data have been taken from the website of the S&@From Annual Reports of the SECP until up to
2012-13.
143 The SECP’s approval is required for companiesnititeg to raise capital overseas under s. 62A of the
Ordinance read with s. 20 (5) (a) of the SECP 28§7.
144 See text to n 132 in Chapter Five.
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different factors and causes which pushed govertsrtenmprove corporate governance
norms. This phenomenon stimulated a series of mef@round the globe but at the same
time some factors restricted or limited these mef@rocesses. In the context of Pakistan,
the global financial crisis, economic meltdown afteiclear explosion and subsequent
world economic sanctions, 9/11 incidents and badigal, economic, institutional and
corporate governance were main factors which trigmystate to reforms. In the context of
Pakistan, the international financial institutiom®re the main forces which exerted
pressures on the state to reform the system whel@asmant families were the main
forces which acted as barriers to these reformsligsissed earlier, Pakistan has been the
main recipient of the loans from IFls; thereforeede institutions attached conditions to
these loans to reform the system. The apparentctlgeof these reforms by these
institutions is to ensure their loans with interasé paid back. As good governance
improves the overall economy of the country; themefthis ensures that the loans are paid
back. The economies of countries are interdeperidetiie new global world; therefore,
economic failure of one country may affect otheurttoies. In this backdrop, these IFIs
push recipient of loans to reform their system.sTgtienomenon has been more visible in
Pakistan. Therefore, there have been some refonmhd last three decades due to
pressure from these IFIs. In future, these institgt can still be a strong force to compel
the state to converge in corporate governance aiedvy reliance of loans by the state

from these institutions.

Different kinds of convergence are evident in tla&iBtani context. In the process of law
making and standard setting in Pakistan, formalveayence was dominant where
company law, securities laws and listing rules wareended to improve corporate
governance in Pakistan. The issuance of a codmnpiorate governance in Pakistan is
also an example of formal convergence. The codeakistan is made part of the listing
regulations as opposed to the UK, where it is imgeted on a self-regulatory basis.

Therefore, it shows a formal convergence with fiomal diversity.

In recent years, some Pakistan companies havedrdisance from overseas stock
exchanges; therefore, contractual convergence Vgasvasible in the Pakistani context

through ‘bonding’ to foreign systems of regulations

In the context of Pakistan, there are differenttdec which caused hurdles in the

convergence in corporate governance. Path depefalees such as families and state,
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complementary institutions and political, cultuaald ideological norms all caused barriers
to convergence. In particular, the dominant familie Pakistan are a strong force to
compel divergence and to retain status quolIn recent reforms, the dominant families
have shown a negative attitude to the reforms.i3$ieance of a code in 2002 was a major
breakthrough for reforms but resulted in substam&isting from the stock markets in
Pakistan. These families have economic and pdliticaninance and therefore may
represent a barrier to reform in the future as welthis scenario, for successful reforms,
there is a need to overcome the resistance frosetfoeces. Therefore, the reforms can be
successful if they are implemented in a piecemeal @gragmatic approach. The

convergence theory can be helpful in this regard.

In Pakistan, convergence theory can help to reshlese problems by implementing the
theory systematically and through a pragmatic agghroConvergence may take place in
three forms: Formal, functional and contractualwedwer, there are some advantages to
contractual and functional convergence as comp@aréormal convergence. Firstly, it can
avoid possible resistance to formal change in allemd regulatory framework. Any
change that may be introduced through formal wagyg be resisted by path dependency
sources such as families, groups and politicianghasstatus quomay benefit them.
Secondly, functional and contractual convergencehmeconomically efficient as it can
reduce the cost of change that may be caused lbgafochanges in the rules and
regulations. Companies can adopt some good forgigctices to attract capital through
alteration in their articles. Once this practicesigcessful, then other companies may
follow, and this may lead to formal action by tlgulator and legislature, which will not
cost too much for the regulator to introduce thifouye legal framework. Thirdly,
functional convergence can be used on a trial lzeses test case. If it is successful, it can
be incorporated in a formal way and if it does watrk, then change will not cost too
much. This may also provide managers, regulatasicymakers and other corporate
actors with opportunities to assess the compatibai the new governance feature and,
once it is successful and corporate actors becamdi&r with this change, it may be
formally incorporated. Functional and contractuahwergence may therefore provide

policymakers with a road map for formal convergence
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MacNeil says that contractual convergence may beptkcursor to functional or formal
convergencé® In the same way, as discussed above, functiomalergence may be the
precursor to formal convergence. It is possiblefdioctional changes to be introduced in a
particular country, for instance, through a codecafporate governance on a voluntary
compliance basis, and once this is successful, itheay be incorporated into the formal
legal system. To put it simply, it can be said tlkantractual convergence leads to

functional convergence which, in turn, leads tafal convergence.

Therefore, functional and contractual convergen@y mvercome resistance from path
dependency forces in Pakistan. In addition, thasetional and contractual changes may
provide a roadmap to the policy makers, regulatar the state which may lead to formal

changes in the legal and regulatory framework.
3.8 Conclusion

This chapter discussed the process of convergen@rporate governance in a new
global world and its implication for Pakistan. Géblzation, competition and efficiency

have fostered convergence through different forim®avergence: formal, functional and
contractual. This phenomenon fosters the merginglitierent corporate governance
systems but, at the same time, there are forcégdhtmict such convergence. Therefore,
unique, imminent convergence of corporate govermaiscless likely in future. The

presence of different barriers indicates that phonvergence with mixed features of

different jurisdictions is more likely, that ishgbrid convergence.

The convergence in corporate governance in Pakigganed some momentum in the
early 1990s when there was an economic meltdovidakistan in the context of the global
recession. The state undertook some reforms byt Were not enough to make a
breakthrough. Most of these steps were good onrpgapg. Some changes were made in
the regulatory and legal framework but most of theere too restrictive in nature to

provide investors, especially minority shareholdeiigh rights.

A major initiative was the introduction of the Coldet it was not successful due to weak
compliance and enforcement. The problem was thereaif the Code itself. The Code

was implemented through listing regulations whicbvple non-listing as the only penalty

195 MacNeil (n 4) 340.
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for non-compliance. The introduction of the Codeaasoft law on a self-regulatory basis
may be a good idea in the context of Pakistan wtikees corporate world is not
accustomed to good corporate governance practiespecially foreign corporate
governance features. Phased implementation may d¢@od idea. Alternatively, as the
Code is part of listing regulations, enforcementisting regulations must, therefore, be
ensured through penalties which must be commemrsuwkdth the quantum of non-
compliance. This will ensure compliance both witle tisting regulations in general and

the Code in particular.

Path dependency, complementarity institutions amdilfes and interest groups, ideology,
politics and religion are barriers in convergeirceorporate governance in the context of

Pakistan.

This situation may lead to scepticism about the inemce of radical reforms in the
country. However, global and economic competitiefficiency and global pressures
through international financial institutions andeimational investors may be strong forces
that may compel convergence to international noramgl thereby act as stimulant in
reforming the corporate sector in Pakistan. Thacess may be successful if reforms are

made piecemeal, systematic and through a prageggpioach.
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CHAPTER FOUR: AGENCY COST AND MINORITY PROTECTION | N
CORPORATE GOVERNANCE IN PAKISTAN

4.1 Introduction

Chapter Two discussed the nature and objectivedmpiorate governance. The intention
was to highlight corporate governance issues inisRak Chapter Three discussed
convergence theory and its application in Pakisteéme focus of the chapter was on
discussing and analysing the process, mechanism panspects of convergence in
corporate governance in general, and in Pakistapamicular. The intention was to

formulate mechanisms for improving corporate gosaoe in Pakistan. The following

chapters will discuss the specific application loé theory of convergence in corporate
governance in Pakistan. Chapter Four is limited wiscussion of agency problems and

minority shareholder rights which are major corpergovernance issues in Pakistan.

The agency problem is in the form of a triangle which the managers, majority
shareholders and minority shareholders are the tangles. Berle and Means claimed a
century ago that the corporate world was controllgdhe managers. The Berle-Means
Model (BMM) was based on the presumption of dispémswnership structures where the
managers had control over the firms and the shiters were mostly powerless.
Therefore, the managers had opportunities to exghleifunds of their firms at the cost of
the shareholders. This created a conflict betweearetolders and the managers.
However, the BMM is an exception rather than themadn the corporate world. The
BMM is mostly limited to the US and the UK. Concextéd ownership structures
dominate the corporate world with families, growgrsl states controlling the corporate
sector. In most of the corporate world, dominatgadncentrated ownership, a majority—
minority conflict is more visible and common thdre tmanager—shareholder conflict of
the BMM. Nevertheless, conflict also exists betwéem managers and shareholders in
concentrated ownership. Small and minority shadrsl do not have enough stock to
take any action against the managers in generdingse

However, the majority have direct control of the nagers as they act as managers
themselves or appoint family members, close redatior friends as directors in family-
owned enterprises. In SOEs, political affiliatiomyrbe the basic criteria for appointment

as directors. Majority shareholders are in a pmsito pressurize the managers to act for
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their benefit. Therefore, in concentrated ownershpin agency conflict exists between
the minority and the other two angles of the triangamely the managers and controlling
shareholders. In this respect, there are two agpmalylems: (1) between the managers

and shareholders, and (2) between the minoritynaadrity shareholders.

The first part of this chapter discusses the agemoplem of the first kind, namely
between the managers and shareholders. In thishgafbcus is on exploring the causes of
the agency problem and the mechanism to reduce agehcy cost in the context of
Pakistan. This part of the chapter will discusg@tail the extent to which convergence to
a mechanism of reduction in agency cost may talkeepin corporate governance in

Pakistan.

The second part of the chapter will deal with tlgerecy problem of the second kind,

namely between the minority and majority sharehmslde

4A Agency cost in corporate governance

4A.1  The nature of agency cost

An agency relationship is a contract in which omenmre persons delegate decision-
making authority to one or more other persons t@madheir behalf. The former are called
principals, while the latter are callegigents In simple terms, an agency cost signifies the
cost incurred by the principal in monitoring theigties of its agents. In the corporate
world it means the cost incurred by the investans rhonitoring the activities of the
managers who run the firms. In a firm the sharedislcare the principal, whereas the
managers are agents. The shareholders as prineipatdhe managers as their agents and
delegate decision-making authority to them. Invesiavest money, whereas managers
hold the control, which results in the creatiortled agency problem. In public companies
the separation of ownership and control createsagency problem between the
shareholders and the managers, which increasestef investment. As the managers
use other people’s money, they are, therefore,erpected to use the money with the

same vigilance as if it were their own. Thereforegligence on the part of the managers is
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expected in the affairs of the compan¥herefore, controlling the agency cost is an

important factor in the survival of the organizatbform?

Jensen and Mecklifidhave defineggency cosin the following way:

Agency cost= the monitoring expenditure by the princibal the bonding
expenditure by the agént the residual loSs

This definition covers all aspects of cost that rayincurred in the agency relationship.
This definition is, to some extent, wide in the semhat it includes loss suffered by the
decisions of the agents. In business, decisionsnaide by the agents, but this does not
provide a guarantee that every decision will predtie desired results. In business even
prime faciegood decisions may not produce better resultss ay be due to different
external factors that are difficult to foresee bef@nd. Nevertheless, bad decisions due to

the incompetency of an agent may incur extra awdiie principal.

The problem with agency cost is that it is difficid make and enforce corporate contracts
without cost’ This is basically due to the very nature of thepocate sector in which
companies operate. Companies are run by professiareagers, whereas investments are
made by investors who are not normally involvedh@& management of the companies in
which they invest. Shareholding changes hands Wipeompanies on a daily basis.
Shareholders cannot negotiate the terms of theitract with the company in which they
hold shares. They become shareholders by merethasing shares from the market. It is
not possible to amend corporate contracts frequevith the change of hands. To control
agency cost through meetings of shareholders afwicement is another costly problem
in the corporate sector. Therefore, agency problemsin in the corporate form and good
corporate governance tries to control or, at leashice it. Statutory laws, common laws

and human ingenuity in drafting contracts determiimemagnitude of the agency cost. In

!Adam Smith,An Inquiry into the Nature and Causes of the WealtNations(Edwin Cannan ed, Volume
II, Methuen and Co., London 1904) 233.
2 Eugene F. Fama, and Michael C. Jensen, ‘Agendyl&rs and Residuals Claims’ (1998)Rfurnal of
Law and Economic345.
% Michael C. Jensen and William H. Meckling, ‘Thearfythe Firm: Management Behaviour, Agency Costs
and Ownership Structure’ (1976) 3 @hurnal of Financial Economics-6.
* The cost incurred by the principal to monitor #utivities of the agent.
® The bonding expenditure means expenditure of ressiby the agent guaranteeing that he or sheaiill
take certain action that will harm the principaltorensure that he or she will compensate for stibns.
® The loss incurred by the principal for divergenéelecisions by the agents which otherwise woukkha
benefitted the principal.
" Fama and Jensen (n 2) 327.
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order to reduce agency cost and to enhance goporebe governance, there have always
been incentives to reduce this cbdthe legislature tries to solve this problem thioug

statutory and non-statutory regulations. Non-stejuregulations include the codes of

corporate governance, which are normally implentmte a self-regulatory basis. This

reduced agency cost is important for running fisascessfully.

4A.2  Causes of agency cost
4A.2.1 Separation of ownership and control

The modern concept of a company, in which theaegeparation between ownership and
control, creates agency problems. This probleneaiiargely because the interests of the
agents are not always aligned with those of thacpal. The agents may take such
decisions as are not in the interest of the pradciphe agency problem also arises due to
the incomplete contractual nature of the corpdi@t@® of a company as a principal cannot
specifyex antejin a strict sense, the terms and conditions forleympent of its capital.
This problem arises more in public and big privatanpanies than in small private
companies. In small private companies there istjgadly no separation of ownership and
control. The shareholders and the managers aresah® people, and ownership and

control are both vested in the same person.

The BMM provides the managers with an opportunityekpropriate the funds of the
company at the cost of the shareholdénst that does not mean that management is in
complete control of the company and free to expab@rthe profits of the company at
their pleasuré? In modern times, a good corporate governance eegiould provide
different techniques for reducing agency cost. Mietess, the agency problem is more
prominent in dispersed shareholding than concetraghareholding. In dispersed
ownerships there is a separation between ownemsipcontrol. The shareholders are
dispersed and the company is run by professionabgexrs who are normally not owners.
They run the company in a way that provides theith wpportunities to extract private
benefit of control. However, the nature of the ayeproblem is different in concentrated

ownership. In this form of ownership, the contradjishareholders can put pressure on the

8 Jensen and Meckling (n 3) 1.
° Adolf Berle and Gardiner MeariBhe Modern Corporation and Private PropetiacMillan, New York
1932).
9H. Demsets and K. Lehn, ‘The Structure of Corpo@tnership: Causes and Consequences’ 93 (6)
(1995)Journal of Political Econom$155.
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managers to work for the maximization of the weadththe firm and may remove

managers who do not work in the best interesth@fitm. However, if shareholders own
blocks of shares but not enough shares to remaeetdrs or the removal of directors is
difficult, the agency problem still remains. Anothaspect of the agency problem in
concentrated ownership is conflict of interest w majority and minority shareholders.
Majority shareholders control the board of direstaho focus on the interests of majority
shareholders, and minority shareholders are noynaélthe losing end. This problem is

actually between those who have and those who tlhawe control.

In Pakistan, families and the state control theoomate sector. There are different aspects
to the agency problem in Pakistan. Here control ewdership are vested in the same
people. In family-owned enterprises the directorsl dop management are family
members themselves, relatives or persons theyihdlieir confidence. Similarly, people
who have political affiliation are directors in SQEAs the controlling shareholders
control the managers, the actual agency problesteketween the majority and minority
shareholders. Nevertheless, the agency problentseketween the managers and the
shareholders, especially the minority shareholders.

4A.2.2 Incentives for private rent seeking and exmpriation

In the modern form of the company, managers hawstaatial discretion to run the
company, which provides them with opportunitieobtain the private benefit of control
and to expropriate company funds. This discretian be due to a number of different
factors. Firstly, an incomplete contract betweea thanagers and investors provides
managers with discretionary powers. Investors caforoce managersx anteto manage
their finance, which leads to the discretionary pmwof the managers to employ the
investment. Secondly, lack of expertise on the phtihe investors to become involved in,
monitor and to decide a particular course of actiothe managers’ business decisions
leads to problems. Thirdly, it is not feasible nwalve all shareholders in the day-to-day
affairs of the company. Fourthly, the courts haheven their reluctance to involve
themselves in the routine matters of firms unléssd is massive violation on the part of
the managers. In the US though, the courts havera extensive role compared to others
but even there there is the so-called ‘businesgnuaht rule’ that keeps courts out of the
affairs of firms in most cases. Fifthly, the inveinent of dispersed and poorly informed

investors who do not know how to exercise the adnights that the law has granted
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them is also problematic. Sixthly, the cost of makiaction through general meetings is
also relevant. Seventhly, the cost of taking actionugh courts is an important factor that
provides managers with discretionary powers. Inyrmaases the shareholders may not be
interested in approaching the courts due to the and time involved. Eighthly, the
controlling shareholders are themselves involvedthe management. They act as
managers or appoint their family members, relatoveslose friends as managers. They do
not take any action against managers and it israd$@xpected that they will take action
against themselves. Therefore, this provides masagéh unchecked discretion. The
outcome is that the managers and controlling sleédels have the right to control the
allocation of funds in firms. As a result, they baan opportunity to obtain private benefits

from this control and to expropriate the fundstees/twish.

The private benefits of control and expropriatian dake place in a number of ways.
Related party transactions, empire building, tuinmgl of funds and executive
compensation are basic techniques used to obtaiefitee In related party transactions,
the managers and controlling shareholders enter trgnsactions, on behalf of the
company they run, with other companies, which theld, at less than the market price,
giving those companies that they hold the benefit thus benefiting even more indirectly
themselves. These transactions may include thimgealf products at a lower price made
by the company they run to the companies they dle. managers even sell the assets of
the company that they run to the company they aviessa than the market price.

In empire building, the managers and controllingreholders are more concerned with
expanding the business by either establishing rbasiness units or incorporating new
firms under their control. They are more interestedesource control and in enhancing
their interest and less in the real allocation usibess funds and the interests of investors.
Instead of distributing profits to the shareholdéhgy further invest and thereby create
their empire. They undertake such projects thatefierthem, which may cost the
shareholders. They may pursue such projects evdreyf come at a higher cost to the
investors than benefits to the managers or theaiting shareholders*

In the tunnelling of funds, the managers and cdiimgpshareholders transfer the funds of

the company they control to the company they owauph secret methods. This may take

YA, Shleifer and R. W. Vishny, ‘A Survey of CorpcgaBovernance’ (1997) 52 (Zhe Journal of Finance
744.
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a number of forms: extending loans to the compé&mey town at an interest rate that is
lower than market value or on soft terms and camukt transferring assets and resources

to such companies. Some related party transaati@ysalso be involved in this activity.

Executive compensation is another factor that dcones the expropriation of the funds of
a company. Managers may pay excessive amountenustives as pay and privileges. To
avoid criticism, action from the shareholders ameériference from courts, they sometimes
try to avoid direct personal benefits but consuneegpisites such as luxury cars and
company aeroplané$.They also enjoy other privileges, including butt imited to,
taking expensive trips; renting costly buildings tbeir personal residences and offices;
and hiring more staff than required, which theyduy utilising the funds of their firm.
Another form of expropriation may be the hiringfafmily members, relatives and friends
for highly paid jobs. Not only do these managemgmmise merit, they divert company
funds to their own at the cost of the company. M@nst who persist in a job when they
are no longer requiréd or offer resistance when they are poorly perfogmare the
costliest manifestation of the agency probfénm short, they use their control rights to
pursue those projects that benefit them persoiratgad of the investors or firms.

The owners are normally the monitors of the marsaget if managers have substantial
ownership, they also become monitors. This conag&otr of ownership and monitoring
aggravates the situation which normally arose inceatrated ownership structures. The
controlling shareholders have a duty to monitor aggms but if the person whose duty it
is to monitor is also involved in sophisticatednfigr of stealing, then the situation is
worsened. The separation of management and magtas therefore essential in
concentrated ownership structures. However, Hoksrand Sheehan do not believe that
the concentration of ownership by majority shardbrd is primarily meant to expropriate
corporate resources. According to them, these bbllers concentrate shareholding
merely to control the firm and not to expropridateTihe authors argue that had that been

the case, the firms with concentrated ownershiplavaot have survive® Wessel wrote

12 Bryan Burrough and John Hely&@arbarians at the Gate: The Fall of RIR Nabigéorow Books,
London 2010).
3A. Shleifer and R. W. Vishny, * Management Entremeint: The Case of Manager-specific Investments’
(1989) 25Journal of Financial Economick26.
4 Michael C. Jensen and Richard S. Ruback, ‘The Btafde Corporate Control: The Scientific
Evidence’(1983) 1Journal of Financial Economics-50.
15 Shleifer and Vishny (n 11) 742.
16 C. G. Holderness and D. P. Sheehan, ‘The Roleajbtity Shareholders in Publically Held Corporation
An Exploratory Analysis’ (1988) 20ournal of Financial Economic344.
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in the Wall Street Journathat the American economy and stock market hatbpeed
better than any other on eafthHe negated the general presumption of stealing by
American executives from the shareholders andngyoif the stock market. According to
him, had this been the case, the American economyldvnot have surged. These
presumptions are partially correct. Firstly, th@mpriation may be limited to the extent
that it reduces the profit margin. The firms mayé&arned more profit had there been
less or no expropriation. Secondly, the exproprats also not limited to executives. The
majority shareholders are also implicated in attésiinvolving the exploitation of funds.
Thirdly, the agency theory presented by JenserMietkling suggests that the controlling
shareholders and corporate managers expropriatmitinarity shareholders. They act in
their own interest at the cost of other minoritggtholders® Fourthly, LLSV state that in
family-owned firms the controlling shareholders a@ only the best monitors of the
firms, but are also part of the management who hasentives to expropriate minority
shareholders. The cash-flow rights of these cdirigpl shareholders mitigate the
incentives of expropriation but do not eliminat&’iTherefore, the investors’ rights can be
protected if the problem of managers and cont@lBhareholders expropriating funds is

addressed.

In Pakistan the expropriation of funds is a commbenomenon. The corporate sector in
Pakistan is highly concentrated with families ahe state controlling it. As discussed in
Chapter Two, families and the state are the largiagieholders in this sector in Pakistan,
with a shareholding of more than 75% in many lidieds. In order to maintain control,
they rarely sell their shares in the market. A vanall number of shares are traded on the
stock market which creates liquidity problems. Alguid market is problematic for
takeovers, which is the main tool for shifting aoht They also maintain control by
pyramiding, cross-shareholding, interlocking mamaget and by issuing shares with
differential voting rights. These families and gtate have control in excess of their cash-
flow rights. This provides an opportunity to dontmahe board of directors and also top
management which provides them with opportunitesexpropriate at the cost of the
minority shareholders.

" David Wessel, “The American Way” Is a Work in Bress'Wall Street Journa{New York 13.11.2013)
<http://securities.stanford.edu/news-archive/200881113_Headline10_Wessel.html> Accessed
20.12.2013.
18 Jensen and Meckling (n 3).
YR. La Porta, F. Lopez-ed-Silanes and A. Shlei@orporate Ownership Around the World’ (1999) LIV
(2) Journal of Financeés11.
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4A.3  Reduction of agency cost

If agency cost is not reduced, then there is tmgeiathat firms will fail and be liquidated
at the end. Agency cost is like product cost whbose firms survive competition who
produce products at the lowest price and sell &iarners at the lowest price. Profit is
earned after all costs have been subtracted. IEtiseis increased and products become
costly, the survival of the firm becomes difficuit.the same way, the reduction of agency
cost is important for the survival of firms. If ag® cost is very high, it may reduce the
profit margin for the investors. This will discogeinvestment and organizational forms

may not be successftfiDifferent factors have been considered in redueigency cost.
4A.3.1 Ex anteand ex postmechanisms

There may be different strategies to resolve treneyg problem. This may be eithex
anteor ex post In anex antemechanism, the information is available to investbrough
different disclosures which provide new investoithvpportunities to know beforehand
whether or not to invest in a particular companye Tisclosure may include the directors’
reports, annual financial statements and otherogmal statements. In aex post
mechanism, the mangers are given powers to rucdimpany and if the management is
not performing, then the shareholders may takeewdifft actions such as removing the
directors, participating in decision-making in gexlaneetings and taking action against

directors through the courts.
4A.3.2 Separation of control and monitoring

Separating control from monitoring is ax antestrategy for controlling the agency
problem. Shareholders delegate the powers to takesidns in the day-to-day affairs to
the managers. As the interests of the managerstt@ndhareholders are not always
identical, it exacerbates agency problems. Theelatgareholders are considered the best
monitor of the managemefitHowever, if they involve themselves in the managetn

control and management will be vested in the saensops. Therefore, it is not expected

20 Fama and Jensen (n 2) 345.
%! The separation of management and monitoring medelpresented by Shleifer and Vishny in A. Shleifer
and R. W. Vishny, ‘Large Shareholders and CorpoCatetrol’ (1986) 94 (3)he Journal of Political
Economy461-88.
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that they will monitor themselves. However, if mtoning is separated from both the

control and management, agency problems may beeddo some extent.

This problem is more severe in Pakistan where tleeooncentration of ownership with
families and the state dominating the corporatetosecd’hey control the firms and
therefore control the management. Therefore, intle@itoring of management were to be
separated from both the control and managementaif solve the problem to some
extent. Different strategies may be employed f@ purpose. Firstly, the enhanced role of
independent directors may be useful. As the indépeindirector does not have a direct
interest in the firm, he or she may monitor manag@mindependently. Secondly,
allocating some seats to the directors represemtimgrity shareholders may also solve
this problem. Minority shareholders do not have tamhng powers to expropriate.
Therefore, they may work for the welfare of the Wehtrm and may act as monitors.
There are certain benefits to appointing membetbddoard of directors. This provides
them with an opportunity to gain access to infoiorgtwork and safeguard the interests
of minority shareholders; and to collaborate witldependent directors to discuss the
interests and concerns of the minority shareholdershe meeting of the board of

directors??

Thirdly, active institutional investors may play amportant part in monitoring the
management and pursuing good governance. Thetkeigfore, a need to enhance the

role of institutional investors in Pakistan.

4A.3.3 Shareholder activism and institutional inve®rs

Shareholders activism is a common problem in dssguer ownership structures.
Shareholders are dispersed, which makes monitaimd) disciplining management a
difficult task. In concentrated ownership systerheré are block holders or majority
shareholders but there may also be small and nynshareholders who do not have
enough stocks to pursue management in the int@fesfood corporate governance.
Therefore, shareholder activism may also be aneisauthese systems. Institutional

investors may solve the agency problem.

2 Luca Enriques, H. Hansmann, and R. Kraakman, Bésic Governance Structure: Minority Shareholders
and Non-Shareholder Constituencies’ in R. Kraaketaad (eds),The Anatomy of Corporate Law: A
Comparative and Functional Approdd2™ edn, Oxford University Press, Oxford 2009).
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Rapid changes in ownership due to high-speed dtades on stock exchanges and the
lack of coordination in taking collective actioneamajor problems. The issue of rapid
change in ownership structure can be solved byitutisnal investors. Institutional
investors hold investments in portfolio companie®l assue units to their investors.
Unit/certificate holders may change hands but st@ding in targeted companies remains
constant, at least, in closed-end funds due tovémg nature of institutional investof.
This provides managers with the leverage to holegsiments in portfolio companies for
longer periods. In this way, they can exert pressom the management to improve

corporate governance.

Cost is another problem that hinders collectiveoactWhere an individual shareholder
intends to discipline management by taking actiongexample, derivative action, it may
be too expensive weighed up against the potengiaéfit to such shareholder. This may
also not be an attractive course of action fonimlial shareholders because they have to
share the benefit with other investors. Institutiomvestors may be the answer to this
problem. The cost of activism may be reduced ifoacis taken through institutional
investors as the cost will be shared by all thé/ceritificate holders or shareholders of the
institutional investors. They will be willing to pahe cost incurred as this will benefit
them. There are two benefits to action throughitungbnal investors. First, the corporate
governance of the targeted firms will be improved #hat will be beneficial not only to
the ultimate beneficiaries of the institutional @stors, but to the shareholders of the
targeted firm as well. Second, ‘positive extermadit will be generated that will send the

right message to other companies to improve thejsarate governance mechaniéh.

Institutional activism can replace discipline impdson managers through the threat of
hostile takeover§ Hostile takeover is a threat for incumbent mansgeho are not
performing because the successful bidder may reraogle managers. More engagement
on the part of the institutional investors may ung@nagers to perform better and improve
the governance mechanism. Therefore, monitoringinsyitutional activism provides
managers with the incentive to focus on the lommtprospects of the firrff

3 Closed End Schemes and Open End Schemes aresgiddnsletail in Chapter Three at 3.7.3.1.
24 |ain MacNeil, ‘Activism and Collaboration Among &eholders in UK Listed Companies’ (2010) 5 (4)
Capital Markets Law Journad24.
% Roberta Romano, ‘Less is More: Making Institutibimvestor Activism a Valuable Mechanism of
Corporate Governance’ (2001) 18 {23le Journal on Regulatioh74-252.
%6 Junghoon Park, ‘Governance of and by Institutidneéstors’ (8' Roundtable on Capital Market Reform
in Asia, Ministry of Finance and Economy, Repuloifiorea ,Tokyo, November 19-20 (2003) available at
<http://www.oecd.org/finance/financial-markets/18882.pdf> Accessed 22.08.2013.
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However, there are some disadvantages to institaitiactivism. Institutional investors
have to hold enough shares and for a longer pésiesert pressure on the management to
improve its governance structure. The problem withding shares for long periods for
the sake of disciplining management is that it ncagate a liquidity problem in the

market. Liquidity has to be sacrificed in ordeiget the potential benefits of activisth.

The requirements of diversification may be a barrie an institutional investor
accumulating sufficient shareholding to justify ttast of the activism or to hold enough
shares to call a general meeting of shareholdetaki any action. Insider trading rules
and takeover regulations may be a problem in thliglooration and activism. The rules of
a particular country may also be deciding facttmsthe UK perspective, there are legal
constraints to such activisth The market abuse regime, under the Financial S&es\and
Market Act, 2000 provides limitations on activisny bonstraining the ability of an
investor to deal in shares if the investor can desered to have become an insider as a
result of an intervention. This act may be unineghdor example, when the shareholders
collaborate, engage and negotiate with the comptrey,management of the targeted
company may give some information which may be ctaned insider information. After
becoming an insider, they will be prohibited frogilieg or buying their shares. Another
problem in such collaboration are takeover lawsany institutional investor buys shares
to hold enough stock to take action, this may lmbl@matic in terms of these laws. After
reaching the 30% threshold, they have to bid fa& whole targeted company. The
regulatory authorities in the UK tried to explainetextent of market abuse in these
circumstances but that complicated the situafioriTherefore, activism may be
problematic under the market abuse regime of acpéat country.

There are different views regarding the effect radtitutional investors’ activism on the
performance of the targeted firms. Romano belig¢lias empirically, there is no positive
effect on the performance of the targeted firmgieg sometimes there is a negative effect
on the share prices of the targeted firms aftet sactivism®® Park argues that the

managers of the funds are not considered expetigbnt engage and solve the problem

*7 |bid.
8 F. Curtiss, |. Levine, and J. Browning, ‘The lastional Investor's Role in “Responsible Ownership”
I. MacNeil and J. O’'Brien (eds}Jhe Future of Financial Regulatiditdart Publishing, Oxford 2010) 309.
29 MacNeil (n 24) 428-9.
% Romano (n 25) 174-252.
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of the portfolio companies through such activiSmAccording to him, the activism also
detracts them from their primary role for which tlumds are formed; for instance, if a
pension fund is involved, they will focus more dretmanagers of the targeted firms

instead of on the welfare of the pensioners.

Bainbridge argues that institutional investor astiv has not and cannot solve the
problems of corporate governanééHe believes that such activism will not solve the
agency problem; it will only shift its focus. Theoplem that existed between the
shareholders and the management of the targetedacgnwill be shifted to a new point

between shareholders and the management of thsetineet company. The shareholders
will still suffer and the agency problem will remaiThis assumption is correct but the
potential benefits of activism may be greater tthendisadvantage of the agency problem.
Institutional investors hold the stock of differeam@mpanies and may, therefore, play their
role in improving the governance of the targetednganies. If they improve the

governance of all the companies, the impact of @bigvism may be greater than the

agency problem in the investment company.

Conflict of interest is also a major problem intingional investor activisni®> There are
different forms of conflict of interest; for inste® an investment manager will be
reluctant to take action against a portfolio comypdrsuch company has client relations
with the bank or financial institution that is thwlding company of the investment
manager? Conflict of interest may also be visible in theuation where the manager of
the fund is also a director in the portfolio comypdny virtue of his personal shareholding
in the target company. Such a manager is not eegedottake any action against himself
as part of the board of directors.

Irrespective of the aforementioned problems, tHe ab institutional investors has been
regarded as being significant in recent years, @albe after the recent financial crisis.
Institutional investors have been blamed for tlpaissive role in monitoring the board of
directors of the financial institutions that cohtried to the crisi¥ They had the potential

1 park (n 26).
%2 Stephen M. Bainbridge, ‘Shareholder Activism anstitutional Investors’ (2005) University of
California, Los Angles Law & Economics Researché?dpo. 05-20, available at
<http;//ssrn.com/abstract=796227> Accessed 23.08.20
% park (n 26).
% MacNeil (n 24) 428.
%A Review of Corporate Governance in UK Banks atiier Financial Industry Entities: Final
Recommendations (November 2009)’, p 72, available a
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to discipline management and to improve overalpooate governance structures but they

failed to take appropriate action even when this inahe interest of their client8.

The UK Stewardship Code was issued in this regamégulate and make more effective
the role of the institutional investor in corporg®vernance. The objective of the code is
to enhance the quality of engagement between utistial investors and portfolio
companies’ The code does not emphasize public activism djréxit provides a series
of negotiations by creating a ladder according hictv intervention is escalated. There are
different stages in such an intervention, includogfidential discussion with the firm. If
this is not successful, then other options are:dihgl additional meetings with
management; expressing concerns through the firadsisers; meeting with the
chairperson, senior independent director or witlnalependent directors; and intervening
jointly with other institutions on particular iss/®&

Institutional investors can play their role in iroging governance in portfolio companies
in a number of ways: they can conduct private nagohs with the management of the
portfolio companies; they may appoint directors mortfolio companies and thereby
monitor the performance of targeted companieshey ttan also act as shareholders in
general meetings to persuade the management twfajood corporate governance

practices.

4A.3.3.1 Institutional investor activism in Pakistan

Institutional investment is in the process of beohgyeloped in Pakistan. Institutional
investors are less active in Pakistan comparetieadJK. They have not played their due
role in corporate governance in Pakistan. Differgqes of institutional investors are
functioning in Pakistan where some operate undate stontrol and others act in the

private sector. The National Investment Trust Lédit (NITL)*® and Investment

<http://webarchive.nationalarchives.gov.uk/+/httpuiv. hm-treasury.gov.uk/d/walker_review_261109.pdf>

Accessed 24.03.2013.

% Myners Review of Institutional Investment: Finagort,

<http:archive.treasury.gov.uk/docs/2001/miners_r&86®2.html> Last accessed 15.08.2011.

3" MacNeil (n 24) 420; See also ‘Preface’ to The Wv@rdship Code 2010 and 2012.

% MacNeil (n 24) 429.

%9 NITL (National Investment Trust Limited) was thiest asset management company in Pakistan to be

formed as an unlisted public company in 1962. Tineegnment of Pakistan has 8.33% shareholding djrect

and 50% shareholding indirectly through state-aglgid entities in NITL. It has shareholding in mahan

400 companies out of 590 listed companies on thekstxchanges of Pakistan. The fund has 81 billion

Pakistani rupee (approximately 0.4675 billion Btitipounds) under its management with 55,109 unit
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Corporation of Pakistan (ICPare the largest investors working under state ogntmile
most of the AMCs, international joint ventures, kers, provident and private pension

funds, and thenudarabaare small fund managers who work in the privatgase

Pakistan has a small and growing fund industrys Tidustry holds approximately 5% of

total market capitalization. Institutional invesomay play a major role in corporate

governance. They have sufficient voting powersttorsthe board of portfolio companies.

Institutional investors other than brokers can @it corporate boards. Brokers are
prohibited from becoming directors of a listed ca@myp under the code of corporate
governance. Similarly, banks can appoint their mamias a director of a client company
as a condition of a loan contract under the compamyof Pakistan. For example, NITL, a

major investment trust in Pakistan, can appoint bexnson many corporate boards and
thus can play a major role in improving corporatearnancé?

The SECP issued detailed regulations for licensigjstration and the internal conduct of
business for institutional investors in Pakistan twere are no statutory or non-statutory
regulations for institutional investor activism. &k is no guidance on engagement of
these institutions in corporate governance withfpbio companies. Lack of regulations or
guidance may be a hurdle in improving corporateegoance in portfolio companies in

particular and overall corporate governance in ggne

The operation of major fund managers, for exampgléL and ICP which are under state

control, is yet another problem for the developn@nnstitutional investment in Pakistan.

holders as on 30.06.2013. The trust operates fffereht funds under its control. The trust wasstd@nted
under the Trust Deed dated 12.11.1962, executeeebetthe NITL as the management company and the
National Bank of Pakistan (i.e., the biggest banthe public sector under state control) as trustee
NITL distribution network comprises 24 brancheshwiairious authorised bank branches in Pakistan and
also in the Arab Emirates Investment Bank (AEIBPiabai in the United Arab Emirates (UAE).
Information taken from the NIT website available at
<http://www.nit.com.pk/index.php?option=com_con&view=article&id=14&Itemid=3%3E%20&%20%
3C%20http://www.privatisation.gov.pk/Finance/nitrtt > Accessed 22.12.2013.
“°The Investment Corporation of Pakistan (ICP) wstalgished in February 1966 through an ordinance.
The objectives of the ICP were to broaden the base/estments and developing the capital market in
Pakistan. The corporation underwrites public isafeshares and participates in equity projectspins and
maintains investors’ accounts with a view to braadg share ownership and widening the base of the
capital market through the purchase and sale aésha listed companies for the account holders. P
floats and manages the mutual funds which provisleries of sound scripts for the investors seeking
reasonable returns through pooled investmentscotmoration also purchases and sells shares sidble
market for its various portfolios. The corporatiwes floated 25 mutual funds and a state enterprigeal
fund with a view to offering opportunities of podlévestment to the investors. The corporation’skeia
transactions for its own portfolio, investors’ golio and mutual funds’ portfolios contribute towdar
strengthening the activity on the market. Informatavailable from
<http://www.privatisation.gov.pk/finance/icp.htm&ecessed 12.01.2014.
“IMF Report on the Observance of Standards and G@&@SC) June 2005 on Pakistan.
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The state is the owner of the ICP as well as haldse than 58% shareholding of the
NITL, a management company of different funds ofyegaunder its control® Direct state
control presents the usual governance problems. stée’s appointment of directors
through its executive orders may compromise mentitical affiliation may be the major
gualification for the appointment of directors hese entities.

There is a need to pay more attention to instihatianvestors in Pakistan. The fund
industry requires development. The inactive rolesefitutional investors, especially those
under state control, is one of the main reasonshi®runderdevelopment of the industry.
The fund industry can develop in Pakistan, provided steps are taken. First, by
privatising state-owned fund management companiet ss the NITL and ICP, the
competition can attract professionals from the gggvsector to run these institutions in a
professional manner. This may benefit the entigelft and improve the corporate
governance of portfolio companies. Second, a se@ftdode, patterned on the stewardship
code in the UK, may guide the institutional invesio active engagement in corporate

governance issues of the portfolio companies thraliglogue with the board of directors.

4A.3.4 Legal protection

One important strategy to reduce agency cost gdgide investors, especially minority
shareholders, with legal protection. In the absesfckegal protection, managers and the
controlling shareholders can expropriate the migahareholders. Agency cost can be
reduced if expropriation is made difficult by ar antemechanism such as a disclosure
strategy or aex postmechanism such as providing minority shareholedetis a remedy
to sue directors and controlling shareholddrén Pakistan the lack of protection of
minority shareholders exacerbates the agency prollegal protection may reduce the
incentives of expropriation by the controlling siaslders and management. The
mechanism of legal protection may be provided thhostatutory and non-statutory
regulations, the judicial system and the maffet.

42 See NIT website available at
<http://www.nit.com.pk/index.php?option=com_cont&view=article&id=4&Itemid=5> Accessed
12.01.2014.
“3La Porta, Lopez-ed-Silanes and Shleifer (n 19) 512
“ This will be discussed in detail in the second p&Chapters Four and Five.
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4A.4  Conclusion

This part of Chapter Four discussed the problerssceated with agency cost in Pakistan.
There are different reasons for these problemsesttent of minority shareholding; the
separation of ownership and control; incentivespiovate rent seeking; and expropriation
by the managers and controlling shareholders aremthin reasons. The corporate sector
in Pakistan is highly concentrated, and familied tire state control the sector. They have
the discretion and incentives to control in ordeexpropriate company funds at the cost
of minority shareholders. Though the separatiomwhership and control is a problem
experienced in dispersed ownership, the agencylgmolis also visible in the conflict
between the management and the shareholders iremtoated ownership. There are
different techniques to solve or, at least, redtme agency problem in the context of
Pakistan. They may bex anteor ex postmechanisms. Firstly, the separation of control
and monitoring through representation on the bo&mirectors by minority shareholders
and institutional investors may reduce the agemoblpm in Pakistan. Non-executive and

independent directors can also play an effectileirothis regard.

Secondly, the institutional investor industry isderdeveloped in Pakistan due to lack of
proper regulations and the excessive role the ptayes in this regard. The privatization of
state-owned funds may foster competition, which ma&jp to develop the industry.
Thirdly, the legal protection of minority sharehetd makes expropriation difficult for the
managers and controlling shareholders. If minopitgtection is ensured, it may help to

develop corporate governance in Pakistan.

*kk
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4.B Minority protection in corporate governance inPakistan

4B.1 Introduction

The second part of this chapter discusses the ggemdlict of the second kind, that is, the
conflict between minority and majority shareholdef$is conflict may be reduced by
providing minority shareholders with protection exga majority shareholders. As the
managers are either under the control of the ntgjorn the majority themselves act as
managers, the protection of minority shareholde@so required against expropriation by
the managers. The objective of this part of Chalpber is to explore different mechanisms
that can provide minority shareholders with pratecin the context of Pakistan. Minority
protection will be discussed keeping in mind thevpiling corporate structure in Pakistan
and the possible convergence to international namwwder to improve the sector. The
focus of this chapter will be on minority rightsathinclude pre-emptive rights, cumulative
voting rights, conflict of interest of the fiducies, derivative action, unfair prejudice
remedy, and the just and equitable winding up ofganies as minority protection devices

in the context of Pakistan.

4B.2 The LLSV theory

Recent academic literature has discussed key isfumsporate governance: the nature of
a particular system, either dispersed or concesttrahare ownership; the development of
capital markets; investor protection, especiallynonity shareholders; the raising of
external finance; extra-legal institutions; and, renoimportantly, the causes and
consequences of these issues. However, minoritiegiron has remained the focus of

recent academic discussion.

LLSV discuss corporate governance of different léginilies in a comparative study with
reference to investor protection provided by thieseilies and the extent of their market
development. There are basically two legal families: (1) thencoon law and (2) civil law

category. The civil law family is further dividedto three subfamilies: (1) the French civil

LLLSV, ‘Law and Finance’ (1998) 106 (8purnal of Political Econom§113-55.
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law, (2) the German civil law and (3) the Scandiar\civil law category.Common law is

based on judge-made law that is subsequently ctad/émto legislation, and civil law,
which is based on Roman law, is law that is balsigaért of scholar- and legislature-
created traditiond Most countries of the world have adopted legalcstres of these legal

families due to colonization and occupatfon.

The basic difference between the two systems isdleeof judges and the fiduciary duty
developed by the case IawA judge in the common law system has more dismetian a
civil law judge in deciding cases where the statstesilent. In most cases where the
legislation does not provide a direct remedy, comraov judges apply this discretion in
favour of minority shareholdefsThis may be the main reason for the development of
fiduciary duties and minority protections in commiamw countries as compared to civil

law countries.

LLSV identified an anti-director index, in other wis, a shareholders rights index
comprising six key shareholder rights: (1) one shane vote, (2) proxy by mail, (3)
shares not blocked before a meetir{g) cumulative voting/proportional representat{sj
oppressed minority, and (6) pre-emptive rights éwvrshares. The authors assigned one
point in cases where the mechanism of shareholdategiion was available in the
corporate law, otherwise zero. They took a sampldcountries, including 18 from
common law jurisdictions, 21 from French civil la@/from German civil law and 4 from
Scandinavian civil law countries. They compiled tteda and observed that the common
law provided outside investors with better protacti whereas the German and
Scandinavian countries fell in the middle, while thrench civil law provided investors

with the least amount of protectifn.

2 William A. Reese and Michael S. Weisbach, ‘Pratecof Minority Shareholder Interests, Cross-Ligtin
the United States, and Subsequent Equity Offeri(f302) 66 (1)Journal of Financial Economicg3.
% David Rene and John Brielrylajor Legal Systems in the World Tod&tevens and Sons, London 1985);
Reese and Weisbach (n 2) 73.
* Reese and Weisbach (n 2) 73.
® John C. Coffee Jr, ‘Privatisation and Corporateésnance: The Lessons from Securities Market Felilur
(1999) Working Paper 158, available at < http:/Arapssrn.com/sol3/papers.cfm?abstract_id=190568>
Accessed 21.08.2013.
® Reese and Weisbach (n 2) 73.
" In some jurisdictions it is stipulated that theustholder must deposit their shares in the compamyth
the financial intermediaries a few days beforegéeeral meeting so that the shareholders canrigheel
shares before the meeting.
8LLSV (n1)1113.
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Coffee argues that it is not correct to say thatdivil law system does not afford investors
protection, rather, it provides investor protectitmat is inherent in the system of
concentrated ownershi\ccording to him, the system does not specificalfgvide that
protection that is known to dispersed ownershipnathe market economy; for example,
the civil law system does not provide mechanismsdotrol expropriation, self-dealing
and private rent seeking by the managers whiclinduerent in the dispersed ownership of
the common law system, but they do provide otheteation, such as voting rights.
According to him, both systems support a particplattern of ownership: common law
supports the dispersed form, whereas the civil ®ayports concentrated ownership.
However, it is difficult to generalize this hypotie for two reasons. First, expropriation,
rent seeking and self-dealings are not the feawireésspersed ownership but are common
in both dispersed and concentrated ownership stiegt Second, there are many common
law systems in the world that have concentratedensimp. Therefore, it is not the legal
family that determines a particular system of owhgg, rather, other factors may shape a
particular system. Politics, historical developmantl social norms may have been the
main factors for the development of a particulastesn of ownership. The US and the UK
are exceptions, having dispersed ownership strestwhereas in the rest of the world,
concentrated ownership is dominant. Dispersed oster was also considered a
consequence of the advancement of technology, wieckssitated big firmi8. These big
firms required huge capital which was not possiahen a few individuals were involved.
Therefore, dispersed ownership was an ultimateemprence. There are certain advantages
to dispersed ownership in this kind of firm becatree managers are hired on the basis of
their professional and managerial skills insteadheir ability to finance the firms or on

the basis of their relations with controlling mermrse

Another aspect of the LLSV theory is the link betweminority protection and the
development of capital markets. LLSV argue thatkester protection is essential for the
development of the capital markétlf outside investors are protected, they may sprea
their finance in the market. This provides investaith the luxury of diversification. The

® John C. Coffee, Jr, ‘The Future as History: Thespects for Global Convergence in Corporate Govema
and its Implications’ (1999) 93 (¥orthwestern University Law Reviéa1-708; John C. Coffee Jr,
‘Privatisation and Corporate Governance: Lessoms f6ecurities Market Failure’ (1999) d6urnal of
Corporate Law Studie37-9.
19G. A. Mark, ‘Realms of Choice: Finance Capitaliand Corporate Governance’ (1995)®@&lumbia Law
Reviewd73; Mark J. RoeStrong Managers, Weak Owners: The Political Rob#merican Corporate
Finance(Princeton University Press, New Jersey 1994) Ch.1
1 Brian R. Cheffins, ‘Law, Economics and the UK’ss8ym of Corporate Governance: Lessons from
History’, (2001) 1Journal of Corporate Law Studi&s}.
121 LSV, ‘Legal Determinants of External Finance’ @@ LIl (3) The Journal of Financ&149.
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diversification is more beneficial in the senset h@rovides less risk in the market. This
phenomenon provides liquidity in the market thaisas its development. This is evident
from the fact that dispersed ownership is primaiilythose jurisdictions where there is
strong protection of minority shareholders. Therefohe development of capital market is
directly proportional to the dispersed ownershipwdver, if investors are not secure, they
will protect themselves through blocks and thatseauthe concentration of ownership.
Therefore, the concentration of ownership is inelgrgroportional to the development of
the capital market. However, concentrated ownershimot the cause of an inferior
corporate governance systgrar se rather, it may be beneficial in the sense thegda
investors are well placed due to their shareholdmgressurize the management into
working for the benefit of the firm. However, theoplem with this kind of ownership
structure is that the majority may be involved he texpropriation of the minority
shareholders. Therefore, concentrated ownership anchority protection are

complementary for an efficient corporate governasyent>

A further aspect of the LLSV theory is the link Wween the developed capital market with
minority protection and the capacity of entrepreseto raise finance from outside
investors* The raising of finance is easier in countries where legal protection of
minority shareholders is strong than in those atemtwhere the legal protection of
minority shareholders is wedk.When financiers feel that their investment willt e
expropriated by the insiders, they will not hesitao invest® Another aspect of the
developed market is that it provides liquidity whis beneficial to investors because they

may exit at any time when they are not satisfietth wie performance of the firm.

4B.3  Critique of the LLSV theory

Scholars of corporate law have criticized the LL8Wory. Roe is the main critic. He
argues that the anti-director rights index of theSV theory which is core to the
indication, measurements and effectiveness of aicpkar jurisdiction, seems to be
defective and a crude measure of minority protectiod development of the markétt is

interesting to note the insight into, and applmatof, this index in the context of Pakistan

which is a common law country. In the light of theovisions of minority shareholder

131 LSV, ‘Investor Protection and Corporate Goverreir{2000) 58Journal of Financial Economic®4.
14 i
Ibid 5-6.
!> Reese and Weisbach (n75-6.
16 Coffee, Jr (n 9) 644.
" Mark J. Roe, ‘Corporate Law’s Limits’ (2002) 3turnal of Legal Studie233-71.
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rights, the true picture is not presented. The-dinéictor index for Pakistan is 5, which is
the highest amongst all countries. This is equaht® UK and the US, and better than
Australia, France, Germany, Belgium, Japan and sinadl the continental European
countries. However, in reality, if one compared ketuidevelopment and economic growth
there is a vast difference between Pakistan arel dgveloped countries. The other aspect
of the LLSV theory is that Pakistan, being a comnfen country, should have better
enforcement and be more investor-friendly thanl ¢éaw countries. In reality, Pakistan is
not an investor-friendly jurisdiction. Most privadééd public companies are controlled by
families and the state. The stock market of Pakisséanarrow and illiquid. Economic
growth is very low. The enforcement mechanism iskyand the judicial system corrupt
and inefficient. In Pakistan corporate law doesvyg® investors with some rights, but
these rights are not sufficient to protect them tlu¢he weak enforcement mechanism.
Investors’ rights in corporate law are presentakistan through colonizatiof.

Roe further argues that the LLSV theory may beulsefexplaining the cases of transition
and developing economies, but it is the only tootl anot the central institution for
developed economiés. It is, however, difficult to generalize Roe’s thgo Each
jurisdiction has its own factors and charactersstibat develop a particular pattern of
shareholding and development of the market. Itl$e difficult to distinguish between
developed and developing countries with referencthé reasons and causes of dispersed
ownership and developed markets on the basis ahtlex. According to the LLSV anti-
directors rights index, Germany and Japan havedl4apoints respectively. Both have
concentrated ownership despite the fact that Geyrhaa only 1 point and Japan 4 points.
As far as transition economies are concerned, Bodaa the Czech Republic privatized
state-owned firms. Both have a common Slavic celtunistorical background and
corporate law but had different approaches to p@&tion. The Czech Republic created
dispersed share ownership with mass privatizatiothowt focusing on securities
regulation, whereas Poland had a system of phaseatipation with strict control over
securities regulations. The outcome of these diffees was that there was more
expropriation and rent seeking in the Czech Reputblan in Poland. It was not the
corporate law, but rather the securities regulatidhat provided investors with
protection? In the context of developing countries, Pakistaml andia have similar

cultural and historical backgrounds, and have coinaged ownership in their corporate

'8 See text to n 74-77 in Chapter Two.
Y Roe (n 17) 269-71.
2 Coffee, Jr (n 5) 37-9.
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sector. The LLSV index shows that both have 5 oort the anti-director rights index,
which is better than many developed countries. @le® countries have strong minority

rights in corporate law but the ownership struciareoncentrated.

Coffee is another critic of the LLSV theory. He ebsed that LLSV had overstated the
importance of corporate law and understated theoitapce of securities laws which are
an important factor in the development of the edpinharket$® He argues that the
provisions of minority protection are not suffictdor the development of capital markets,
instead, the standards of securities regulatiotsriakne the development of the markets.
Common law countries whose system is more favoarédsl dispersed ownership differ
widely on corporate law and have converged funefignat the level of securities
regulations. According to him, corporate law is tia main factor in dispersed ownership
and minority protection is only of secondary impoite. However, there are many other
factors that are important for the developmentagfital markets. Politics, the judiciary and
non-legal institutions also shape a particularesysof corporate governanteln addition

to this, extensive disclosure requirements are iatportant factors in the development of
capital market$>

Cheffins also disagrees with the LLSV theory regagdhe role of corporate law in the
development of capital markets. He argues thdéast in the context of the UK, corporate
law was not the main factor for capital market depment.>* According to him, in the
context of the UK system of corporate governandberofactors such as market-based
mechanisms were more important. He describes &ggd-institutions such as financial
professionals, stock market self-regulation, lgtregulations and reputational concerns as
the main factors for the development of dispersgdesship and the capital market in the
UK. However, he does not deny the importance obp@a@te law in those countries that do

not share a common financial and social environmatht the UK?®

*! Ibid 37-9.

22 Mark J. Roe, ‘Political Preconditions to Sepam®wnership from Corporate Control’ (2000) 53 (3)

Stanford Law Review00-3.

% R. La Porta, F. Lopez-ed-Silanes and A. Shleff&hat Works in Securities Laws?’ (2006) LXI (1)

Journal of Finance8.

24 Cheffins (n 11) 86-9.

% Brian R. Cheffins, ‘Does Law Matter? The Separatid Ownership and Control in the United Kingdom,

(2001) 30 (2)The Journal of Legal Studi&83-4; Brian R. Cheffins, ‘Does Law Matter?: Thep&ration of

Ownership and Control in the United Kingdom’ (20EBRC Centre for Business Research, University of

Cambridge, Working Paper No. 172, p 37-41 <wwwadm.ac.uk/pdf/WP172.pdf > accessed 17.08.2013.
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4B.4 Minority protection and its importance

Who should make decisions in directors and shadeins| meetings? Should all decisions
be made through consensus or majority decisionsprijadecisions have their own
benefits in the corporate world. If consensus igured from all the shareholders or
control is shifted in favour of the minority, théms may be more problematic. Consensus
is not feasible in the modern form of companies Hns may create a deadlock in the
smooth running of companies. However, this majonitee may harm the interests of the
minority in some circumstances. This harm may betduailure of corporate law or to the
majority’s abuse of power. The company’s constitutiand general corporate laws
sometimes fail to curb this harm because the nigjadts within the ambit of these laws
and causes harm to the minority. Voting rights tigito which majority rule operates also
fail to curb the abuse of the majority, and comnariaw only reacts in circumstances
when there is clear violation of laf®.State intervention and well-designed corporate and
securities law can save minority shareholders fiadmse of their rights. Though such
abuse on the part of the majority and mangers’ dppsm cannot be stopped without
interventionist rules, relying on such a strateggvery matter may deprive the majority of
their legitimate rights and place hurdles in thdeafve running of companies.
Nevertheless, the law must be responsive to oppisriu by majority shareholders and

managers in public companies.

An important aspect of governance that highlightsitnportance of minority protection is
efficiency considerations. It is argued here tlighé minorities are protected, then this
may also be beneficial to the majorify.lf minority rights are not protected, then
minorities will protect themselves by buying shamdshighly discounted prices. The
company might also lose a premium in an IPO whietould otherwise have received had
there been more protection for minority sharehad®&his will raise the cost of the capital
of the company® This cost will ultimately transfer back to the w@iy. The majority have

more cash-flow rights; therefore, they will suffaore than minority shareholders.

% Ataollah Rahmani, ‘Majority Rule and Minority Stedwolder Protection in Joint Stock Companies in
England and Iran’ (PhD thesis, University of Glasgg007).
" paul L. DaviesGower and Davies Principles of Modern Company I(8th edn, Thomson Sweet &
Maxwell, London 2008) 835-45.
?® |bid 835-45.
2 Coffee, Jr (n 9) 644.
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In addition to this, minority protection is impomntafor the efficient operation of the
market. If a system provides protection to the stoes, they do not hesitate to become
minority shareholders and to disperse their investif It provides investors with the
luxury of diversification, which causes disperseuare ownership® This dispersed
ownership structure is considered investor-frierayit provides liquidity in the market.
Liquidity is important for the efficient operatioof the market because it performs two
important functions. First, it provides investorsthwan exit option when they are not
satisfied with the management. Second, it alsoidesva corporate rider with an option to
take control of the firm. The takeover threat carcé managers to perform otherwise the

successful bidder may remove non-performing incurhdeectors after taking control.

Therefore, given this background, it can be corsiuthat minority protection is important

for an efficient governance mechanism.
4B.5 Importance of minority protection in Pakistan

Minority protection is a key factor in the conteft Pakistan due to the concentration of
ownership. According to LLSV theory, minority righimust be protected in order to
improve corporate governance and develop capitaket® As discussed earlier, minority
rights are not properly protected in Pakistan. €fwe, corporate law in Pakistan must
converge in some of the minority rights in orderingprove corporate governance and

develop capital markets.

However, in Pakistan there is confusion among scholith regard to the concept of
minority shareholders and importance of their prtoom in the Pakistani context. Mumtaz
has discussed the impact and effectiveness ofaithe af corporate governance in Pakistan.
She concludes that the code is based on Anglo-Ssixalel whose thrust is on a dispersed
ownership structure with its focus on minority @adions. She argues that the family-
controlled corporate sector of Pakistan suggesisttiere is no need to protect minority
shareholders as the ratio of their shareholdingery low.According to her, they will not
have any positive effect on the productivity of flien, even if their interests are protected.

Therefore, the code must be adapted to local dongitin order to be effective in

% 1bid 641-708.
3L LLSV, ‘Investor Protection and Corporate Valuati2002) LVII (3) The Journal of Financé&147-70.
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Pakistart? As far as protecting minority shareholders areceomed, her conclusion is
defective for a number of reasons. Firstly, thegooate sector of Pakistan is dominated by
families but there are other major stakeholderthencorporate structure of Pakistan that
include the state and multinational companies. Algh the state has a dominant
shareholding in state-controlled companies, inph& three decades there has been a trend
to privatize and divest. This phenomenon createteige public and substantive private
sector shareholdings in state-owned companies.ibdtitbnal companies, however, do
have some major shareholding in the form of the agars but there are many outside
investors in these compani€sSecondly, family-owned enterprises also have sulisi
shareholding in the public domain. This phenomewioiamily divestiture came about due
to the trend on the part of the state to privatipnel divest themselves of state-owned
enterprises, and a market boom which provided apompnity for family-owned
enterprises to raise finance from outside investdmsirdly, Mumtaz confused the
definition of minority shareholders: it is not justspecific percentage of shareholders who
will be considered minority shareholders in evergtter; for instance, 5%, 10% or
20% shareholders will not remain minority shareboddn each and every matter. This is a
phenomenon that changes with the passage of timieolara case-by-case basis. This is
explained in the following example: suppose theeefaur shareholders, namely A, B, C
and D with 25% shareholding each. Suppose in ortteem, C and D collude with one
another and decide in a matter that is againsinteeest of A. A is a minority shareholder
in this case. It is quite possible, after some fifoeA, B and C to collude with one another
and make a decision that is against the interesD.ofn this case D is a minority
shareholder. Similarly, it is possible for B anddbecome minority shareholder in other
cases. A minority shareholder is, therefore, ngiagicular person or group of persons;
rather, it is a phenomenon that changes with tlssggge of time. So, even in a family-
owned firm it is quite possible for one family meenbto have a dispute with other
members on a particular matter and need some pimtdcom the abuse of the majority.
Fourthly, as discussed earlier, minority protectisnmore important in concentrated
ownership structures than in dispersed ownershigtsires. Fifthly, it is widely accepted
that minority protection is an important element foe development of the markets and

particularly for better corporate governarite.

¥ Mahwesh Mumtaz, ‘Corporate Governance in Pakigt@dopt or Adapt? Paper presented at a conference
in Lahore on 3-5 June 2005 organised by SecuatielsExchange Commission of Pakistan (Regulator) and
Lahore University of Management Sciences, Lahore.
% See text to n 95 in Chapter Two.
3 |ain MacNeil, ‘Adaptation and Convergence in Cagie Governance: The Case of Chinese Listed
Companies (2002) 2 (Jpurnal of Corporate Law Studi&33.
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The inherent problem with minority protection ircancentrated ownership structure such
as in Pakistan increases the importance of minositareholder rights, and their
enforcement through regulator, judiciary and exgal institutions. The corporate law of
Pakistan provides some minority rights but mosthef important rights are still missing.
Most minority shareholder rights have been trametem corporate law of Pakistan due to
colonization. However, some important minority tghhat are provided in the corporate

law of Pakistan are inefficient, out-dated and nesstiructuring or improvement.

The implication of the LLSV theory regarding theKibetween minority rights and the
development of capital markets and corporate garera is significant in the context of
Pakistan. The LLSV theory states that for the dgwalent of capital markets and good
governance, the protection of minority rights isportant. Therefore, according to this
theory, to improve corporate governance and devedpgtal markets in Pakistan, there is a
need to protect minority rights in corporate lawsPakistan. The ownership structure in
Pakistan is highly concentrated where familiesugsoand state dominant the corporate
sector. As discussed earlier, the minority rights important in concentrated ownership
structure such as Pakistan. However, the minoigkts are not properly protected in
Pakistan. Most of the standard minority rights a&ither missing or out-dated and
inefficient to protect minority shareholdérsFamilies and politicians are strong forces
which may resist reforms whose objective is to iower good governance which could
challenge their discretionary powers and to proyideection to the minority shareholders.
This situation makes us sceptical about possibier@mence in minority rights through

reforms in corporate governance.

In this context, an important question arises Wwhethere will be reforms in Pakistan to
protect minority shareholders in order to develapi@ markets and overall corporate
governance. There may be strong resistance in cgewee in corporate governance in
minority rights through reforms from path-dependimtes such as families and political
forces.. However, the possibility exists that thates may proceed to provide minority
protection with reforms for a number of reasonssthj, in the recent past, the state has
divested some of its shareholdings in state own®eérgrises through corporatisation,
privatisation and disinvestment in the series dbrmas through pressure from IFls. The
state has also plans to disinvest in major stateedwenterprises in the future due to an

% The minority rights will be discussed in the nagading at 4B.6 (Minority protection mechanism).
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agreement with IFIs as a condition of lodhsCorporatisation, privatisation and
disinvestment may be a problem for the state ire adsbad corporate governance. The
state will not get good prices for its shareholdimg cases of privatisation and
disinvestment. One option for the state is to impraorporate governance through
improving minority protection. According to LLSV ¢bry, the provisions of the protection
of minority shareholder rights will help to develaapital markets and the minority
shareholders will be willing to pay higher prices the state shares that the state intends to
disinvest. Secondly, minority protection provisiomay be beneficial to the state itself
because divestment may ultimately convert the gtate a minority shareholder, and
minority shareholder protection will benefit theatst as welf’ Thirdly, family-owned
enterprises that are considered a main opponemeftomm may also favour minority
protection mechanisms once they realize the paiebgnefits of improved corporate
governance. The developed market with a minoribtgmtion mechanism can enhance the
share value of firms and create an opportunitytiem to raise external finance with lower
costs of capital. They can also sell some of tekareholdings to the general public at a
higher price and the minority shareholders maysuh enhanced price once they feel that
their investment is safe and their rights are teid

4B.6  Minority protection mechanism

Minority shareholders’ protection mechanisms mayliveded into two parts: (1) minority
rights and (2) their enforcement. The discussiothig section will be limited to minority
rights that include pre-emptive rights; cumulatixating rights; conflict of interest of the
fiduciaries; derivative action; the unfair prejueli;emedy; and winding up under just and
equitable principles in the context of Pakistane nforcement of these rights will be

discussed in Chapter Five.

The objective of this part is to examine the pabsitand effectiveness of convergence in
minority rights in order to improve corporate gavance in Pakistan. As discussed earlier,
there are strong prospects of convergence in ntynoghts in Pakistan in order to improve
corporate governance in Pakistan due to the faclmsussed above. In addition, the

discussion will also focus on the kind of converggeewhich might take place in improving

% See text to n 85 in Chapter Two.
3 lain MacNeil has discussed these factors in timeot of China in MacNeil (n 3433; See alsWAPDA v
KAPCQ 2000 PLD 461, Lahore High Court. In this case, RID®, a state-owned company, had to approach
the court for a remedy under oppressive conductif@rity protection) (see text to n 216).
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corporate governance in Pakistan. As discussed eabfunctional and contractual
convergence has certain advantages as comparexintalfconvergence. Therefore, the
functional and contractual convergence may domiriage process of convergence in
prevailing circumstances in Pakistan. In Pakisthere are strong barriers to possible
formal convergence from path dependent forces sashfamilies, groups and state.
Therefore, in order to overcome possible resistdnmm these path dependent forces,
functional and contractual convergence may be ugefumprove minority rights in

PakistartTherefore, functional and contractual convergend# remain the focus of

discussion in this part to improve minority righits Pakistan. In other words, the
discussion in this part will be limited to assegshow and up to what extent minority

rights may be improved for efficient corporate gmance in Pakistan.
4B.6.1 Pre-emptive rights

Pre-emptive rights were discussed in detail in @rapwo. Pre-emptive rights provide
minority shareholders with protection against ddat In Pakistan pre-emptive rights are a
default rule in company laiv and companies can exclude these rights by special
resolution. As discussed in Chapter Two, pre-engptilghts are more important in
underdeveloped and emerging markets such as PFakiStere is threat of minority
shareholder dilution if pre-emptive rights are madgefault rule. As discussed in Chapter
Two, families and the state dominate the corpaattor in Pakistan. They have more than
75% shareholdings even in listed companies. Thexefihey may dilute the minority
percentage in shareholding and voting rights wideaes of allotment of shares without
pre-emptive rights. Therefore, there is a need &kenpre-emptive rights mandatory in
order to safeguard the interests of the minorigreholders in Pakistan.

4B.6.2 Cumulative voting system
As discussed in Chapter Two, the cumulative vosiygtem (CVS) can be advantageous to

minority shareholders in certain circumstances. elwy, it is not common in major,

advanced jurisdiction®. In the US the CVS was mandatory until the twehtieggntury**

¥ See discussion at 4B.5 in Chapter Four and 3a7Ghapter Three.
% See s. 86 of the Companies Ordinance, 1984 (tHm&nce).
“0Luca Enriques, H. Hansmann, and R. Kraakman, B#mic Governance Structure: Minority Shareholders
and Non-Shareholder Constituencies’ in R. Kraaketaad. (eds),The Anatomy of Corporate Law: A
Comparative and Functional Approa¢® edn, Oxford University Press, Oxford 2009).
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US states have abandoned it with the passage ef timtil 1982, only 24% of firms that
had the CVS in their charters were listed on thes Yerk Stock Exchang& Now most of
the states have abandoned this rule and only debape it in their corporate system. The
company laws of the UK and France provide firmshwite option to adopt the CVS but
firms rarely do so in their charters for the elestiof directors® As regards Germany,
cumulative voting is not prohibited, but most ot tbhompanies opt out of this system.
Some even dispute that it is permissible in Gerom@porate governance, at least for listed
companied’ Japan provides the CVS as a default rule but almbsompanies also opt
out of it in their constitutiof®> As far as other developing and emerging economies
concerned, the CVS is mandatory in the companyoiaWietnam. The commercial law of
China, India, Thailand and Korea support this syst€hinese Taipei is considering

amending its company law to incorporate it as meorgigrovision®®

In Pakistan the CVS is present in company law asaadatory rule for companies that
have share capitafl.An interesting aspect of the CVS in Pakistan ssievey® conducted
by the Association of Chartered Certified AccoutdafACCA) and sponsored by the
International Finance Corporation (IFC) with thelphef the SECP and the Pakistan
Institute of Corporate Governance (PICG). A questere was sent to local listed
companies, lardé local public non-listed companies and financialtseinstitutions. The
survey, inter alia, includes the use of the CVS as a minority pradecdevice. The
objective of the survey was to know the extent tuclw the companies were following
good corporate governance practices in line witdesoof corporate governance and
international good practices, and to provide reugawith an opportunity to focus on
intended reform activities in this regard. The syrvesponse states that 81% of companies
do not have the CVS as a minority protection devideis shows lack of interest and
awareness on the part of the companies in Pakigitmregard to overall governance

mechanisms in general and minority protection irtipaar. As discussed in Chapter Two,

41 Jeffrey N. Gordon, ‘Institutions as Relational éstors: A New Look at Cumulative Voting’ (1994) 94
Columbia Law Review24.
2 Sanaji Bhagat and James A. Brickley, ‘Cumulatia&iig: the Value of Minority Shareholder Voting
Rights’ (1984) XXVII Journal of Law and Economi@&3.
“3Gordon (n 41) 124.
4 Mathias M. SiemsConvergence in Shareholder L§@ambridge University Press, Cambridge 2008) 172.
“5 Art. 342 of Companies Act, 2005 (Japan).
“6 OECD (2011), Corporate Governance in Asia 201agfass and Challenges, Corporate Governance,
OECD publishing available at
<http://browse.oecdbookshop.org/oecd/pdfs/prod6atlP11e.pdf > Accessed 22.08.2013.
4" See s. 178 (5) of the Ordinance.
“8 A Survey of Corporate Governance Practices inaii2007 available at <http://picg.org.pk/indepsph
Accessed 28.08.2013.
49‘Large’ means the companies that have at leasniilion Pakistani rupees as their share capital.

127



in a straight voting system, it is not possible fioinorities to appoint any member to the
board. The Code emphasizes the fact that the maneageof listed companies should
facilitate minority shareholders in contesting thection of directors. Non-compliance
with the CVS shows minority shareholders are nadpéacilitated to contest the election
of directors which is, in fact, non-compliance witte Code? It is interesting to note that
despite the fact that the CVS is mandatory under @rdinance, it is not being
implemented even by the listed companies. The atgubnd the stock exchanges should
ensure compliance with the Code and provisionhefdompany law in order to protect
minority shareholders.

Another problem is the presence of one share, ote as a default rule in the company
law. This can frustrate the potential benefitshaf €VS. Shareholders who have more than
one vote per share can outweigh the possibilityimbrity shareholders electing a member
to the board of directors. Therefore, the CVS carffiective only if one share, one vote is

made mandatory.

Advanced jurisdictions are abandoning the CVS eelraade it a default rule available as
an option to firms. The majority of firms in thegeisdictions have opted out of this rule.
This shows that it is not regarded as an impor&atment for minority protection.
However, this conclusion has to be hedged by obsiens that these are advanced
jurisdictions with developed capital markets andstaong judicial system for the
enforcement of shareholder rights in general anabnity rights in particular. Similarly, if
minority shareholders have other remedies, sucivatere actions or the unfair prejudice
remedy, this may provide some sort of substitutarfembership on the board of directors.
If the system supports other disciplinary mechasjsitinen the minority may feel

comfortable even without the CVS.

In Pakistan, where there is an undeveloped matkete are fewer chances for the
minority shareholders to resolve their issues tghomarket discipline. The market is not
developed enough to sanction a firm for its wronggs. The KSE, the main stock
exchange in Pakistan, is small in size but hasgh turnover, with high fluctuations in
prices mainly due to the manipulation by brokersl aontrolling shareholders. They

manipulate prices with mutual trading and derivedfgs from such fluctuation. Insider

¥ Clause | (a) of the Code of Corporate Governafid® 2equires listed companies to encourage minority
shareholders to contest the election of directors.
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trading is common phenomentn.lack of liquidity creates a problem for minority
shareholders because they do not have exit optfofise market is not developed enough

to play its role in sanctioning defaulting firms.

The nature of the ownership structure is the mamtok that affects cumulative voting. The
US and the UK are developed markets with dispessatkerships; therefore, the CVS may
not be effective in these jurisdictions becausetroimg shareholding is not common.
This issue is important in concentrated ownershipctures with block holders. As the
ownership structure in Pakistan is concentrategtetlare, therefore, fewer chances for the
minority to elect a member to the board of dirextas opposed to the majority block
holders.

If a director is elected by the minority sharehotddeo the board through the CVS, this
necessitates some safeguard from removal by therityajS. 181 of the Ordinance
provides this safeguard. The section stipulatesadhdirector cannot be removed if in the
resolution of removal of a director there are snamber of votes against the resolution
that are equal or more than the minimum numberotés/that were cast to elect a director
at the last AGM. This can be explained by the feitay example:

Example

Suppose five directors (i.e., A, B, C, D, E andwere elected at the last AGM with the
following number of votes:

Table 4B.1: Results of a resolution to remove a dictor

Name Votes
40,000
35,000
30,000
25,000
20,000
15,000

mTmOoOQO >

Suppose there is a resolution to remove directdBugpose at the meeting 90,000 votes

are in favour of the resolution to remove B butr¢hare 15,000 votes against the

*1|. A. Khawaja and A. Mian, ‘Unchecked Intermedéai Price Manipulation in an Emerging Stock Market’
(2005) 78Journal of Financial Economic203-241.
2 Mumtaz (n 32).
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resolution. B will not be removed in this case hmseaat the last election of directors,

15,000 votes were enough to elect director F.

The problem with this provision is that the shatdbcs cannot remove any director who is
not performing. A director who has shareholdindni own name or who has the backing
of the majority shareholders cannot be removedheyrésolution even if that director is
not performing. This is the cost that shareholdenge to pay for the CVS. One option may
be to go to court to remove the non-performing mbant director. This amounts to
interference in the functioning of companies. Thdigh courts declared repeatedly that
they would not take on the management of the besiné companie¥ The shareholders
are the best monitors of the directors’ conduct eaud, through a shareholder resolution,
remove a director, but the difficulty is that theamoval of directors adds costs which the
shareholders have to pay. This restricts the ac¢abtlity of the directors.

One solution may be the possibility of frequenthgcéing directors, at least in listed

companies in Pakistan. The recent change in thecatldorate governance code provides
re-election of directors of FTSE350 companies eyer. This limits the need to resort to
the removal of director¥. The trade-off between the minority shareholdeigtits to elect

a director to the board of directors through theSCAhd the strict requirement of removing
a director from the board can be settled by theiahre-election provision in Pakistan. The
functional convergence in frequent election of clioes on the pattern of FTSE 350 may

resolve the problem of accountability of directatdeast in listed companies in Pakistan.

*3\. J. Trebilcock, ‘Liability of Companies Directofsr Negligence’ (1969) 3®lodern Law Revies02-4.
> |ain MacNeil, ‘Activism and Collaboration Among &teholders in UK Listed Companies’ 5(4) (2010)
Capital Markets Law Journa$22.
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4B.6.3 Conflict of interest of the fiduciaries

4B.6.3.1 Introduction

A conflict of interest between controlling sharedets, directors, corporate officers and the
company may arise in two different situations. itsmay arise when insidérshave an
interest in any transaction in which the companini®lved as a party. This may occur
when a transaction is entered into between a coynpad its insiders or between a
company and a third party in which such insidergeha direct or indirect interest; for
example, if a contract is concluded between a compad a third party, and the insiders
are owners or major shareholders of the third p&&gond, a conflict of interest may arise
in a situation where the insiders identify a bussepportunity but they exploit it for their
personal benefit without offering it to the compdirmgt. The former is called eelated
party transaction whereas the latter is eorporate opportunity Both a related party
transaction and corporate opportunity may not behm interest of the company and,
consequently, not in the interest of the sharelslolegeneral and minority shareholders in

particular.

The management is meant to make decisions andugencbntracts in the best interest of
the company. However, sometimes they may proceeth&r own benefit at the cost of
the company. They may enter into a transaction widlompany that is beneficial to them
at the cost of the company. Other possible cosfliftinterest may be a situation in which
insiders identify a business opportunity using teeources of the company but they
exploit this opportunity for their personal beneéfistead of offering it to the company. As
every business activity is not a corporate oppdatguthat is the company’s right, the
determination of a business opportunity is, theefanportant in the sense that once it is
established that a business opportunity was, ity éacorporate opportunity then directors
must exploit the same for the company and nottieirtpersonal benefit. Corporate laws
generally prohibit directors from taking corporapportunities for their own benefit
without offering them first to the compan$The directors are considered in breach of
fiduciary duty when they exploit corporate opporti@s for their own personal benefit and
not for the company whom they are supposed to Sér@®rporate opportunities are

*® |nsiders include the controlling shareholders,diectors and the corporate officers.
*% Eric L. Talley, ‘Turning Servile Opportunities @old: A Strategic Analysis of the Corporate
Opportunities Doctrine’ (1998) 108ale Law JournaP79.
°"D. D. Prentice, ‘Notes of Cases: The Corporated®pipity Doctrine’ (1974) 37 (4Modern Law Review
464.
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regarded as assets of the company in the sensthéhdirectors are not allowed to exploit
such opportunities for their personal g&iitherefore, it is important to see to what extent
a business opportunity belongs to company and @t wktent the same may be exploited
by the directors without breach of fiduciary dufs far as the UK corporate context is
concerned, certain restrictions and safeguards haea developed in common law. The
UK Companies Act, 2006 has now codified directolsties and further restricts directors’
powers of taking away corporate opportunities fwirt personal benefif. However, in
Pakistan the law does not prohibit the controllsttareholders and the directors from
exploiting a corporate opportunity for their perabbenefits. The doctrine of corporate
opportunity is important for concentrated ownersstipictures such as those in Pakistan.
The corporate sector is dominated by families dmed staté® This highly concentrated
ownership by families and the state necessitatepeprlegislation for controlling self-
interested transactions by the controlling shamidrsl and the directors for investor

protection in general and the minority shareholdeysarticular.
4B.6.3.2 Related party transactions

Related party transactions are a major source mfogxiation by insiders as these insiders
are in a position to make decisions and take adgenof their decision-making power.
They may enter into a transaction on behalf ofatimpany with themselves or with their
related business such as a private company estatllsy them or with a public company
in which they have more interest than the compamcerned. Controlling related party
transactions is an important minority protectiorvide in which abusive self-dealing by
insiders is avoided. There is a trend in advanaeddictions of controlling related party
transactions that are not at arm’s length. Armiggth transactions are those transactions
that are not at prevailing market rates. Everydaation a company enters into with an
insider does not amount to expropriation; rathemay be beneficial to the company but

there is a need to provide investors with safeguard

In common law the conflict of interest of the fidaites was required to be approved by

the shareholders. The courts in the UK had remaveed strict about the approval of the

%8 John Lowry and Rod Edmunds, ‘The Corporate OppitstiDoctrine: The Shifting Boundaries of the
Duty and its Remedies’ (1998) 61(Mpdern Law Review15.
% See s. 175 (2) of the Companies Act, 2006.
% |mtiaz Ahmed Khan, ‘The Role of International Omggations in Promoting Corporate Governance in
Developing Countries: A Case Study of Pakistan1@®3 (7)International Company and Commercial
Law Reviewz23.
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fiduciaries’ conflict of interest, especially oretpart of the directors of companfésThey
could obtain relief only after authorization frotretshareholdefé.However, the problem
with this common law rule was that even the coignered the good faith of fiduciaries in
some cases. Therefore, in order to remove ambeguithe UK codified directors’ conflict
of interest. The Companies Act, 2006 deals with ¢beflict of interest on the part of
directors in any transaction between the directors the compan$® The directors are
required to disclose to the board of directorsriaure and extent of their interest in the
proposed transaction or arrangement with the comffafthe conflicted director must
make such disclosure before entering into the &wtien with the company. The
common law rule or equitable principle that mayuieg| approval of shareholders to
authorize such related party transaction has bzeluded effectively by the new A%.
However, this is not an absolute power of the dinescas companies may provide in their
constitution that these transactions be approvethéyhareholdef¥.Moreover, the Act
has excluded certain transactions from the ambit@board of directors and has provided
that they be approved by the shareholders. Chapteif the Act deals with those
transactions that require members’ approval. Thassactions include, but are not limited
to, the long-term service contracts of direcfrsubstantial property transacticigjnless
the company is in the course of winding up or idermadministration under the Insolvency

Act, 1986° loans; and a guarantee for a loan advanced titietors’*

The listing rules have further extended the scopetransactions for shareholders’
approval. The objective is to provide more minoptptection in companies operating in
the public domain. The listing rules of the FCAugq that all listed companies that have a
premium listing must obtain shareholders’ apprdeal major transactiorié and related
party transaction§ The listing rules define Class 1 transacti6nand related party

®1 Regal (Hastings) Ltd v Gullivgi967] 2 AC 134 (HL).
%2 Andrew Keay, ‘The Authorising of Directors’ Cortfiof Interest: Getting a Balance?’ (2012) 12 (1)
Journal of Corporate Law Studid9.
%3 See s. 177 of the Companies Act, 2006.
% See s. 177 (1) of the Companies Act, 2006.
% See s. 177 (4) of the Companies Act, 2006.
% See s. 180 (1) (b) of the Companies Act, 2006.
7 See s. 180 (1) (b) of the Companies Act, 2006.
% See s. 188 of the Companies Act, 2006.
% See s. 190 of the Companies Act, 2006.
0See s. 193 of the Companies Act, 2006.
"> See s. 197 of the Companies Act, 2006.
2See LR 10.1.2 G (2) of Financial Conduct AuthofRLCA).
See LR 11.1.7 R (3) of the FCA.
" See LR 10.2.2 R (3) of the FCA defines Class ds@ations. The transactions are said to be Cl#ghdy
cross a certain threshold provided in the listinigs.
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transactions. A related party is widely defined andy include a person who is a
substantial shareholder, which means a person wbhd 0% or more voting powers or can
exercise significant influence or a director orhedow director or an associate of the
aforementioned persofi3.Related party transactions include a transactietwéen the
company and related party, or company and relatety pntering into an agreement with a
third party’® The related party and its associates are exclfided taking part in the
voting of shareholders at a general meefingowever, they are not excluded from taking
part in discussion for consideration and approvaueh transactiorkExcluding the related
party and his or her associate from voting may gead technique but allowing that party
to attend the meeting and to take part in discassiay be problematic, as conflicted
insiders may be in a position to pursue other $twders to avoid raising their voice and
vote in their favour. So, it may be better to exeluelated parties from participating in that
part of the meeting of shareholders that is to id@msand approve a related party
transaction. This may give shareholders an oppibytio raise independent views about
the advantages and disadvantages of such transadtmugh the shareholders always
have the option to turn to the courts, it may iasecosts and consume much time, which

affects the business of the company.

At the other end of the spectrum, related partydaations may not always be against the
interest of the company; in fact, it may be benafito the company. As the courts have
been reluctant to approve the conflict of inteadsiduciaries, an effective mechanism for
approval will be beneficial to both the related tgsr and the company. A safeguard
against misuse of related party transactions mayhbeapproval mechanism of such

transaction both from the directors and the shddens’®

Another option to protect minority shareholders ni@y to give an appraisal right to
dissident shareholders. Under this right, the st@ders who do not agree with the
decision of the majority to approve related paransaction, may be given the right to exit
the company at a fair price. However, this mechramsay place a financial hurdle in the
affairs of the company because the company or twraling shareholders have to
purchase these shares and the company or the liogtshareholders may not be willing

to do so at that stage. As this provision may ergabblems in decision-making, minority

> See LR 11.1.4 R of the FCA.
®See LR 11.1.5 R of the FCA.
"See LR 11.1.7 R (4); Davies (n 27) 651.
8 OECD (n 45).
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shareholders, therefore, do not have this appraat to exit from the company if they
are not satisfied with the decision. This right tilmus limited to the extent of the

reorganization of the company in the UK.

Controlling related party transactions is also enésn Asian countries where the focus is
on the approval mechanism. Malaysia and Korea bkardied and extended the scope of
related party transactions in their recent amendsntenthe company law and listing rules.
Indonesia, Chinese Taipei, Vietnam, Singapore dmdahave introduced a disclosure and
approval mechanism in related party transactionsheéir corporate laws. In India the
newly drafted Company Bill 2012 has also providethe safeguards against related party
transactions. This shows that both developed amdlaiging jurisdictions are focusing on

related party transactions as a minority protect@chanism.
4B.6.3.2.1 Related party transactions in Pakistan

In Pakistan the company law requires certain tretiegas in which the director or officer
has some interest to be disclosed and approvetieopdard of directors. The directSrs
and officer8® of the company concerned are required to discthe& interest in any
transaction to be made by the company. A direct@ll salso be regarded as being
interested in such transaction if relatives of sacldirector have some interest in the
transactiorf? The interested director is prohibited from takipart in, and voting at, a
meeting of the board of directors meant for corraitien and approval of such transaction.
Furthermore, the presence of such director will b@ttaken into consideration when it
comes to determining a quordthThe Code requires that directors assess all tefzety
transactions and determine their price. The Codéhdu requires that related party
transaction be placed before the audit committee, @n the recommendation of that

committee the same shall be reviewed and approyé¢uebboard

The termrelated partyhas not been defined in the company law, the Godethe listing
regulations, which may create confusion. It is iesting to note thatelated partywas

" Davies (n 27) 652.

8 See s. 214 of the Ordinance.

81 See s. 215 of the Ordinance.

82 See proviso to s. 214 (1) of the Ordinance.

8 See s. 216 of the Ordinance.

8 See provision x of the Code of Corporate Govere&tl2 of Pakistan.
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defined® in the fourth schedu®® to the Ordinance and was deléfecon the
recommendation of the Institute of Chartered Actants of Pakistan. The institute argued
that it was difficult for SOEs to disclose theiamsactions with other SOEs and to do so
was costly as weff International Accounting Standard (IAS) 24 regsirelated party
transactions to be disclosed, but after the olgestraised by some quarters regarding the
cost and difficulty in SOEs’ disclosure; the Intational Accounting Standard Board
(IASB) recommended that certain detail be omitteldile still providing the shareholders
with some informatioff? The effect of such disclosuriter alia, was to assess the
influence of the state on SOEs. The SECP, instdagraviding exemption to SOEs,

abolished the definition aklated party which led to uncertainty among other companies.

The scope of related party transactions in Pakistdimited. The law includes only those
transactions that fall within the meaning of retbparty transactions in which a director or
officer has some interest. This does not includdrotling shareholders, relatives, business
associates and the friends of controlling sharedreldt is necessary to enhance the scope
of related party transactions because majorityedttdders may escape from prohibition.
These shareholders may use their position to appsay transaction from the directors in
which they have a personal interest. Family-ownederprises in Pakistan have
interlocking directorship and cross-shareholding.s| therefore, not difficult for the
controlling shareholders in such companies to getaval from the board. This provides
them with an opportunity to abuse their majorityveo through the board. The nature of
the corporate sector of Pakistan, therefore, suggbst it is necessary to subject the

controlling shareholders and their associatesfiwuaiary duty.

Another problem is that of the approval mechanishictv vests powers in the board of
directors. There is a global trend of extendingrthtire, scope and approval mechanism of
related party transactions. Many developed andldpivey jurisdictions have introduced a

legal framework in this regard to provide minoryotection. Related party transactions

8 Substituted by SRO 589 (1) / 2004, dated July(®42
8 Schedule 4 describes the requirement for ‘balaheet’ and ‘profit and loss accounts’ by the listed
companies. The deleted provision that defined edlatarty transactions focused on substantial cbotro
influence by the entities and individuals. It alsoluded the management, associates and their felogby
members. As regards substantial control or inflegno clear indication was provided. Reference avég
made to International Account Standard (IAS) 28c@xding to IAS 28 an associate is considered having
significant influence if he or she has 20% or maoeng powers.
8" Deleted by SRO 1261(1)/2008, dated 2.12.2008.
8 E-Technical Updatgissued by the Institute of Chartered Accountahakistan in December 2008
g\gvailable at <http://www.icap.org.pk/userfiles/fdeletter-Dec2008.pdf > Accessed 12.12.2013.
Ibid.
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can be controlled effectively in Pakistan when Hm®pe and approval mechanism is
changed according to the new trend prevalent invtbedd. The determination of price,

consideration and approval of related party traisas from the board may not solve the
purpose of minority protection. In Pakistan thepooate sector is concentrated where the
directors are normally family members, relativesclose friends. The directors are under
the direct influence of the controlling sharehotdand may be biased in favour of their
colleague director. Therefore, asking the boardotusider, determine and approve related
party transactions may not provide minority pratatt The approval mechanism requires
reconsideration. This may include transactions edicg) certain thresholds to be approved
by the shareholders at general meetings. All rélagaty transactions may be considered
and approved by the board of directors but oncerdresaction exceeds a certain specified

limit, then it may be forwarded to a general megfor consideration and approval.

Similarly, when the transaction is referred to aegal meeting for consideration and
approval, then the issue will be the approval meigma at shareholders’ meetings. The
interested director or dominant shareholder mayjntelved in and help to approve such
transaction. As discussed above, it is possiblettigaconflicted director or the controlling
shareholder may be influential enough to pursueratiiembers to avoid raising his or her
voice against the transaction or voting againshgrensaction. It is appropriate to exclude
a related party from participating in that parttbé meeting of shareholders which is to
consider, discuss and approve related party trénsac This may give shareholders an
opportunity to raise an independent view abouttiheantages and disadvantages of related
party transactions, and to vote on the resolutiothe context of Pakistan, as the corporate
culture is not used to this type of restrictiond anthorization process, it is appropriate, in
the first instance, to introduce such provisionpliapble to listed companies through the
code. Once they have been implemented successdully accepted by the business

community, they may be extended to all types of ganies through company law.

4B.6.3.3 Doctrine of corporate opportunity

As discussed earlier, the corporate opportunitgnsther aspect related to the conflict of

interest of the fiduciaries.
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4B.6.3.3.1 Common law approach to corporate opportity doctrine

The doctrine of corporate opportunity was develojpedommon law with the passage of
time. Some principles with reference to directaanflict of interest and the authorization

process were developed.
a. No profit rule

The first common law principle of ‘no profit rulevas established iRegal Hastings v
Gulliver.*’Regal (Hastings) Ltd, who owned a cinema in Hastingas interested in
acquiring leases for two more cinemas and, at @angestime, was negotiating with a third
party for the sale of all the assets of the compdine company formed a subsidiary
company. As the company was not in a position &wide finance, therefore, the directors
contributed £3,000 in equity of the subsidiary frtmeir personal resources to satisfy the
concerns of the lessor. In the meantime, the psecbéRegal Hastings was finalized with
a third party, including all the assets of the sidibsy. The new directors of the company
brought an action against the old directors fornglprofit as a result of their buying and
selling shares in the subsidiary company. The Hadfideords said that no matter the fact
that the company was not in a position to providarfce and take business opportunity, it
was still a corporate opportunity and directorsldawot take profit from that opportunity.
The decision of the House of Lords was harsh insiese that it was not possible for
anyone, including the plaintiff, to make profit tvtut the personal investment of the
directors™ However, the decision might be based on the pitisgithat the directors could
have taken a further loan for the company or gitvesir personal guarantee for finance in
order to benefit the compar§However, the House of Lords did not take into actdhe
consideration of good faith on the part of the clives®® The strict approach on the part of
the courts may lead to uncertainty and commerciebriveniencé® This was a narrow

approach taken by the House of Lords.

% Regal (Hastingsjn 61).
%1 David KershawCompany Law in Context: Text and MateriéBxford University Press, Oxford 2009)
478-9.
2 Davies (n 27) 561.
% Keay (n 62) 132.
% B. HanniganCompany Law2™ edn, Oxford University Press, Oxford 2009) 247.
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b. No conflict principle

The second common law principle, namely ‘no cotiflwas established iAberdeen Ry
Co v Blaikie Brotherswhere Lord Cranworth LC said that fiduciaries evaot allowed to
put themselves in a position where their interestflcted or may possibly conflict with
their duties”® Lord Herschell inBray v Fordsaid that it was an inflexible rule of equity
that a fiduciary was not entitled to place himswltherself in a position where his or her
interest conflicted with his or her duties, unleggressly provided otherwiSéThe House

of Lords confirmed the same principleBoardman v Phipp%. This was a trust case but it
applies both to trustee fiduciary and directorglufiiary as both directors and trustees
manage the property of the oth&tsn this case a family trust had a 27% shareholiray
company. Boardman (the solicitor of the trust) dnch Phipps (the beneficiary of the
trust) presented themselves as agents of theanasparticipated in a general meeting of
the company as proxies for trustees with signaamd the consent of two trustees,
excluding the plaintiff (John Phipps). They werd gatisfied with the performance of the
management of the company and became aware ofattetifat the real value of the
shareholding of the trust could only be realizedbtaining control of the company. They
obtained inside and confidential information of twenpany by representing themselves as
nominees of the trust. They purchased the majaftgompany shares from their own
pocket and took control of the company. Later dtgrarealising that they could earn
handsome profits, they sold one of the company®ettakings in Australia and capital
distribution was made thereafter. The profit wastrdbuted between Tim Phipps
(beneficiary), Boardman (solicitor) and trust (asnanority shareholder). John Phipps,
another beneficiary, brought a case against Boamdana Tim Phipps to account for the
profit. Wilberforce 3° said that the defendants were accountable fopttbft attributable

to the share of the plaintiff in the trust but sdijto payment of allowance to Boardman
for his work, skill and efforts. The decision okthligh Court was confirmed by the court
of appeal. The House of Lords dismissed the defestdéBoardman and Tim Phipps)
appeal. The House of Lords said that the appellhats placed themselves in a special
position which was of a fiduciary character. Thegrevheld accountable to the respondents
as constructive trustees. The court said that trey breached their fiduciary duty by

putting themselves where their interest conflickath their duties. Therefore, they were

% Aberdeen Ry Co v Blaikie Brothdfs843-60] All ER Rep 249.
% Bray v Ford[1896] AC 44 (HL).
" Boardman v PhippELl966] UKHL 2.
% Kershaw (n 91) 479-91.
% Boardman v PhippEL964] 1 WLR 993.
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held accountable for the profit made by them. Tleeigsion was based on theegal
Hastingscase. However, the principle to account for alifig established in thRegal
Hastingscase was modified in tH@oardman v Phippsase, where Wilberforce J. allowed
the defendants to be paid out of profit for utrigsitheir skill and efforts, as the profit could

not have been made by anyone without their skiltsefforts*®

The decision was complex and was decided throughagority vote. Lord Upjohn
dissented from the decision and said that the atilequity was stated in the most general
terms and should be applied according to the cistantes of each case. He said that
fiduciaries should not place themselves in a pmsitvhere their interest conflicted with
their duties but the rule might be departed frontentain circumstances. The rule is not
founded on the principles of morality; rather sittiased on the nature of human beings that
they should not prioritize their interest over thduties. It is possible that sometimes it

might be advantageous for the beneficiaries whestees act professionaf*

The principle that was decided on by the majoritgh@e House of Lords implies that the
fiduciaries should not place themselves in a pmsitvhere their interest conflicted with
their duties. In the context of companies, the aoes should not put themselves in a

position where their interest conflicted with tlethe company.

C. In the line of business of the company

The third common law principle, namely ‘in the lioné business of the company’ was
established ifRe Bhullar Brothers'®? In this case the objects of the company were nicaru
grocery shop but the memorandum of association mislnded the power to acquire
property for investment purposes. As the memberofpany were involved in a dispute
and were willing to part ways from their interestgshe company, they were not interested
in acquiring further properties. Two directors aicgd a property adjacent to the property
owned by the company through their own company. $ha&reholders, who were also
directors, brought a case against the respondesttdis on the basis that the affairs of the
company were conducted in a manner unfairly prejatlto the members, and demanded

that proceeding be brought as derivative actiorbfeach of fiduciary duty. The trial court

190 Boardman(n 97); Denis S. K. Ong, ‘Breach of Fiduciary Dufhe Alternative Remedies’ (1999) 11 (2)
Bond Law Review.
%1 Boardman(n 97) as per Lord Upjohn.
192 Re Bhullar Brother§2003] EWCA Civ 424.
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observed thatd reasonable man looking at the facts would thivdce was a real sensible
possibility of conflict therefore, in these circumstances the respondéettors had
breached their fiduciary duty. The court held thhavas a corporate opportunity and the
directors were not allowed to exploit the sametli@ir personal interests. The respondents
then filed an appeal against the order. The agpetiaurt confirmed the order of the trial
court. The court said that it was irrelevant whettrenot the company was in a position to
take that opportunity had it been informed. It whaes duty of the appellants to inform the
company, and not informing the company showed #igtence of a conflict of duty with

interest.

Therefore, a director cannot take an opportunigt tis in line with the scope of the
business of the company. If a director exploitsopportunity that is within the line of
business of the company then he or she will natdmsidered acting in the best interest of
the company. However, a director may exploit angiftess opportunity that is not within

the line of business of the company and has nat teeresources of the company.

The principle ‘within the line of business of thengpany’ is important in the context of the
new Act in the UK. The Act has abolished businesstrictions on companié® The
business restrictions are subject to the artictegssociation. If it is not restricted by the
articles, then the business of the company is tnotsi. Therefore, a company can
undertake a business that is not authorized bwritsles. Therefore, ‘within the line of
business of the company’, a restriction establishethe Re Bhullarcase, has generally
become redundant in the context of the new Actréfioee, under the new Act a business
opportunity that is not within the line of the busss of the company may be considered a
corporate opportunity because a company may underthat business if it is not
prohibited by its articles. So, a director is ptoted from taking it for his or her personal
benefits as this opportunity may be exploited y¢bmpany after its discovery. The court
in the Re Bhullarcase has stressed the irrelevance of the capafcitiye company to
exploit the opportunity. The capacity of the compaafers to both its authorization to
undertake business through its articles of assoniaind its financial position to undertake
that opportunity. As far as the financial positioh the company is concerned, the
possibility exists that the company may exploigfiter taking a loan from a bank if it is
currently not financially in a position to expldhat opportunity. The third common law
principle has become more restrictive in the condéxew Act.

193 5ee s. 31 (1) of the Companies Act, 2006.
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However, inlsland Export Finance v Umunnghe court took a different vied®* In this
case the court said that since the company wastesested in taking the opportunity, it
was, therefore, not a corporate opportunity. Theators may proceed to exploit it for
their personal benefit. Both cases have differeavs but since th&®e Bhullarcase was
decided at the appellate stage, that case mayrstdened the UK approach.

The Court of Appeal in O'Donnéf® removed ambiguities concerning directorial
entrepreneurship and confirmed the principle eistabl inRe Bhullar*®® It further held
that directors must inform the company regardirgpigoorate opportunity, whether or not
the company would be interested or capable of ¢altivantage, and obtain authorisation
from the company before exploiting the corporatpasfunity for their personal benefits.
A director cannot make decision at his or her omitiative that the company will not be
interested and proceed at his or her own withdatining the company’’ Section 175 (5)
of the Companies Act, 2006 provides an authoriegtiacess for directors. Therefore, a
director must inform the company concerning corf@rapportunity and obtain
authorisation before exploiting the same for his@r personal benefits.

Furthermore, under section 175 (2) of the CompaAis 2006, it does not matter if the
company is not in a position to take up the oppotyu it will still remain for the company
to exploit that opportunity; an approach undertalgithe court in th&®e Bhullarcase and

confirmed by O’Donnell.

Therefore, the UK approach will be more restrictafeer the enforcement of the new Act
and O’Donnell case.

d. Extension of the ‘no conflict principle’ to a diredor’s resignation from a post

The important question with regard to the fiduciduty of a director is the extension of
the ‘no conflict’ principle after the resignatior the director. INNDC v Cooley,the court

extended the principle after the resignation of theector. In this case the director

1941sland Export Finance v Umunija986] BCLC 460.
105 Re Allied Business and Financial Consultants; O’DonneBhanaharf2009] EWCA Civ 751; [2009] 2
BCLC 666.
1% Deirdre Ahern, ‘Guiding Principles for Directori@onflicts of Interest: Re Allied Business and Ficial
Consultants Ltd; O’'Donnell v Shanahan’ (2011) 74TBe Modern Law Revie806.
197 ReAllied Business and Financial Consultants; O’'DonnveShanaharf2009] EWCA Civ 751.

142



identified a business opportunity and took thataypmity for himself after resigning. The
court said that since the opportunity was iderditiefore resignation, the director was not
entitled to take that opportunity. Roskill J salmhtt the former director took significant
steps towards obtaining the corporate opportunibyievhe was still a director of the
company. Therefore, he was taking a corporate dppidy using the resources of the
company but he was not entitled to take it for peysonal interest. It was still the
company’s opportunity®® The principle ‘extension of no conflict rule togtaesignation’
established inDC v Cooleyhas been referred to frequently in later casesthmitcourts

have not used it independentfy.

In Island Export Finance v Umunnghe court took a different view to that decidadhe

Cooleycase. In this case the company had business ice/dnd one of its ventures was to
supply telephone boxes to Cameroon. One of itdire was not satisfied with his post
and resigned. He formed his own company and olitaameorder for supplying telephone
boxes to former customers of the company. The aid that since the company was not
interested in taking that opportunity, this was aaorporate opportunity, and the director
had the right to proceed with his actions. Hutcbmsl said that directors acquired a
general fund of knowledge and expertise while wagkin a company and it was in the

public interest that they should be allowed to eitglorporate opportunitie's®

Another rule that has been established in commanalaout a former director taking a
corporate opportunity is the maturing business dppity approact! The Supreme

Court of Canada said that a former director wasaliotved to exploit a maturing business
opportunity that his or her former company wasvatyi pursuing. This opportunity would

be considered as if it were the property of the gamy which the directors — present and
former — could not exploit. The court further héléit the former director may, however,
exploit a maturing business opportunity if his a@r lresignation was not prompted to

exploit the opportunity™?

Therefore, in this context, it can be concluded fbamer directors may only proceed to
exploit a corporate opportunity if they had infoutheir former company about that

opportunity identified during their position aseattor and they are either removed by the

198 |ndustrial Development Consultants v Cool&972] 1 WLR 443.
199 Kershaw (n 91) 510.
10sland Export(n 104).
11 Kershaw (n 91) 510.
112 canadian Aero v O’'Malley [19743CR 592.
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company or resigned from their post for any reastier than the intention to exploit the

corporate opportunity*>

e. Common law approach to authorize conflict of interst

The courts in the UK have been very restrictivalisolving fiduciaries from conflict of
interest. The fiduciaries were not allowed to pugrmselves in a position where their
personal interest conflicted with their duties. ¥heere not entitled to make profits from

their position unless so authorized by the shacket'*

The only way for directors to be
granted relief was to obtain the approval of tharsholders. The reason for such an
authorization from the shareholders was that tlaeestolders were affected most in cases
of conflict of interest™ Therefore, the courts used to ask directors tainlsthareholders’

approval for such authorization.

4B.6.3.3.2 Statutory requirement in the UK: The Comanies Act, 2006

Fiduciary duty has now been codified in the Comearict, 2006. The new Act requires
that directors avoid conflicts of interest with tbempany in whose employ they are. A
director is required to avoid a situation where drider interest conflicts with that of the
company:*® The new Act has also put restrictions on directexploiting corporate
opportunity for their personal interest. The Actnftons the common law approach
established in th&®egal Hastingsand Re Bhullarcases. It provides that it is immaterial
whether or not a company can take that opportdnitigo, a director cannot take any
opportunity even if the company is not in a positio take that opportunity. The logic
behind this provision is that if currently the coany is not in a position to make use of an
opportunity, it might have an interest in doingisofuture. Therefore, the directors are
prohibited from exploiting corporate opportunitidhe directors are supposed to act in the
best interest of the company and if they exploiy apportunity that belongs to the

company, they will not be regarded as acting inbibst interest of the company.

113 Kershaw (n 91) 510.
14 Bray v Ford(n 96).
115 Keay (n 62) 132,
118 35ee 5. 175 (1) of the Companies Act, 2006.
11735ee s. 175 (2) of the Companies Act, 2006.
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The ‘no profit rule’ of the common laW? has also been retained by s. 175 (2) of the Act. |
states that directors are not allowed to expldirmation, property or an opportunity of
the company. They are not allowed to take proditrfrusing the resources of the company.
The opportunity belongs to the company and it imaterial whether or not the company
can exploit that opportunity. This is quite a stepproach adopted in the Act.

Similarly, the new Act has explicitly excluded foemdirectors from taking a corporate
opportunity that was identified by them while inetiposition of a directol*® in other
words, the principle ‘using the resources of thenpany’ established in thRe Bhullar
case and the extension of the ‘no conflict’ priteifm former directors establishedIdC

v Cooleyare important in the context of new Act. Therefara director has identified any
opportunity by using the resources of the comp#mgn such director is prohibited from
exploiting it after resigning from the company. dngmation of the above discussion is the
establishment of three rules that regard the amnéf interest of the fiduciary in the
context of the new Act and for the courts to intetpThe first rule is the utilization of
company resources to identify business opportuiiityge second rule is failure on the part
of the fiduciary to disclose the business oppotjutd the company. The third rule is

resigning with the intention of exploiting that apfunity *2°

a. Approval mechanism in the Companies Act, 2006

The Act also provides for an authorization prodasthe case of the conflict of interest of
fiduciaries. The Act modified the old common lawagtice of authorization from the
shareholders. Under the Act, the conflict of ins¢ref a director can be authorized by the
directors in the case of a private company, praVvitleat it is not prohibited by the
company’s articles of associatibtt.However, the conflict of interest of a directondae
authorized by the directors in a public compani i§ so provided in the constitution of
the company® In private companies, the shareholders are noymdilectors and
therefore any approval by the directors will besidared as approved by the shareholders.
However, this may be problematic in big private pamies where professionals are hired
as directors. As far as public companies are corckrsince it is not feasible for their

shareholders to be called frequently for every locinbf interest, the Act authorizes

18 Regal (Hastingsjn 61).

195ee s. 170 (2) of the Companies Act, 2006.

120 Kershaw (n 91) 510.

121gee s, 175 (5) (a) of the Companies Act, 2006.

125ee 5. 175 (5) (b) of the Companies Act, 2006.
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companies to provide in their constitution thatrappl by the directors will be sufficient
for authorising the conflict of interest. Howeveéhe power to authorize a conflict of
interest by the directors is concurrent with themhers. The members can also authorize a
conflict of interest in addition to the board ofrelitors as the members’ decision can
override the decision of the board of directorse Tirembers also have the power to amend

the constitution and take back such authorization.

In addition, when the directors are authorized pprave conflicts of interest of the
directors, the shareholders may have other remednes than amending the constitution,
such as approaching the courts. However, this rgmealy be costly and may adversely
affect the business of the company; thereforeetliera need to make the authorization
process more effectivVe® Keay argues that the present process of authimizatovided in
the Act may be useful in the context of the UK. Tdtecess provides that the conflicted
director will not be considered against quotétmor counted in voting in decision-
making®® but such director is allowed to participate in tfigcussion. Keay further argues
that this authorization process can be further awgd by excluding the conflicted
directors from a meeting of directors discussirgiisue, as the directors may be biased in
decision-making in the presence of the conflictedatior. Moreover, the possibility may
exist that the conflicted director would use hishar dominance while present in the

meeting'?® Keay further suggests that the family member offlacied directors on the

board of directors?’ if any, can also be excluded from the meeting\atihg.*?®

The outcome of the discussion on corporate oppibytum the UK, established through
cases and intended in the Act, is that the directbould disclose all opportunities first to
the company. A director can exploit it only whemsitauthorized by the directors or by the
general meeting, as the case may be. A direcfmoisibited from making a decision on his
or her own whether or not the company is in a pwsito take that opportunity. The UK
approach is very strict when it comes to directaksng a corporate opportunity compared
to the approached followed by its counterpart eWts, which is quite liberal.

123 Keay (n 62) 129-62.
124 gee's. 175 (6) (a) of the Companies Act, 2006.
15 gee s. 175 (6) (b) of the Companies Act, 2006.
126 Keay (n 62) 129-62.
127 ps defined in s. 253 of the Act 2006. The famifyaadirector includes (i) director’s spouse, (it
partner, (iii) persons living in as enduring famigfationship with director or (iv) children or pthildren of
director or person mentioned in (iii) who are ligiwith director (v) parents of director.
128 Keay (n 62) 129-62.
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4B.6.3.3.3 The US approach to the doctrine of corpate opportunity

The US approach is much more liberal than its cenpairt, the UK, when it comes to
directors exploiting corporate opportuntfy. The laws on this doctrine in the different
states in the US vary. The main reason for thigatian is regulatory competition among
the US states which has as its objective attragtioge incorporation and, consequently,
more franchise taX® More flexible rules may influence the managemenshift to a
jurisdiction that serves their interests. Therefdd& states try to provide more flexible
rules to attract the management to shift theirress.

Important elements of the corporate opportunitytidioe developed in the US, or more
specifically in Delaware, are whether the oppotyums in line with the business of the
company; whether the company has an interest indpportunity or has a reasonable
expectancy in the opportunity; whether it was fitialty feasible for the company to
exploit the opportunity; and whether the opportynit question was encountered in the
directors’ personal or professional capality.Delaware provides directors with all
opportunities that are not within the line of biesis of the company. It also focuses on the
capacity of the company to exploit that opportuhifin the US context, if the company is
not in a position to take up a business opporturiten the director can take that
opportunity personally. However, to check the &pitif the company may be problematic
because it is quite possible that the new oppdstumiay be carried out through new
finance and engagement of the company. Therefbis, difficult to judge whether the
directors have acted in the best interest of timepamy. The approach developed in the UK
Is quite different: the ability of the company igckided. The only way to exploit a
corporate opportunity is to take authorization frdme board of directors or through a
general meeting. In the US context, if the oppatyuis out of line with the business of the
company, then it is not considered a corporate kppidy and the director can exploit that
opportunity. In some circumstances, even if theoopmity is within the line of business
of the company, it is still possible for the dicto compete with the company for the
opportunity. The focus of this approach is to sea/hom the opportunity belongs or who

1291 owry and Edmunds (n 58) 518.
1% David Kershaw, ‘Lost in Translation: Corporate ®@ppnities in Comparative Perspective’ (2005) 25 (4
Oxford Journal of Legal Studi€&©3-27.
1311n ReDigex, Inc. Shareholders LitigatioF89 A. 2d 1176 (Del. 2000Broz and RFB Cellular Inc. v
Cellular Information Systems In673 A.2d 148 (Del. 1995§5uth v Loft 5 A.2d 503 (Del. 1939).
132 Kershaw (n 130) 608-9.
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is entitled to exploit it>® In the US context, if a company has no intentiomparsue the
business opportunity, then it is not consideredrparate opportunity. The directors may,
therefore, exploit it for their personal benefihelcompetition between the company and
the director to exploit a business opportunity cades that it has been focused in the US
context as a personal right rather than a propgertwnership right; a personal right in the
sense that it is enforceable between the dire@ads the company and not against an
unrelated third party®*

4B.6.3.3.4 Comparison between the UK and the US amaches to corporate
opportunity

According to the US approach, the directors maycged to exploit their office for
personal benefits at the cost of the sharehold@éss.main focus of the UK approach is the
‘no conflict principle’, which means that the ditexs cannot place themselves in a
position where their interests conflict with théttlle company. Therefore, they cannot use
their office for personal gain. The common law deped some principles that restrict
directors in their use of their office for persobahefits. The statue more or less retains the
same principles. The directors have a fiduciarygaltlon to act in the best interest of the
company. If they are using their office for theargonal benefit, then they are not doing

so. Therefore, the UK approach seems more lodieal its counterpart the US approach.

The US’ flexible approach may be due to a numbedadiors. Firstly, there is regulatory
competition among the US staté3 The federal system of the US is the main reason fo
the free corporate mobility among states’ jurisdics. Firms that are not satisfied with the
corporate regulations of one state can easily bwitger to another jurisdiction with
reincorporation. This leads to regulatory arbitragrong US states® This corporate
mobility is not common in the rest of the world.i3s mainly because of the absence of a
federal system such as that in the US. Some desglppisdictions have a federal system
(e.g., Australia and Canada) but there is no régrjacompetition at corporate leve. In

the EU only limited competition is permitted duetih® minimum standards prescribed by

1331n ReDigex(n 131).
134 Kershaw (n 130) 608.
**|bid 605.
136 Coffee, Jr (n 9) 650-1.
137 Ronald J. Daniels, ‘Should Provinces Compete?J4me for a Competitive Corporate Law Market’
(1991) 36McGill Law Journal130.
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the Council of the EU through its directives for mizer state$®® The states in the US
compete to attract more incorporation and, consefjemore franchise ta¥X® This
regulatory arbitrage may lead to a race to theobgttand offers more flexible terms and
conditions'*® The managerial interests will be more in thosesglictions where their
interests are safeguarded. This regulatory conetéttracts managers to incorporate or
reincorporate in a state that is more favourablgis Tesults in a flexible approach to
restricting the exploitation of a corporate oppaoityiby the management in US states.
Secondly, the flexible approach of the US is based normative approach. In the US
director primacy norms are more prevalent thanei@der primacy norms. The interests
of directors are weighed more heavily than thathefshareholders in the US. In contrast,
in the UK shareholder primacy norms are preval€herefore, in the UK the policy of
shareholder primacy norms has directed a strictgyozate opportunity doctrine compared

to the US.

Thirdly, the entrepreneurial freedom of directarghe US results in a flexible approach in
the country. However, property rights are more $&cband protected in the UK than
entrepreneurial freedom. Therefore, the corporgfdunity doctrine is more rigid than
its US counterpart. In the US the entrepreneure@dom of directors may help to develop
business but, at the same time, there is a paggibilpotential losses to the shareholders.
The directors may, after gaining sufficient expece at the cost of the company, start a
competing business or may benefit from the corgoogportunity after resigning from
their directorship in the company concerned. Tharedtolders may suffer loss in these
circumstances; in fact, there is a trade-off betwibe entrepreneurial freedom of directors,
which may promote business, and the flexibilityofifering corporate opportunities to the
directors, which may cause losses to the sharetslde

Fourthly, the competition aspect in business alses jurisdictional preferences. In the
UK there is limited scope for competition comparedthe US, where there is free
competition. This led to the flexible approachhe US and a rigid one in the UK.

138 Coffee, Jr (n 9) 651.
139 |bid 650.
140 1ain MacNeil and Alex Lau, ‘International CorpaeaRegulation: Listing Rules and Overseas Companies’
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4B.6.3.3.5 The doctrine of corporate opportunity ad Asian jurisdictions

The doctrine of corporate opportunity pervadeshim Anglo-Commonwealth and in civil
law jurisdictions:** The recent trend has been to provide legal pliotecgainst the
misuse of office by directors. Malaysia amendeaaspany law to make the management
accountable for improperly using the property anfdrimation of the company, and taking
up corporate opportunities for their personal bienkfhas also barred management from
engaging in personal business that competes wathbtisiness of the company concerned.
The Philippines introduced and elaborated the §petuties and liabilities of the directors
through a code of corporate governance. In Chinzesstevelopments have been witnessed
on the issue. The China Securities Regulatory Casion (CSRC), the Shanghai Stock
Exchange and the Shenzen Stock Exchange have uctddules and guidelines for the
conduct of the controlling shareholdéf$.The nature and scope of directors’ duties are
being enhanced in order to restrict directors amutrolling shareholders from exploiting
corporate opportunities for their personal beneditd at the cost of company and its
minority shareholders. Path dependency forces (aeilies and the state) are the main
hurdle in Asian countries to controlling conflidtiaterest. Though it is not yet common in

Asian countries some ice breaking has started.

4B.6.3.3.6 Pakistan and the doctrine of corporatepportunity

Corporate law in Pakistan does not deal with tha@tation of corporate opportunity by
the directors. In that sense, there has been nceogence to the approach adopted in other
common law jurisdictions. The main reason is theeabe of a UK type of codification of
directors’ duties. The only provision that may litea for this purpose is the prohibition on
the chief executive officer (CEO) of a public compdrom engaging himself or herself,
directly or indirectly, in any business that istbé same nature and directly competes with
the business of the company or any of its subsaial® Indirect involvement includes
business carried out by the spouse or minor childiethe CEC** A person who is
appointed as chief executive is required to inftlnen company forthwith of the nature and

the extent of his or her interest in such busif&ssinder company law, the CEO has the

1411 owry and Edmunds (n 58) 515.
1“2 0ECD (n 45).
143 5ee s. 203 (1) of the Ordinance.
144 See explanation of s. 203 (1) of the Ordinance.
145 3See s. 203 (2) of the Ordinance.
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status of a directdf® but such director is not required to be a membé¢he® company?’
Therefore, the objective for such a prohibitiontas inform the management and the
shareholders of the possible conflict of interestolving the CEO but does not provide
any mechanism to avoid such conflict of intereste Bection appears to focus more on
related party transactions than corporate oppdstufihere is no provision that prevents or
authorizes the conflict of interest by the CEO oblic companies who explores business
opportunities, using his or her office, and exmldite same for his or her personal benefit
without offering the opportunity to the companystirin contrast, the chief executives in
private companies are at liberty to exploit all iness opportunities to their personal
benefit. No safeguard is available for minority retelders against misuse of office by the
CEO in private companies. The violation of not pdavg information on the nature and
extent of competing business may result in such Gy paying a minor financial
penalty and debarment from becoming a director hiefcexecutive for three yeal®
Another important issue is that the prohibition slo@t apply to any director who is not a
CEO. The directors, other than CEO, may conductpatimg businesses and exploit their
office for business opportunities that are otheevasailable to the company. They are not
prohibited from exploiting corporate opportunities.

The directors, as fiduciaries, are supposed tindtie best interest of the company. If they
act in their own personal interests, they are thg in the best interest of the company.
This conflict of interest is visible in the corptaasector of Pakistan. Families and the state
control the corporate sector, which allows thentaatrol the board. They consider even
listed companies as their family business and db hesitate to transfer business
opportunities from one entity to another. The tfansf a business opportunity from one
entity to another may benefit them in a way as tnay gain more benefits from the entity
in which they have more stakes. This phenomenoharnful to the interests of the
company and its minority shareholders. Therefone, dwnership structure in Pakistan
requires suitable legislation to control the cantfof interest of the fiduciaries in exploiting
corporate opportunities in order to protect minosihareholders. The judiciary in Pakistan,
being a common law system, may obtain the advantagaeted by the common law
developed in other common law countries. Howeuss, dcommon law approach may be
problematic for Pakistan for two obvious reasonsstfFthe common law that developed

over the centuries is scattered. The ability ofjtigdcial system of Pakistan to apply this

196 See s. 200 (2) of the Ordinance.
147 See s. 187 (h) (iii) of the Ordinance.
198 See s. 204 of the Ordinance.
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scattered common law in an efficient way is questile. Second, common law, being a
foreign law, will be regarded as being merely passee in Pakistan under the principles of

jurisprudence.

The recent trend in developed jurisdictions is adify the common law as is the case in
the UK where directors’ duties have been codifiadthe Companies Act, 2006. The
codified laws can present a clear picture of rigimnd obligations. This trend is also evident
in regional jurisdictions. Therefore, the codificat of directors’ duties and the mechanism
of authorization of conflict of interest are impamt in the context of Pakistan. The UK’s
strict approach in regulating fiduciaries’ confiadf interest may be more suitable in the
Pakistani context where families control the boaadd misuse their office for personal
benefit at the cost of the company and its minomstyareholders. However, the
authorization process codified in the Companies, AR006 may, to the extent of
authorization by the board of directors, be prolaBein Pakistan because of the
concentration of the ownership structure. Dominfamhilies also control the board of
directors and, therefore, they may hijack any atghtion. The shareholders may access
courts for a remedy in the case of a conflict oéiasts authorized by the board of directors
but that course may be problematic. Firstly, thaarity shareholders may not be aware of
the nature and the extent of the conflict of insen the part of the director. Secondly, the
courts’ ability to provide a remedy is questionalidke a number of reasons such as
inefficiency, corruption and the cost involved.

The common law procedure of shareholders authgrainonflict of interest may be more
suitable in the context of Pakistan because ofddrainance of families on the boards of
directors. One option may be to authorize the bo&mirectors to approve the conflict of
interest up to certain limits and, if such interesteeds that limit, then refer the issue to
the general meeting. The methodology for such éimoazation process may be to exclude
the conflicted director from participation in theeating of directors and members, if such
director is a shareholder as well, whatever the ecaay be. Since the conflicted director
may use his or her position, relation or dominatecpersuade other shareholders to avoid
discussing matters that are not in the intereshefcompany and to vote in his or her
favour, his or her exclusion from the meeting akdiors or shareholders may allow other
directors or shareholders to discuss and vote @msue independently. This may provide
minority protection against the misuse of officetbg directors.
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4B.6.3.4 Fiduciary duties and the shareholders

Fiduciary duty applies to the directors and exeeutfficers of the company so that they
act for the benefit of the company and its shaidrsl At least in the UK, it is supposed to
be applied to the managers. Fiduciary duty wastede#or trusts in order to avoid the

misuse of trust property at the hands of the tesstd@he objective was to prevent the
wastage of trust property by the trustees for teehit of the beneficiaries. The courts in
the UK applied the same duty to entrepreneurs tidathe misuse of company assets at
the hands of the directors for the benefit of thersholders.

In the US the common law courts have extended itheciiry duty to the controlling
shareholders in two situations: (1) in close coagons such as quasi-partnership
companies and (2) in freeze-out mergéfsThe fiduciary duty has two aspects: (1) the
duty of care and (2) the duty of loyal}. In the duty of care concept the directors are
expected to take decisions with due care, skill difigence, and not to act negligentf}.
The duty of loyalty requires that the directorsrdui put themselves in a situation where
their personal interests conflict with the intesast the firm and its shareholdérs.

Quasi-partnership companies are formed and opdikeepartnerships where all the
shareholders are involved in the managem®ntlf controlling shareholders act
opportunistically, then this may be harmful to thimority shareholders>* for example, in
some cases joining a company may be for the reratiaerfor acting as a director. If
controlling shareholders oust minority shareholdigesn the management, and also a
dividend is not declared, then the minority shalééis will not get any return on their
investment. The shares of the private company atesaleable on the market and,

1%91n a freeze-out merger the controlling sharehaldese their influence to obtain the entire ownegrsifi
the subsidiary target firm and minority sharehotdere forced to sell their shares in the target &t a price
to be determined by the parent company. This maggginst the interests of the minority shareholdsrthe
low price may be beneficial to the controlling staslders as against the minority shareholdersexXample,
if the parent company has 70% interest in the slidosi company and decides to obtain the entire ostie
of the subsidiary company. In this case, if theeparcompany sets a low price for the shares of the
subsidiary, say, for instance, £1 for each shamaly benefit the controlling shareholders at £4gbare as
against at the cost of 70 pence per share. (Sdaratipn and example quoted by |. Anabtawi and Ljan
Stout, ‘Fiduciary Duties for Activist Shareholde(8008) 60Stanford Law Revied271-2;Robert C. Clark,
Corporate Law (textbook treatise seri¢dspen Publishers, Inc. 1986) at 499-530).
%0 Clark (n 149) 123-262.
31 paul L. Davies and S. WorthingtdBpwer and Davies Principles of Modern Company I(8fvedn,
Thomson Sweet & Maxwell, London 2012) 517-9.
1%2paul L. Davies and S. Worthington discuss in di¢ttai duty of loyalty of the directors i@ower and
Davies Principles of Modern Company L&' edn, Thomson Sweet & Maxwell, London 2012) 526613
1330’ Neill v Phillips[1999] UKHL 24 per Lord Hoffmann.
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furthermore, most of the time they are subjectht® approval of the other shareholders
who control the management. In this scenario theornity shareholders will be at the
mercy of the controlling shareholders. The courtsriere in such situations and apply the
duty of loyalty to the controlling shareholders.m8arly, in freeze-out mergers the
controlling shareholders may act opportunisticétlydetermine a price, which is normally
below the market value, in order to benefit frontghasing the shares of the minority
shareholders. The majority will sell their shanesisubsidiary target company at a lower
price but they may get more benefits when the gpar@mpany purchases shares. Again, in
this situation, the court will not hesitate to nfiégee and apply the duty of loyalty to the

controlling shareholders>
4B.6.3.4.1 Fiduciary duties and the shareholders iRakistan

The US approach of extending the fiduciary dutyhi controlling shareholders is relevant
in the context of Pakistan. In a concentrated osmprjurisdiction, such as Pakistan, the
controlling shareholders can effectively contralvate as well as public companies. The
controlling families have control over the companand the managers are appointed by
these families. The managers may be family membzose relatives or friends. The
managers, therefore, act for the benefit of thetrotimg families. The controlling
shareholders may act in a dual character, bottha®lsolders and managers. Controlling
shareholders are involved in taking decisions whidéng as board members. They also
have sufficient influence to get the decisionsheiit choice from the board even if they are
not directly involved in decision-makirig® Therefore, in the context of Pakistan, the duty
of care may be extended to controlling shareholddre act as shadow directors. The
fiduciary duty in this respect would apply to thessholders acting in this dual manner.

In addition to this, the nature of the corporatet@ein Pakistan is such that controlling
shareholders control general meetings even in peblnpanies. Therefore, the controlling
shareholders may act opportunistically againsinterest of the company and its minority
shareholders. In these circumstances the duty ydltio may also be extended to the

controlling shareholders in public companies.

195 bid 1273.
1% Khan (n 60)223.
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To avoid excessive litigation, the shareholders ldidiave the same defences of ‘business
judgement rules’ and ‘judicial test of fairness’adable to the managers in their duty of
care and loyalty respectively in the US contextdeinthe business judgement rule, the
directors are supposed to act carefully and inbthst interest of the companies and its
shareholders, and only gross negligence will atrability on the part of directors under
the duty of caré®” CLRC in its concept paper recommended defining érent of
directors’ duties which are not properly definedRakistan. It further recommended that
the rule established i8mith v Fawcett® which is functionally equivalent to the business
judgement rule established in the US, which pravidestrong presumption in favour of
directors for possible liability for their decisimmust also be introduced in Pakistah.
Therefore, the defences of business judgementau®mith v Fawcetshould also be
available to majority shareholders for their pokesimbility in their decision while acting
as shadow director.

In the judicial test of fairness, the court neeanlslétermine whether or not self-dealing is
fair to the company and its shareholders. For phigose, the courts may also rely upon
the test of approval of the transaction by the migjmf disinterested directors and the
shareholder$®°This defence should also be available for majositareholders in their

duty of loyalty.

4B.6.4 Intervention rights

Decisions are taken by the board of directors amslpme instances, by the shareholders in
general meetings. The practical difficulty in makia decision through consensus lies in
decision-making through the principle of majorityle. Majority rule is applied in the
decisions made by the directors in board of dimsttmeetings and shareholders in general
meetings. Majority rule allows controlling shareth@is to make decisions of their choice.
Minority shareholders do not have enough sharehgldd affect the decisions taken in
shareholders’ meetings. They also do not have dneatgs to appoint directors to control
directors’ meeting. This necessitates providing eokind of protection to minority

shareholders against self-interested decisionstaighe board and majority shareholders

157 Smith v Van Gorkom88 A.2d 858 (Del. 1985)
18 ReSmith & Fawcetttd [1942] Ch 304.
139 See CLRC report.
180 Anabtawi and Stout (n 149) 1302-3.
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in general meetings. Company law provides minosityareholders with the rights to
intervene in the decisions of the board of direstgeneral meetings and also third-party
actions in certain circumstances. Corporate lagsttdo avoid deadlock and, therefore, puts
some limitations on the right of intervention. hdeavours to strike a balance between
excessive and frivolous litigation, and protectiagainst the arbitrary discretion of the
management and the controlling shareholders. Comawrhas developed two important
intervention rights for the minority shareholde(&) the right to intervene when the
personal rights of the minority shareholders afanged, and (2) the right to intervene on
behalf of the company when the company is wrongeebithe company fails to take action.
The first right is called theinfair prejudice remedynd the second is calletérivative
action Both these remedies are important in the cordeRiakistan due to the nature of its
corporate sector. However, derivative action is remognized and unfair prejudice is
insufficient, out-dated and redundant, to somerexia the context of the new corporate

scenario.

4B.6.4.1 Derivative action

A derivative action is a mechanism by which thershalders can take action on behalf of
the company in the case of breach of fiduciary diihe action is callederivative action
as it is derived from the company. This is minornggotection because the minority
shareholders do not have enough votes to taketdietion through a general meeting.
Derivative action provides minority shareholderhwén opportunity to take action for the
wrong done against the company acting on behath@fcompany. They have this right
even if they have only one vote. Derivative act®a common law remedy established by
the courts but the new trend is to make it a steyutemedy. Many jurisdictions, including
the UK, are providing this remedy through commérctes. There is a converging trend

in derivative action around the globe.

However, derivative action is not a popular remady not frequently used for a number
of reasons® There are many hurdles in the path of bringingeavdtive action. It is not

easy for the minority shareholders to provide ewagefor the breach of duty due to lack of
access to the resources of the company. The alatiay not be easily detectable even if

they have access to information and minutes ofrieeting. The minutes of the meetings

181 Andrew Keay and J. Loughrey, ‘Derivative Procegdiin a Brave New World for Company
Management and Shareholders’ (20I8 Journal of Business Lal®1.
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are sanitized and, furthermore, every decisiorotyequired to be accompanied by reasons
and justifications for such decision. The costdads also relevant in the sense that the
minority shareholder may not derive a benefit satommensurate with the cost of the
case'®® Therefore, derivative action is an effective regnbdt may only be used as a last

resort.

4B.6.4.1.1 Statutory derivative action in the UK

The Companies Act, 2006 has affectively excludemiroon law derivative actiotf> The
Act has made this action part of the Act with careanendments. This codification has not
only combined together scattered and variable comiane derivative action, but has also

removed ambiguities in certain areas.

a. Scope of a statutory derivative claim

The Act has extended the scope of the cause amnaictiderivative claims. It has replaced
the common law requirement ‘fraud on minority’ withe extended scope of derivative
action, which may include corporate claims involyvimegligence, default, breach of duty
or breach of trust by a directt¥ The inclusion of negligence in the Act has avoitteel
complex common law distinction between negligepee se¢ which did not qualify as

d*® and negligence benefitting the wrongdoer, whichlified as fraud®® Therefore,

frau
a director can be held liable under the statutemnwdtive action if such director fails in his
or her duty of care and skill unless ratified sebje s. 239 of the A’ The inclusion of
pure negligence has made it easy for shareholdepsiftsue directors. The old common
law contained complex terminology. Common law ceutboked beyond simple
negligence when directors carried out their dutiesooked like something additional to
negligence such as a fraudulent act or enrichmémder the Act it is simply enough to
bring derivative action if directors are negligedbwever, the negligence will not be used
in a loose sense, as the courtasini v Westrip Holding Ltéheld that where the directors

made decision by taking professional advice it st amount to negligend&®

162 Keay (n 62) 153.
183 See ss. 260 (2) and 265 (2) of the Companies2066.
14 See s. 260 (3) of the Companies Act, 2006.
185 pavlides v. Jensef1956) Ch 565.
1% Daniels v Daniel§1978] Ch 406.
167 Ben Pettet, John Lowry and Arad Reisbétgttet's Company Law: Company and Capital MarketLa
(3 edn, Pearson Education Ltd, Harlow 2009) 226.
188 |esini v Westrip Holding Ltf2009] EWHC 2526 (Ch).
157



The extended cause of action allows taking actigairst a director or third party or
both®® As a director may conspire with a third party e tappropriation of company
assets, the Act has extended the scope of cauaetioh. Justice requires bringing the
director or third party or both within the ambitaérivative actiort”®

b. Enhanced role of the court in new statutory derivaitve action

Under the old common law, the role of the court Wimsted in the sense that the plaintiff
had to show certain conditions such as fraud onntieority, wrongdoer control and

disinterested majority but in the new derivativdiat the role of the court has been
enhanced. The discretion is with the court to deewtether or not a derivative action can

be taken.

I Avoiding frivolous and excessive litigation

To avoid excessive and frivolous litigation, thet Aequires that the member who intends
to proceed with a derivative claim obtains the teypsermission. Therefore, in practice,
there is two-phased litigation in derivative clairtrsthe first phase, agx partedecision is
made and the company is not a party at this stébe. court looks at the facts and
circumstances of the case and decides whether themgrime faciecase. Once it is
satisfied, it may grant the leave. In phase twaoethe detailed consideration of the merits
of the case. At this stage arter partesdecision is made. The company is also a party at
this stage. The objective behind two-phased liigats to avoid frivolous and excessive
litigation in the early stages. If the court goésight into the merits of the case, it may

cause disruption in the affairs of the company’sibess-"*
il. Grant of leave

The Act requires that the litigating member obtatihe permission of the court before
proceeding with a derivative claim. There may be siuations where the permission of
the court is required: (1) permission is requirdtere action is to be taken by the member
as an original claim, and (2) where action hasaalyebeen taken by the company and the

199 5ee s. 260 (3) of the Companies Act, 2006.

170 pettet, Lowry and Reisberg (n 167) 228-9.

1 Jonh Birds (ed)Annotated Companies Legislati¢@xford University Press, Oxford 2010) 318-20
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shareholder asks the court to continue with th@nclas a derivative action. This may
happen in circumstances where the member conditkr$he action by the company may
amount to abuse of process, or the company fapsdsecute diligently or it is appropriate

for the member to continue with the claim as awdgive action-"2

The court must refuse a derivative claim in thriégasions. First, it must refuse where it is
satisfied that allowing a member to bring or comiing derivative action does not prioritize
the interest of the company in terms of s. 172, (ihee duty to promote the success of the
company):’® in other words, if the member is not acting in thest interest of the
company, the court will refuse the action. Althoubke member has no duty under s. 172
but is acting on behalf of the company, he or shestnprioritize the interest of the
company. In this role the member will be duty-bouodpromote the success of the
company as if such member was a director of thepamm Second, where the cause of
action arises from an act or omission that is geidcur and such act or omission has been
authorized by the company, the court will refuse #ction. Third, where the cause of
action arises from an act or omission that hasdir@ccurred and it was authorized by the
company before it occurred or has been ratifietheycompany since it occurréd.in the

last two situations it will be regarded as if theedtors had not wronged the company and

the court must refuse permission in these situafioh

The Act also provides the courts with the discretto grant the litigating member
intending to take derivative action permission éosd. The Act provides six circumstances
that the court must take into account in decidirfgether to give permission to continue
with a derivative claim. First, the court must coles the good faith of the litigating
member. The court may refuse derivative actiont isisatisfied that the member is not
acting in good faith. Second, the court must carsitte success of the company as a
whole. The court may refuse permission to a littgatmember if it is satisfied that a
person acting under s. 172, under similar circunt&s, would not continue to take

actionl’®

Third, the court must consider the possibility dact of authorization, and possibility and

fact of ratification. The court must consider tlaetfthat if the cause of action arises from

2g5ee s. 261 (1) and 262 (2) of the Companies A62

13 gee s. 263 (2) (a) the Companies Act, 2006.

" gee s. 263 (2) (b) and (c) of the Companies Au62

1 Davies (n 27) 617.

1% see s. 263 (3) (a) and (b) of the Companies Af162
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an act or omission that is yet to occur and whetiferact or omission could be and, in the
circumstances, would be likely to be authorizedokefit occurs or ratified after it has
occurred. Fourth, the court must consider the tfzat if the cause of action arises from an
act or omission that has already occurred and venékie act or omission could be and, in
the circumstances, would be likely to be ratifigdtiie company’’ However, it is difficult
for the court to determine the possibility of authation and ratification as the court has to
observe shareholders’ behaviour as regards thetbr@fadirectors’ duties. Nevertheless,
the courts have been given wide discretion in gngnteave to proceed but, at the same
time, this discretion is not unconstraingd.

Another interesting aspect of authorization prémdiin the Act is that the members can
authorize a breach of duty before it takes pfdeelhe court must refuse appeal or
permission in these circumstanc¢ds.This is possible in certain circumstances, for
example, where members envisage possible breadutgfand authorizes gx anteor
where there is a conflict of interest between @&aor and the company, and members
authorize the director to continue as a directtve dutcome of this authorization may be
to authorize the director to take the corporateoojmity out of the company and pursue it
for his or her personal interest. This may be mm@blematic in situations where the

quantum of conflict of interest is not foreseerntly members.

Fifth, the court must consider the fact that thenpany has decided not to take actith.
Sixth, the court must also take into account thet that the member could pursue a
personal claim, such as the unfair prejudice remetwtead of acting on behalf of the
company:®* As derivative action is a last resort, the courtl Wave due regard to
circumstances where the petitioner might obtairefré&hrough a personal claim rather than
acting on behalf of the company. Therefore, thertcomay refuse leave in circumstances
where an alternative remedy is availableFtanbar Holdings Ltd v Patel and Otherhe
court refused an application for permission to twe with a derivative action on the
grounds that the alternative remedy in the fornthefunfair prejudice remedy in terms of
s. 994 was available to the petitioner. The petéroalso conceded that there was no aspect

of derivative claim that could not be compensatadugh s. 994. The court said that in

1" see s. 263 (3) (c) and (d) of the Companies Au62
8 Davies (n 27) 617.
179 See 5.263 (2) (b) and (c) (i) of the Companies 2@06.
180 gee s. 263 (2) of the Companies Act, 2006.
18l 5ee s. 263 (3) (e) of the Companies Act, 2006.
182 5ee s. 263 (3) (f) the Companies Act, 2006.
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those cases where the directors who were involweldreach of duty were also major
shareholders, the best option was to pursue tharyriejudice remedi?® The court took

into account the fact that the controlling shardbad may ratify the wrongdoing of their
colleague and, therefore, held to take the unfe@judice remedy instead of a derivative
claim. However, the leave was grantedVifishart v Castlecroft Securities LY In this

case, the director breached his fiduciary duty adsferred a corporate opportunity to
another company with the connivance of a third ypafhe court held that allegations
might form the basis of a petition under s. 994 thdt it was an indirect means of
achieving something that could have been achiewedtty through derivative action. The

court also allowed involving a third party for thake of a remedy against such party.

C. Preservation of non-ratifiable acts of common law

The common law distinction between ratifiable am-natifiable breaches established in
Cook v Deekss still significant in the new statutory deriwati action™®> This does not,
however, require wrongdoer control as was requueder the old common lawhe
common law requirement of wrongdoer control is aept with judicial discretion to grant

leave under the Act®®

The Act provides safeguards to prevent invalidficatiion. S. 239 provides limits on the
ratification by the general meeting by excluding tlotes of the director involved, if that
director is a member of the company as well, ahndh&l members connected to such
director. In refusing permission iRranbar Holdings the court also discussed different
factors of ratifications™®’ The court said that leave may be granted whereptingorted
ratification had improperly prevented the petitiorfieom taking derivative action. This
decision shows that the ratification procedure med in s. 239 was not a simple route by
which the majority shareholders and directors caoltlde with each other to protect their

colleague. The court would look at all the circuanstes of the case and would not allow

18 Franbar Holdings Ltd v Patel and Othe2008] EWHC 1534 (Ch).
184 \Wishart v Castlecroft Securities L{p009] CSIH 65.
185 See s. 239 (7) the Companies Act, 2006 and Fratiblalings Ltd v Patel and Others [2008] EWHC 1534
(Ch).
186 john Birds, A. J. Boylet al, Boyle & Bird’s Company Layé" edn, Jordan Publishing Limited, Bristol
2007) 677.
187 Franbar Holdings(n 183).
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ratification of breach of duty where ratificatiorasy not obtained through fair or proper

means or was fraudulent or oppressive to the minshareholder&®
d. Approval of an independent organ of the company

The Act provides that the court has to have pddraegard to the views of members with
no personal interedt’ a common law principle establishedSmith v CroftNo. 2). The
objective of bringing this principle in statutorgrivative action may be to consider the
broader interest of shareholders as a whole instég@ersons bringing derivative action.
The idea is to look into the willingness of the doto listen to the independent
shareholders view instead of just looking at thewa of the shareholders bringing action.
This provision of the Act is different from the camn law in the sense that the court may
still allow derivative action in circumstances whesome shareholders are willing to take

action and some are not, depending upon the citaunoess of the case.
e. Disregard for interested directors’ vote

Under the common law, the director was permitteddie for a resolution to ratify his or

her own breach of fiduciary duty. In the cases whardirector, in the capacity as a
member of the company, had voted to ratify hiserdwn breach of duty, the courts held
that the director in such cases acted in two diffecapacities: (1) such director had acted
as a director by virtue of his or her office anyi4dch director had acted in the capacity of
a shareholder. When a director voted as a shamrehdi@ or she was using his or her
property right. Therefore, a director was allowedekercise his or her voting power even
to ratify his or her own breach of fiduciary dutilowever, the courts disallowed

ratification when fraud against the minority waspegrated-*°

In North West Transportation Ltd v Beatdy,H. Beatty, director and majority shareholder
of the company, sold his steamship to the compawlyabtained the necessary approval
for the contract by way of a general meeting udigy dominant voting power. Henry

Beatty brought a case against the company and Beblty to ratify the contract on the

188 Ed Weeks, ‘Statutory Derivative Actions-s. 260 Qamies Act, 2006’ (on line article, Cripps Harries
Hall LLP, September 2008), available at
<http://lwww.crippslink.com/index.php?option=com_temt&view=article&id=414:derivative-
actions&catid=17:director--shareholder-disputes&lig=514> Accessed 23.08.2013.
189 See s. 263 (4) the Companies Act, 2006.
19 Cook v Deek§l1916] UKPC 10.
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basis that the director concerned was a majorigredtolder who had disregarded the
objections of the minority shareholders. The Sugré@ourt of Canada did not allow the
approval of the transaction but the Privy Couneildithat J. H. Beatty was entitled to vote
as a shareholder in a general meeting to ratifictmgract:°* There have been discussions
among commentators and the legislature over thisidacof the Privy Council regarding
the role of an interested directoumshareholder in voting to ratifying a transaction i
which such directocumshareholder had an interé&. The Companies Act, 2006 has
modified the rule established Morth-West Transportation Ltd v Beatty. 239 disallows
the voting of an interested director in any resoluif a general meeting to ratify the act

of such director, provided such director is alsnember of the company.

In principle, an ordinary resolution is enough atify a breach of dufy® but an interested
director, who is also a shareholder and other mesnbennected to such director, are
barred from voting to pass a resolution to ratify or her own breach of duty. However,
such director and members are not excluded fronngakart in the proceeding and
counting towards the quorum of the meetifiiThey can take an active part in the meeting
that is to consider and pass a resolution to rdhigy breach of duty of such conflicted
director. This process may be defective in the esethat the interested director may
persuade other shareholders to favour such resoloti discussion and voting. The proper
procedure may be to exclude the interested direantdrconnected persons, who are also
shareholders, from taking part in the meeting. Ménabess, the exclusion of the interested

director from voting has solved, to some exterabfams of wrongdoer control.
4B.6.4.2 Derivative action in Pakistan

In Pakistan derivative action suits are not recogghiby law and there is no evidence of the
acceptance of derivative suits in the courts. Ha@rethe courts have not ruled them out.
In Sakina Khatoon v S.S. Nazir Ahsdhe honourable Sindh High Court highlighted
certain principles of a derivative suit” The case was not a derivative claim but the court
observed the possibility of derivative action irrtaan circumstances. The court said that

191 North-West Transportation Co. Ltd v Beathg87) 12 App Cas 589 (P.C.).
192 Smith, ‘North-West Transportation Co. Ltd. vedty’ (2011) available at
<SSRN:http://ssrn.com/abstract=1938158> Accessel?ZD13.
19 5ee s. 239 (2) of the Companies Act, 2006.
1% gee s. 239 (4) of the Companies Act, 2006.
195 Mst. Sakina Khatoon and others Vs. S.S. Nazir Aasdrothers2010 CLD 963 Sindh High Court
(Pakistan).
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shareholders could bring a derivative action uraggtain circumstances: (1) the company
must be under the control of the majority shareésddvho are abusing their position; (2)
the abuse of power by the majority must be to defithe company; (3) the company must
be unable to bring action because of the contréh@fmajority; and (4) the company must
be impleaded in such a suit. The court did notelale and discuss these rules because the
original case was not a derivative actibhese principles appear to be mimicking the old

common law developed in the UK.

Pakistan is a common law country and a former gotafrthe Britain, therefore, the courts
can take advantage of the common law derivativemcteveloped in other common law
countries especially of the United Kingdom andidtaly derivative action codified in the
Companies Act 2006. Derivative actions are poddigtimportant in the Pakistani context
due to nature of ownership structure, prevailed batporate governance, inefficient
judiciary and other supporting institutions. Themasship structure is highly concentrated
with families, groups and state dominant in thegpooate structure. These families appoint
the family members or persons of their confidenoegh® board and therefore control the
board. Similarly, the state appoints political ledted persons on the board and thereby
controls the board. They also have sufficient \g@ptshares to control even the listed
companies. The small and minority shareholders alohave enough voting shares to
resolve the issues at the meeting of board of wirecor the general meetings of the
shareholders.

In the cases where any wrong is committed agalrestcompany, the shareholders have
two options to make good of the wrong committedsthi, they can resolve it at the
shareholder meetings but the small and minorityredf@ders do not have enough
shareholdings to take action against the dire@btee meeting of shareholders. Secondly,
they can approach the court of law for taking actagainst the directors. The problem
with this forum is that the court has to rely omuoon law derivative actions. The
common law derivative actions are scattered anchghawith passage of time. This
variable common law is problematic especially fgudiciary such as Pakistan which is
not efficient. The nature of common law is thaisitnot codified. On the other hand,
codified law can present clear picture of the I&erefore, most of jurisdictions including
the United Kingdom have codified the common lawidgive action in order to remove
ambiguities in the law. Pakistani courts could pilevcorporate remedy to the minority

shareholders more effectively provided the denagatiction is facilitated by codifying the
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company law. CLRE?® has discussed the introduction of derivative actioPakistan due
to nature of corporate sector and internationaidref codification of derivative actions in
corporate laws by many countries including the Wi ather major regional jurisdictions.
In its preliminary report submitted to SECP, CLR&hrecommended to discuss further
before introducing the statutory derivative actidn the company law of Pakistah.

However, it has not yet submitted its final redorSECP to date.

There is a convergence trend to derivative suitsst\df the jurisdictions have introduced
this remedy or at least recommended that it beudezl in their legislation. This remedy is
available in the UK, the US, Australia and New 2eal™*® At the regional level, Malaysia
introduced derivative suits in 2007, Hong Kong 002 and China in 2005. Thailand has
also introduced derivative suits but with the riestin that shareholders must have at least
5% shares to file a derivative stiff. Derivative suits are also recognized by the coiarts

India 2%

The acceptance of derivative actions by both ads@dnand developing jurisdictions
highlights the importance of derivative actions.eThecent trend has been to bring
derivative suits within the ambit of the statutdoym. The corporate sector in Pakistan is
concentrated in which directors are normally fromoag family members, relatives or
persons who are in their confidence. In this saenars not expected that the controlling
shareholders will bring an action against suchatlms for breach of duty. It is also
difficult for the minority shareholders to passesalution in a general meeting in order to
get a remedy. The nature of the corporate sectBakistan suggests that derivative suits
must be introduced through statutory form. The UHtigory derivative action can be
helpful for the legislature to introduce in the Btdni corporate arena.

However, two issues are important with referencethe introduction of statutory
derivative action in Pakistan. First, the statutderivative action can work properly if
directors’ duties are also codified. There is adnée define the extent of directors’

1% The SECP established the Corporate Law Review Oesion (CLRC) in November 2005 to review the
company law in Pakistan and to give its recommeandatfor overhauling the Ordinance or to draft avne
law for the regulation of the corporate sector. THdRC issued a concept paper with its recommenasitio
This commission has not as yet given its final ree@ndations or formulated any new law.
197 See CLRS Report at p 18.
1% 5ee CLRS Report at p 17-8.
19 OECD (n 45).
20 g5ee clause 10.1, Chapter VI (Minority Interestapi Report 2005.
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fiduciary duty, which is not properly defined inkistan®** Two common law approaches
to directors’ duties are relevant in this contéite case law in the UK established this
fiduciary duty and provides two tests: (1) the objee standard and (2) the higher
subjective standard. In the objective standard test requirement from a director is to
provide the care that a reasonable person willyagpl the subjective standard test the
requirement from a director is to apply particudare, where such director has a particular
skill or expertisé’? The UK has codified detailed duties of directastablished through
common law, in the Companies Act, 2006. These dutielude, but are not limited to, the
duty to act within the powers provided in the céngsibn of the company®® to promote
the success of the compafly; to exercise independent judgem&ht:to exercise
reasonable care, skill and diligerf@&to avoid conflict of interest?’ not to accept benefits
from third parties”® and to declare any personal interest in the pegbasansaction or

arrangement°?

In addition, to avoid disruption in the functioning the company, the rule established in
Smith v Fawceft*® which requires that directors act whlbna fidesin the best interest of
the company and also provides strong presumptioriaviour of directors from possible
liability for their decisions, must also be intraga in Pakistan. I'smith v Fawcejta
private company, namely Smith and Fawcett Ltd, lssdied capital of 8,002 ordinary
shares with two directors J.F and N.S having 4gltdres each. The articles of association
of the company provided thathe directors may at any time in their absolute and
uncontrolled discretion refuse to register any s#er of shares and clause 19 of Table A
shall be modified accordinglyJ. F died and his son, as executor, appliedhé¢ocbompany

to register shares in his name but N.S refusedcegister the shares in his name. N.S,
instead, offered to register 2,001 and to buy 2 68@res at a fixed price. The executor
applied to the court to rectify register of the g@ny and entering shares in his name. The
court held thatthe powers given in the articles are of a fiduciamgture and must be

exercised in the interest of the company and terething to show that they had been

21 See CLRC Report.
22 Jan of London1994] 1 BCLC 561.
3 35ee s. 171 of the Companies Act, 2006.
4 35ee s. 172 of the Companies Act, 2006.
2% gee s. 173 of the Companies Act, 2006.
2% 5ee s. 174 of the Companies Act, 2006.
27 See s. 175 of the Companies Act, 2006.
2B gee s. 176 of the Companies Act, 2006.
29 gee s. 177 of the Companies Act, 2006. Some dlitketors’ duties have been discussed in relevant
sections of this thesis. Directors’ duties are nosetd here briefly for the purpose of referenceyonl
2% The rule established Re Smith & Fawceis functionally equivalent to the business judghrete
developed in the US.
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otherwise exercisédThe executor appealed the judgement. The cduappeal upheld the
decision of the trial court and saithé directors must exercise their discretion bada fn

what they consider — not what a court may considisrin the interests of the compaA}

Second, it is also important to enhance judicigdacéty and efficiency for the effective

application of derivative actions through the cefitf

4B.6.4.2 The unfair prejudice remedy in Pakistan

4B.6.4.2.1 Introduction

The unfair prejudice remedy deals with circumstanebere the membership or personal
rights of shareholders are infringed. It is distiftom the derivative action where action is
taken for the enforcement of corporate rights.hie einfair prejudice remedy members are
the proper party for the enforcement of persorgits. However, in derivative action, the
company is a proper party to litigate but a mendwerdd also litigate in derivative action,
acting for, and on behalf of, the company. In théaur prejudice remedy, the damages are
given to the member concerned, whereas in deraotion the damages are given to the
company. This remedy is specifically designed fanonty shareholders. If the majority
comes to court for an unfair prejudice remedy agjaine conduct of a director, the court
can simply direct that a resolution be passed ar @hdirector be removed for breach of
duty?"® The unfair prejudice remedy has a wider scope thezivative action. The court
may even demand that directors pay the shareholders

4B.6.4.2.2 The remedy against oppression and misnmegement by the controllers

in Pakistan: An overview

In Pakistan the oppressive remedy is provided botompany law and in case law. The
prevention of oppression and mismanagement is gedvunder s. 290 of the Ordinance.

This section is of a preventative nature and hasrma®bjective the prevention of the

21 Re Smith & Fawcett Ltfl942] Ch 304.
212 Thjs issue will be discussed in Chapter Five.
23 Ben PettetCompany LawlLongman, Harlow 2001) 253; Clark Bryan, ‘Unfaiffyejudicial Conduct: A
Pathway through the Maze’ (2001) 22 mpany Lawyet70-7
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oppression and mismanagement of majority sharetsfitfeThis is considered a minority
shareholders’ remedy because the majority may eoteluired to go to court for the
remedy as they have the power to pass a resolimiargeneral meeting. Therefore, if the
majority approaches a court for the remedy, thetaoay direct that a resolution be passed
at a general meeting. In the context of Pakistamethmay be circumstances where the
majority may ask the court for a remedy against thgpressive conduct and
mismanagement by the minority. However, this mayabeexception rather than a norm.
This scenario may develop in various circumstanéasstly, this may happen if the
minority shareholders have shares with enhancethg/qiowers?™ In this case, any
resolution in general meeting may be controllegibgh minority. The majority may not be
able to resolve the problem in a general meeting) therefore have no option but to
approach the court for a remedy. Secondly, thasdn might arise where the minority has
the power to control the management under a shiahagreement. For instance, in
WAPDA v KAPCOQthe petitioner who held 64% of the shares apgredt¢he court for the
remedy under s. 290 of the Ordinance. The petitjche Water and Power Development
Authority (WAPDA), privatized one of its units, naty the Kot Addu Power Company
(KAPCO) (Respondent No. 1) and sold its 36% shamneKAPCO to National Power
International Limited (NPIL) (Respondent No. 2). eThmanagement and control of
KAPCO was transferred to the NPIL, irrespectiveitsf shareholding under the share
purchase agreement, for twenty-five years. Underatireement, the board of directors of
KAPCO was to consist of nine directors, four of whbad to be appointed by the NPIL,
including the chief executive, four independentediors and one director by WAPDA.
After some time, NPIL entered into an agreemenhwite of its subsidiary companies to
manage and operate the unit for a hefty paymerg. niintenance cost that was paid to
the new contractor was much higher than the praze py another company for a plant of
similar capacity and nature. The court held that BPIL was conducting the affairs of

KAPCO in a manner prejudicial to the public intéres well as oppressive to the

214 Associated Biscuits International Ltd v EnglishdBigs Manufacturers (Pvt) Li®003 CLD 815, Sindh
High Court (Pakistan).
“°The government of Pakistan privatised one of itE§amely Pakistan Telecommunications Limited
(PTCL) in 2005. It sold its 26% shareholding to Eatés Telecommunications Corporation (Etisalat), a
UAE-based company, for $2.6 billion. The sharesl ol Etisalat carried four votes against one slaauct
thus issued 26% shares with more than 58% votigigtsito Etisalat. This transferred control of PTOL
Etisalat with just 26% equity. Now Etisalat owns4&8%, the Government of Pakistan 34.83% and general
public only 6.74% voting powers. This provided Bl with control of the management and general
meetings. According to the formula, there are twtegories of shares: (1) category A and (2) categor
Category A shares are 74%, whereas category Bssfiaseied to Etisalat) are 26%. Category A shaags h
one share, one vote (74*1=74 votes) and categosphd@es have one share four votes (26*4=104 votes).
Their aggregate is 74+104=178. The voting powecatégory A shareholders is 74*100/178=41.57 % and
the voting power of category B shareholders is 1087178=58.43 %.
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petitioner. The court ordered the appointment pfavisional manager in order to ensure
the smooth running of KAPCO and restrained the NRim acting in a manner
prejudicial to the public interest and detrimentthat of the petitione?™® This case is
unique, as the majority shareholders had to approlae court for a remedy under the
oppressive conduct of the minority. This may happenountry such as Pakistan where
political decisions are taken in public sector camips. In this case the arrangement of the
shareholder agreement was against the generaligd@sovhere the minority was given
control and management of the company. An apparbjgctive of the government, in
transferring control and management to the minpnitgty be to attract foreign investment.
Nonetheless, the majority had to approach the doura remedy against the oppressive
conduct of the minority. The remedy under oppressienduct may be sought by both the

majority and minority. It simply depends upon wtamtrols the company.

Moreover, the section provides the courts with et undefined powefs’ The objective

of this section is to provide an alternative to aifry up®'® which is not an attractive
remedy. The winding up may be detrimental to bbih tespondents and the petitioners.
The section provides that where the court is of dpaion that the winding up would
unfairly prejudice the members or creditors, it nager that an end be brought to the
matters complained of instead of issuing a windipgerder*® In Registrar v PICLD the
court said that to apply for an oppressive rematieus. 290, it was not necessary that the
circumstances must be such that would justify thadimg up. The winding up of
companies is provided under s. 305 of the OrdinaficEhe court has been empowered to

provide different remedial measures under oppressimduct in Pakistan.

4B.6.4.2.3 Who can apply for relief?

Any member or members holding not less than 20%ssafed capital may apply to the
court where the affairs of the company are condlotdikely to be conducted in a manner
oppressive to such member or any of the menfSéiskewise, creditors who have an

interest equivalent to not less than 20% of theljp@i capital of the company may apply to

28 WAPDA v KAPC(Q2000 PLD 461, Lahore High Court (Pakistan).
21" National Bank of Pakistan v Banking Tribunal Np1994 PLD Karachi (Pakistan) 358.
218 Registrar of Companies v Pakistan Industrial andr®eercial Leasing Ltd2005 CLD 463, Sindh High
Court (Pakistan) 484Associated Biscuité 214) 831.
29 35ee s. 290(2) (b) of the Ordinance.
220 Registrar of Companie® 218).
#215ee s. 290 (1) of the Ordinance.
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the court against oppressive conduct of controltermismanagement in the company. In
addition to members and creditors, the power i® aslegated to the registrar of
companie¥? and SECP to apply to the court against the opessonduct or
mismanagement by the controll&’

4B.6.4.2.4 Nature and scope of the remedy under omssive conduct or

mismanagement
The remedy under s. 290 can be invoked in thewviatig circumstances:

When the affairs of the company are conducted:

i) In an unlawful manner; or

i) In a fraudulent manner; or

iii)  Ina manner not provided in the memorandum of daton; or
iv)  Ina manner oppressive to members or creditors; or

v)  Inamanner prejudicial to the public interést.

In Pakistan, the scope of the oppressive remeudyder than in the UK in the sense that it
covers the interests of the creditors and it mag ak sought in the case where the conduct
is against the public interest. There are somemtsls where the court has entertained
petitions under s. 290 where a company operateghsighe public interest. IWAPDA v
KAPCOthe court held that the siphoning-off of moneynfra company belonging in the
public domain amounted to conducting affairs of tbenpany against public interest and
was oppressive to the members. The court furthidr tbat this type of mismanagement
caused the public to pay extra in the form of espen electricity’?®> Similarly, the

creditors could also apply for a remedy under opgive conduct®®

Although the powers given to the court under s. #9@Pakistan are wider than the
corresponding powers in s. 994 of the UK CompaAies 2006 and the Indian Companies
Act, 1956°?" the remedy is more problematic in Pakistan tharctirresponding remedy in
the UK. Two issues are important with regard to dperessive remedy for the minority

22 gee s. 290 (1) of the Ordinance.
B gee s. 271(1) of the Ordinance.
22 gee s. 290 (1) of the Ordinance.
2ZS\WAPDA(N 216).
226 gee s. 290 (1) of the Ordinance.
22T\WAPDA(n 2186).
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shareholders under s. 290 of the Ordinance. Firs, stipulation of at least 20%
shareholding to apply for the remedy is too demagndind many petitions have been
dismissed by the courtb initio for not meeting the qualifying number of shai@sThese
petitions may noprima faciebe bogus, lacking in evidence or without merite Todnly
reason for dismissal was the ownership of less Bt shares. This strict requirement of
locus standhas denied the remedy even to genuine complain@imiag the percentage of
minority shareholding is problematic and misleadivigen it comes to the terminority
shareholder Minority shareholder may vary from 1% to 49.99%ting shares. This all
depends upon the circumstances of each case. Suppogpothetical situation in which
the members of a public listed company have a Bbatmg of, for instance, 1%, 5% and
10%, and the rest of the shares are dispersedcpsifiireholding. Suppose in a general
meeting these were the only shareholders presguads a resolution. In this situation, if
two members joined forces to pass any resolutien the shareholder who holds 1% of
the shares would be considered the minority sh#tehoSimilarly, suppose that in a
company there are only two shareholders; one hgldith99% and the other 50.01% of the
shares. In this case the person who holds 49.99%hefshares will be a minority
shareholder. Moreover, the minority shareholdercepnh fluctuates, depending upon the
circumstances. One may be minority shareholdernie case and part of majority in
another cas&® Therefore, any percentage of shareholding may titotes a minority
shareholder and affectee of oppression and misreamagt by the controllers. Similarly,
an individual shareholder who holds only one shraey also be affected by oppression
and mismanagement. This provision has effectivebtugled shareholders who hold less
than 20% of the voting shares and left them atnleecy of controlling shareholders and
the management. Furthermore, in some instancegxtimple, in listed companies, 20%
voting shares in itself may have substantial inflte2in the affairs of management and the
company. This high threshold has made it diffi¢alt the minority shareholders to apply
to the court for relief against oppression and naisagement. This is the main reason that
there are a few instances where minority sharem®ldpply to the courts® The person
with less than 20% voting has to approach the cierts for civil litigation for tortuous

28 |n the following cases, the courts dismissed joeistab initio for not having qualification shareShaukat
Ali v Amin Fabrics Ltd2008 CLD 837, Sindh High Court (Pakistakliss Mahenau Agha v United Liner
Agencies of Pakistan Ltd990 PLD, Sindh High Court (Pakistan) 1$&irdar Khan Niazi v Barex Lahore
Ltd, 2005 CLD 1670, Lahore High Court (PakistaR{hail Hashmi v Nabeel Hashn2i003 CLD 201,
Lahore High Court (Pakistan); Hassan Al-Adawi v Miama International (Pvi)td, 2009 CLD 1043
(Pakistan)Shaukat Ali v M/s Bawany Textile Mills |.@2009 CLD 497 (Pakistan).
% See text to n 34.
#3%The World Bank and IMF Report on the ObservancStahdards and Codes (ROSC) June 2005 on
Pakistan available at <http://www.worldbank.orgfiésc_cg_pak.pdf > Accessed 23.08.2013.
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loss. The courts in Pakistan experience inhererdblems of delay, cost and
inefficiency®** The other problem with approaching civil courtstiat it may provide a
remedy in the form of damages only and may notggiecific remedy that is corporate in
nature. Moreover, as per routine, the decisiorssigh cases normally take four to six years
in courts of first instance and subsequent appEaisextend this duration furth&f Such
restrictions have effectively denied minority steielers a remedy. The remedy can be
only be effective when its provisions are independd the percentage of shareholding

needed to apply for the remedy.

The Corporate Law Review Commission,in its concept paper, has recommended
reducing the percentage needed to apply for thedgnunder oppressive conduct, from
20% to 10%. This recommendation still seems tonsefficient and may not solve the
problem. In the UK there is no cap and an individimareholder can apply to the court for
a remedy. In India the Companies Act, 1956 useHatee a cafi* for applying for the
remedy against oppressive conduct, but the Compdile 2012 has now removed3t
The reason for removing the cap is that any pensotwithstanding his or her capital, may
be an affectee of oppressive conduct. The remediynsigoppressive conduct can only be
effective when the cap is removed. However, theoreahof the cap may create problems
of excessive and frivolous litigation by the indiual shareholders. This litigation may
create hurdles in the businesses of the compam@savoid excessive and frivolous
petitions and hindrances in the business of thepamy, the law can make a precondition
of ‘leave to appeal’, which was introduced for gtaty derivative action in the Companies
Act, 2006 in the UK.

The second issue is the word ‘oppression’ used 298 of the Ordinance. The statute has

not provided any guidelines for conduct that maytérenedoppressive Therefore, this

231 Khan (n 60) 232.
232 pli Adnan Ibrahim, ‘Corporate Governance in PakistAnalysis of Current Challenges and
Recommendations for Future Reforms’ (2006Y&shington University Global Studies Law ReVa28-32.
233 5ee CLRC Report.
2343s. 397 and 399 of the Companies Act, 1956 prswidat at least one hundred members, or one ténth o
the total number of members, or members havingaat110% of total issued capital in case of a commpa
having share capital and one fifth of the total bens of members in case of a company not having sha
capital can apply to the company board for oppvessbnduct.
2% Ministry of Company Affairs, the Government of ladset up the expert committee in 2005 to adviee th
government on the new company law. It was headddrilamshed J. Irani. On 18 December 2012, the new
Company Law Bill 2012 was passed by the Lok Sabbaér House of the Parliament) and is still pending
approval by Rajya Sabha (Upper House of the Pagli@mSee the website of the Ministry of Corporate
Affairs, Government of India at <http://www.mca.gov > Accessed 14.05.2013; also available online a
<http://profit.ndtv.com/news/corporates/article-qmmies-bill-likely-in-rajya-sabha-this-week-321582
Accessed 14.05.2013.
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gives the courts the discretion to determine whatlk of conduct are oppressive. In
common law it has been defined &sirdensome, harsh and wrdrfg® In the context of
company law, it may be defined amn‘act of management affecting the shareholders or
creditors which is unjust and that deprive thentheir rights.**” There are some instances
that may be termedppressive condudty the majority shareholder$or instance, where
the majority attempt to force a new and risky veaton an unwilling minority; refusal to
register the transfer or transmission of shareditimg to do something that is otherwise
just and beneficial to the company; and deprivirgmhers of their voting rights may be
termedoppressive condudty the majority?*® The courts in Pakistan have used this term
with different meanings in different cases.Registrar v PICLDthe court said that the
intention of the legislature seemed to be thatrfdividual violations of the Ordinance, the
violator would be punished for that particular oite. However, if there is a series of
violations and the same were not redressed, it areduo oppressive condifef. This is a
very restrictive explanation of the terappressive conducnd may deny the minority
shareholders a remedy in many instances of indalidiolations. However, in some cases
the courts have given very liberal interpretationthe wordoppression In the Pfizer
Laboratoriescase, the court said that non-payment of a retarmeestment to minority
shareholders and a recession of the value of #ieires over a period would be termed
‘oppressive conduct®® In PSO v POPL the court held thatah attempt to oust a
petitioner or to induct any third party in its pladehind the petitioners’ back by itself was
an act of oppressiorf*

The word ‘oppression’ which developed at common @wr a period in the UK had a
very restricted meaning. It was transferred to toenpany law of Pakistan due to
colonization?*? In the UK the term ‘oppressive conduct’ has beeplaced with ‘unfair
prejudice’ in order to enhance the scope of theedynand also to provide an alternative to
winding up. ‘Oppressive conduct’ was too restrietand the UK courts preferred winding
up to granting a remedy under oppressive condadhd UK, before the introduction of
s. 210 of the Companies Act, 1948, the only remagsinst oppressive conduct of the
directors and the controlling shareholders wasatimeling up of the company on just and
equitable grounds. Since the winding up was an resipe remedy, as the oppressed and

236 gcottish Co-operative Wholesale Society Ltd v MEW@S9] AC 324 (HL) per Viscount Simonds.
287 Imran Ahsan Khan Nyaze€ompany Law (Includes Companies Ordinance, 198dvance Legal
Institute, Federal Law House, Lahore 2008) 182.
%% |bid 182.
239 Registrar of Companig® 218) 480.
240 pfizer Laboratories Ltd v Parke Davis & Co. | L2007 CLD 1047, Singh High Court (Pakistan).
241 pakistan State Oil Company Ltd v Pakistan Oil Aiped Ltd, 1993 PLD Karachi (Pakistan) 322.
242 See text to n 74-7 in Chapter Two.
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oppressor could both suffer, an alternative to wigdip petitions was needé®.S. 210 of
the Companies Act, 1948 provided an alternativgusd and equitable winding up. The
newly introduced remedy was against the ‘oppressoamduct of directors or the
controlling shareholders. The Act, however, did define the word ‘oppression’ which
created problems of interpretation. It was inteigatedifferently in different judicial
decisions. The word has been interpreted to mieardénsome, harsh and wréftf and
also ‘a lack of probity and fair dealing in the affair§ @ company to the prejudice of some

portion of its membet$*®

However, the floodgates of approaching the countsafremedy for minority shareholders,
which were closed by the ruling Foss v Harbottlecould not provide sufficient remedy
to the minority shareholders due to the strictrprtetation of the term ‘oppression’ by the
courts. The courts interpreted the term to meanwecinin the circumstances in which the
company might be wound up on just and equitablempe. The petitioners were required
to establish ‘oppressive conduct’ which could faime basis for winding up. The courts
preferred winding up on just and equitable groumdtead of providing a remedy for
oppressive conduct due to its strict applicatiomergfore, the courts showed their
reluctance to make good for the wrong commitf@@he other problem with this remedy
was the refusal of the courts to grant relief fonauct regarded as oppressive that was not
qua member. This meant that the harm must be assdomta the right to membership.
The courts did not consider the removal of an imlligl from directorship as oppressive
conduct on the grounds that harm veas director and notjua member. Therefore, no
remedy was provided in such ca8¥sThis difficulty was realized by Parliament,
therefore, s. 210 was replaced with s. 75 of thengamies Act, 1980, which was later
replaced with s. 459 of the Companies Act, 1985.

The scope of the remedy was enhanced by the Coegpdwmt, 1985. This new remedy
was slightly amended by the Companies Act, 189The Acts changed the idea of
oppressive conduct to unfair prejudice conduct. Jaekins Committéé® proposed the

change of terminology because the courts had dradte understanding that the word

243 pettet, Lowry and Reisberg (n 167) 256.
24 geottish Co-operativén 236) per Lord Viscount Simonds.
245 bid per Lord Keith.
246 pettet, Lowry and Reisberg (n 167) 256.
4’ Re Lundie Bro§1965] 1 WLR 1051.
248 \/ictor Joffe QCet al, Minority Shareholders: Law, Practice, and Proced(®¥ edn, Oxford University
Press, Oxford 2008) 191.
249 Jenkins Committee, Report of the Company Law Cdtemiof 1962.
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‘oppression’ required proof from the petitioner sy an independent illegal act on the
part of the defendarit® The objective of the Jenkins Committee was to joi®a remedy
beyond the breach of the right. The new terminology was better and capable of
providing the courts with an opportunity for flekity in interpreting the term and
providing a remedy to the affected minority. Thiscaenabled judges to be more flexible
and innovative in providing petitioners with a refyehrough the new statutory remeds.
The remedy with minor amendment was retained inGbmpanies Act, 2006 (ss. 994 to
999). The remedy provided in the Act conferred tsghn the shareholders that were
‘inalienable and cannot be diminished or removeddntract or otherwise?®* Therefore,
this put restrictions on the controllers of comeanio amend or cut these rights either
through the articles of association or through raLiagreement&* The legislature in the
UK is responsive to changed circumstances anddeiging a remedy to the oppressed.
However, the legislature in Pakistan is too slowamamping the company law to cope
with the fast-changing circumstances in corporate and also in the technological world.
It has passed only one company law in over 66 yaadsthat too was copied the Indian
Companies Act, 1913. The existing law has been ggdithrough minor amendments a
number of times but there is a need for the oveeathmping of the company law to meet
the demand of new needs and circumstances. Palkisiams are still interpreting the word
oppressionin the same way as was interpreted by the coaorthe UK years ago. It is
suggested that minority protection should be madesmiable. As far as the oppressive
remedy is concerned, it is suggested that it befieed to enhance its scope.

4B.6.4.2.5 Statutory remedies under oppressive conck
a. Alternative to winding up

Under the company law of Pakistan, the remedy uogpressive conduct is an alternative
to winding up. S. 290 of the Ordinance provided ihdhe winding up of a company
unfairly prejudices the members or creditors of¢bmpany, the court, instead of ordering
the winding up may make such orders as it thinks fithis provides wide discretion to the
court to provide petitioners with a remedy. In th@ntext the court may order financial

20 Kershaw (n 91) 627.
51| aw Commission Report on Shareholders’ Remedid967.
52 pettet, Lowry and Reisberg (n 167) 257.
253 Exeter City AFC Ltd v Football Conference [2905] 1 BCLC 238.
%4 Joffe QC (n 248) 192.
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penalties to be paid to the petitioners. The coay also insist that the directors pay the
shareholders. The Ordinance further states thatahe may order the manner in which
the affairs of the company will be conducted inufet>® Therefore, the court may order

the management to perform or abstain from dointaoeacts.

In the UK the Companies Act, 2006 provides the towith more discretion than the
corresponding powers in the Ordinance in Pakistarf96 of the Companies Act, 2006
provides very wide discretion to the court in prg remedies. The sub-sections state
that it may make such order as it thinks fit for givirglief in respect of the matters
complained 6f°® and also authorise civil proceedings to be brought in theneaand on
behalf of the company by such person or personsaenduch terms as the court may
direct.?*” These are open-ended and the court may provideamgdy it thinks fit. In
addition to the remedies discussed above in théergbiof Pakistan, the court may also
order that derivative action be brought on behalhe company as a relief for the unfair
prejudice petition. A successful derivative actimay be beneficial to all shareholders,
including the petitioners. However, a problematittiagion may arise where the court
provides corporate relief in an unfair prejudicéitpen. The unfair prejudice is a personal
remedy, whereas a corporate remedy is for the coyfdis situation may occur in cases
where remedies are sought for the breach of dirgatinity. InKung v Kouthe court said
that it could order both unfair prejudice and dative action, and both could be tried
together and corporate relief could also be praviite unfair prejudice actioft® In
Anderson v Hogg® a similar decision was made and a corporate remedyprovided in
an unfair prejudice claim in which the wrongdoersrevordered to pay the company.
These decisions have created confusion, to somentexds they have intermingled the
unfair prejudice with derivative actions. Nevertssd, this may be beneficial to the extent

of avoiding wasting time and money in bringing paate derivative action.

b. Buyout or exit remedy

The buyout or exit is an important remedy for thmarity shareholders provided in the
Ordinance. The court may order the purchase ofeshby other members or by the

company. In case the shares are purchased by theatcy, the court may order a

5 gee s. 290 (2) (b) of the Ordinance.
26 See s. 996 (1) of the Companies Act, 2006.
%7 See s. 996 (2) (c) the Companies Act, 2006.
28 Kung v Kou[2004] HKCU 1453.
29 Anderson v Hog@2002) SC 190 (IH).
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reduction in the share capital of the comp&fiyn Israrul Haq v Al-Tahir Industries (Pvt)
Ltd, Israrul Hag owned 42.32% shares in Al-Tahir Iridas (Pvt) Ltd. Haq was not
included in the management despite the fact thaiake42.32% shares in the company. He
brought a petition against the controlling shardad for mismanagement of the company
under s. 290 of the Ordinance. He pleaded thatdhgany had never paid a dividend nor
was he allowed to sit in management and that tihepeoy was managed in manner that
was oppressive to the minority shareholder. Hegqudgr the regulation of the company in
accordance with the Ordinance or, alternativelgt the respondent be directed to purchase
the shares of the petitioner. The High Court obsgthat the parties mistrusted each other,
therefore, it was not just or proper that the apmf the petitioner remained locked. The
court ordered the respondent to purchase the sbérhe petitioner at par valdé! The
court did not order the valuation of the sharese Shares were originally purchased in
1990 and, on the order of the court, sold at threesprice in 2002 despite the fact that
dividends were never paid by the respondents. Addimation of a private company is
normally based on mutual trust and confidence, dhattrust and confidence are broken,
the courts would normally allow either winding upavder the respondent to purchase the
shares of the petitioner. In this case the cowmdteiad of regulating the affairs of the

company, ordered the buyout of the minority shasethe majority shareholders.

As the court also has the power to order the compaupurchase the shares held by the
minority shareholder and reduce the capital ofctbrmpany, the courts must consider other
factors before ordering such reduction in the ehpit the company as such reduction may
be problematic as far as the financial aspectdi®fcbmpany are concerned. The survival
or existence of the company, after reduction indyaital, may be at risk. The courts must

consider this before ordering a reduction in thateaof the company.
[ Determination of price in buyout offers

In the context of the UK, Lord Hoffmann discusske buyout offer at fair price in the
Phillip case?®? He discusses at length the circumstances and quasees of a fair offer.
He suggests that a petition might be struck dovthdfrespondent had already made a fair
offer to the petitioner. As regards the circumseaninn which a fair offer should be made,

he distinguishes between a company and a quasigeahip company. Aquasi-

20 g5ee s. 290 (2) (b) of the Ordinance.
%1 |srarul Haq v Al-Tahir Industries (Pvt) Li®002 CLD 325, Lahore High Court (Pakistan).
%20’ Neill (n 153).
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partnership compangnay be defined as a company, though still a legatye formed on
mutual understanding and promises, by words or ucineéither at the time of entering into
association or developed later on. He says thedutid be unfair for the members to ignore
these understandings and promises. He further iaspthat though such a promise may
not be enforceable at law as regards a third paugh a promise may be binding as a
matter of justice and equity between the membdra inember is removed from the
management by the majority on the breakdown otiogla between them without serious
wrongfulness or unfair conduct on the part of argmrber, in such a situation it is not fair
that the capital of the removed member remainetleban the compan$f® In such a
situation, the removed member should be offerediaprice for his or her shares. He
further explains that it is also unfair for any niento declare unilaterally that trust and
confidence had broken down, and to demand thadrtigr shares be bought at a fair value
unless such member is removed from the managemenrding to him, unfairness does

not lie in exclusion but exclusion without a faffey.?%*

The Companies Act, 2006 does not provide any meastmafor determining price. This is
left to the court to determine. The Law Commisspyoposed the determination of fair
value on gro rata basis unless the court directed otherwise. Asriimerity shareholders
do not have control over the company, the court dliagct that the shares held by the
minority shareholders be discounted in those cadesre the shares are held by the
majority in the form of a block which carry controf the company. Therefore, such
controlling shares have more value than sharewitsuch controf®® However, there is a
problem in determining the price for private comiparas the shares of private companies
are not traded on the market and it is difficultdetermine the discount for the minority
shares®® Lord Hoffmann is of the view that this could eitHee determined by mutual
agreement or by an expert agreed to through muiaséent. For this purpose, all the
parties should be given equal opportunities to sstlee information of the companies in

order for the experts to determine a fair pfAtle.

The company law in Pakistan does not provide gindslfor determining the price of the
shares to be purchased by other members or theargymps far as listed companies are

concerned, the shares are traded on stock mankdtthea share price can be ascertained

253 Re A Compan{No. 006834 of 1988) (1989) 5 BCC 218.
%640’ Neill (n 153) per Lord Hoffmann.
265 aw Commission Report on Shareholders’ Remedid967 (paras 3.8, 3.57-62).
260 Neill (n 153).
%7 |bid.
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easily. However, the problem arises in the cagwighte and non-listed public companies
as their shares are not traded and there is noanirh for determining the share price of
such companies. The valuation of the share pricsdoh companies may be problematic
and a cause for dispute. The other problem is #terchination of discount on the shares
held by the minority shareholders in those comamibere there are controlling blocks.
Purchasing the shares of such compapies rata does not solve the problem as the
controlling shares have more value than non-cdimigpkhares. The shares will only be
pro ratain those circumstances where there are no congothares. In Pakistan, where
ownership is concentrated, there are fewer chatihatgshe shares are without controlling
blocks. In view of this, the valuation mechanismviexy important in the context of
Pakistan. For instance, iAssociated Biscuits International LimitddBIL] v English
Biscuits Manufacturers Limite(EBM) the petitioner raised the issue of deternmgnthe
price.?®® In this case ABIL owned 40% of the shares in EBlthaut any representation
on the management in EBM. Respondent No. 2 wasntheaging director, while
respondents Nos 3 to 7 were directors and sharetsotdd EBM. Respondents Nos 4, 5 and
6 were relatives of respondents Nos 2 and 3. EBivhéd a subsidiary company, namely
Coronet Foods (Pvt) Limited (CFL) with 51% sharetdhby EBM while the remaining
49% shares were held by respondents Nos 2, 3abd&. Respondents Nos 2 and 3 were
the managing director and director respectivel{CHL. In order to make CFL a wholly
owned subsidiary of EBM and to avoid conflict ofdrest, it was decided at the AGM of
EBM that it would acquire 49% of the shares owngddspondents Nos 2, 3,5, 6 and 7 in
CFL. In order to finance the purchase, it was alsoided to issue rights shares in EBM.
The auditors of EMB were assigned the task of walgahe price for the rights issue and
shares of CFL. The representative of ABIL, a mityoshareholder in EBM, principally
accepted the decision, in order to end the condlicinterest, on behalf of ABIL but
requested the valuation of the shares in a trapapananner. Before finalising the reports
by the auditors, the board of directors of CFL (wlere also directors in EMB and
relatives of other directors of EMB) and the boafddirectors of EMB (who were also
managing director and director respectively in CBegrided to acquire the shares of CFL
with 100% premium. This decision of the board akdior of EBM compelled EBM to
purchase the shares of CFL at a highly inflatedepiin order to give the benefit to
respondents Nos 2, 3, 5, 6 and 7. CFL broughtiiggebn the grounds that the decision of
the board of directors of EBM to acquire CFL shatsa ridiculously inflated value was
mala fide oppressive and fraudulent under s. 290 of than@nt¢e. The court observed

%8 Associated Biscuité 214).
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that the valuation was manoeuvred by the boardretirs and the auditors of EMB. The
valuation was made on the basis of a future fotqmapared by respondents Nos 2 and 3.
The Sindh High Court rejected the valuation of Giflares made by the board of directors
of EBM. It appointed an official assignee as consniser in order to revaluate the shares
of CFL by appointing an independent valuator oritausl.

Another aspect of the valuation of shares may baldtermination of the control premium.

It is not necessary that only the majority purckade shares of the minority. There may
also be a possibility, though in exceptional caties, the minority may be in a position to
purchase the shares held by the majority. Theretbeeminority shareholders may also be
given equal opportunity to purchase shares helthé&ynajority if they can afford to do so.

The oppressor should not be at liberty to remainmanagement and exclude the
oppressed. If oppressive conduct is proved, themtmority may also be offered shares
held by the majority to purchase. In this casevtilaation of the control premium becomes

necessary.

It is, therefore, vital to provide a procedure Yatuating shares. This may be provided that
the valuation will be conducted by experts in thedf with the mutual consent of the
parties or by an order of court in a case of desagrent. The SECP may be empowered to

grant valuators a licence and to maintain theolistuch valuators.

ii Cost of litigation in buyout offers

Another aspect of the buyout offer is the costitigdtion. Lord Hoffmann says that the
objective of a fair offer is to avoid the cost dfigation. He further says that if the
petitioner insists on the petition, after the regpent had made a fair buyout offer and the
decision by the court is also the fair offer, tlilea petitioner should not be paid the cost of
the litigation. Similarly, if the petitioner was imurry to file the petition, without giving
reasonable time to the respondent, in this casetheopetitioner should not be paid the
cost of litigation?®®

290" Neill (n 153).
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i Implications of fair buyout offers

As litigation takes too much of the court’s timedain most cases the outcome is a fair
offer, Lord Hoffmann discusses the consequencesfair offer. He says that the petition
should be struck down when a fair offer was madeth®y respondent and the court’s
decision is a fair offer. He further explains thia¢ petitioner will not be paid the cost of

litigation if he or she was in hurry to file thetjtien and court’s decision is a fair offéf’

One of the advantages of a fair buyout offer, dised by Lord Hoffmann, is that it avoids
unnecessary litigation which may save time and.@d$towever, the fair buyout offer has
implications for the minority shareholders. Firstifythe minority shareholders reject the
fair offer by the majority and insist on the petitj the court may dismiss the petition in
this case. They may lose the remedy that they wbale received without a fair buyout
offer from the majority’’? Secondly, this may give the majority shareholdefiee hand to
act unfairly. The majority shareholders may offeg minority a price that is otherwise fair
and the court strikes down the petition on thedata fair offer. The petition might not be
to exit from the company due to the successfuliass of the company, it might be to
discipline management or to obtain certain protectirom the majority shareholders.
Therefore, striking down the petition on a fair esffby the majority may not be a
favourable result for the minority shareholdersirdllg, there is no guideline to deal with
the cases where the majority does not make adigoli offer within a reasonable time. In
this case, in order to strike down the petitiontloa basis of a fair offer, the fair offer must
also include the cost of the litigatiéff Fourthly, depriving the petitioner of the cost of
litigation if a fair buyout offer was made may belplematic for the petitioner. It is quite
possible that a petition by the minority may bertend the ways in which the company is
being run by the majority and to avoid future unfaiejudice. However, the petitioner may
arrive at a conclusion that it is better to quié tbompany instead of disciplining the
management. Therefore, denying the cost of litigatto the petitioners, on the
presumption that a fair buyout offer was made, matybe justified.

270 i
Ibid.
2L A, J. Boyle Minority Shareholders’ Remedié2™ edn, Cambridge University Press, Cambridge 2004)
107.
272 Kershaw (n 91) 635.
?*|bid 635.
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4B.6.4.2.6 Oppression, mismanagement and the creali

The creditors can also apply for a remedy agaipptassion and mismanagement by the
controller, provided that their interest in the gmny is not less than 20% of the paid-up
capital of the company under s. 290 of the Ordieanthe creditors, however, have
another remedy under s. 295 of the Ordinance. Teditors who have an interest
equivalent to an amount not less than 60% of thd-pa capital of the company may
apply to the SECP* to seek relief from the mismanagement of the campahe
commission may appoint an administrator to manhgeaffairs of the comparfy> The
administrator works until the objective has beeached. The commission may permit the
company to appoint directors if it is satisfiedtttize purpose has been achie?&dThe
section provides certain instances of mismanagenp which the creditors can apply to
the Commission for mismanagement of the companyagpdintment of the administrator.

These include the following:

(i)  The affairs or business of the company are or Hmeen conducted or managed in
a manner likely to be prejudicial to the interedt the company, members or
creditors;

(i) If the director or any officer of the company isiltyu of breach of trust,
malfeasance or other misconduct towards the compaeynbers or creditors;

(i) The affairs of the company are or have been coedust managed with the intent
to defraud members or creditors;

(iv) The affairs of the company have been so conductethoaged as to deprive the
members thereof of a reasonable return;

(v)  An industrial project or unit to be set up or belimg to the company has not been
completed;

(vi) The accumulated losses of the company exceed 6@%paid-up capitaf’’

It is interesting to note that the members areatiotved, under the Ordinance, to apply to
the commission if they have been deprived of aomasle return on their investment, as a
result of mismanagement. The section further erplaihat the members shall be
considered to have been deprived of reasonablenrétuhaving regard to enterprises

similarly placed, the company is unable to pay oesinot declare any or an adequate

2’4 The SECP is the apex regulator in the corporatese Pakistan.

2’5 3ee s. 295 of the Ordinance.

2% gee s. 295 (6) of the Ordinance.

2"See s. 295 (1) (a) to (f) of the Ordinance; Nyane237) 182.
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dividend for a period of three consecutive ye&td.he members, in this case, have to wait
for action by the creditors for the remedy againeh-payment of a dividend. The
important question is why a creditor should apmy fon-payment of a dividend to the
members as the non-payment does not affect thetane@ddversely. In fact, this may be
rather beneficial for them because the non-paymkatdividend enhances the value of the
company and protects the interests of the crediidrs suggests that there will hardly be
an instance where the creditors will apply for masimgement under this clause. Therefore,
the members should also be given rights to applynismanagement if they do not receive

a reasonable return on their investment.

Similarly, many other instances of mismanagemeat #ffect members fall under the
jurisdiction of the creditors. The members affectsdmismanagement do not have the
right to apply for the appointment of an adminigiraSo, again, the minority interests are
subject to action by the creditors. Therefore,dhsra need to give powers to the members
to apply against mismanagement in circumstance®ctaify members directly.
Mismanagement that affects a company or all the lpeesnof the company may be
included in the statutory derivative action. Thaestimportant point is the threshold for
the creditors to apply for mismanagement whichois high. The creditors’ threshold

should be reduced in order to safeguard theirester

In the context of the UK, the statutory unfair picdige remedy can be sought as a member
only and not as a creditor. The reason why theittnesdare not protected under the unfair
prejudice remedy is the concept of unfair prejudatiached to membership rights. The
remedy under the unfair prejudice conduct is abélgua members only. The reason is
the incomplete contractual nature of the relatibmembers with the company. However,
the nature of the contract with the creditors isptete in all respects. They can negotiate
the terms of their contract; they can, thereforetgrt themselves by different techniques
which include, but are not limited to, disclosuineough different periodical reports, right
of reorganization and liquidation, and a governameechanism. In the governance
mechanism, the creditors may have the right to ip@onominee director by virtue of the
contract with the company or may also limit the rpayt of dividends. These may be the
main reasons why the creditors were not protectedkeiuthe unfair prejudice remedy.
However, some references can be found, under tmenom law, where the remedy other
thanqua member was provided to the petitioner. Lord Hoffiman thePhillips case says

2’8 See explanation to s. 295 (1) (c) of the Ordinance
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that the requirement that prejudice must be sufferedaamember should not be too
narrowly or technically construéd’® Moreover, in recent years, the common law courts
have taken quite a flexible view in granting thdaimremedy and have extended the same
to the creditors. Lord Scott of Foscote said tha¢ng a petitioner was involved in different
capacities such as a member and a creditor, suitioper may be given a remedy in his or
her non-member capacif§® This is the Jersey unfair remedy which is simitathe UK
remedy®! to the extent that the remedy may be sought fegrcthan ajuamember. As the
member of the company was also a creditor in thsecthe court extended the unfair
remedy to the creditor in his dual capacity. Nawelgss, the remedy was extendpth

creditor.

In the UK creditors do not have access to the rgnueder unfair prejudice conduct. They
can invoke s. 9987 of the Companies Act, 2006 or ss. Zf2ind 214% of the Insolvency

Act, 1986 (IA) to protect their rights. S. 993 stdemanding, as it requires proving fraud
in the criminal meaning. As the penalty is severethe form of imprisonment, the

requirement of evidence will also be strict. Theref the chances are slim that the
creditors will invoke the remedy under s. 993 dudhte strict requirement related to the
evidence. However, ss. 213-14 of the IA that ptoteeditors’ rights are less demanding
than s. 993 of the Companies Act, 2006. As therenly a financial penalty, under

ss. 2013-14, the requirement of evidence is nat@st as in a criminal offence under
s. 993. If creditors fail under ss. 213-14 of tAe practically, they will not succeed under
s. 993 as this section is more demanding than GE3-24 of the IA. The question is
whether the creditors should wait for the insolwen€ the company to obtain a remedy
under the IA. Most of the time the winding up ist reo favourable option for all the

stakeholders, therefore, the courts and the ldgrglatry to solve the issue without
liquidating the company. As the winding up is & le&sort, therefore, the unfair prejudice
remedy may solve the problem with ease and witgourtg for winding up. As the demand
for a remedy, at first instance, under s. 993 may pooblematic due to the strict
requirements of the evidence, this may not proademedy of the kind that is possible

under unfair prejudice.

29 O'Neill v Phillips[1999] 1 WLR 1092 at 1105.
28 Gamlestaden Fastigheter AB v Baltic Partners{607] UKPC 26.
8L Kershaw (n 91) 628.
82 5ee s. 993 of the Companies Act, 2006 deals watidilent trading.
23 35ee s. 213 of the IA deals with fraudulent trading
435ee s. 214 of the 1A deals with wrongful trading.
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4B.6.4.2.7 Non-payment of dividends and oppressigenduct

Investment by the small shareholders in public camgs is based on their expectation of
being paid a dividend. They are not interestedartigpating in the management or have
concerns about the other affairs of the companye ®ther possible return on their
investment is capital gain. To earn money throughdale and purchase of shares is not a
simple way to share in the profit. In underdevetbpgarkets special expertise is required
to earn money through the sale and purchase oéshkr an inefficient market, a sudden
and frequent fluctuation may harm, in most of tlases, small shareholders. Although,
according to the Modigliani—Miller theorem, non-pagnt of dividends does not cost the
shareholders much as this may increase the shéme 2 However, this theorem is
dependent upon the presence of an efficient matkePakistan the stock market is
inefficient, volatile and controlled by powerfuldikers. On a number of occasions the
small shareholders in the stock market had to sdifie to manipulation by these brokers.
Therefore, the focus of small shareholders is dtingea dividend as a return on their
investment rather than focusing on capital gainweler, it is normal phenomenon in
Pakistan that the companies do not pay a dividermhy a smaller dividend compared to
their earnings. The reason for such conduct isctmrol of the families over the listed
companies. They focus on empire building, whiclowad them to accommodate their
family members, relatives and friends in key posi$i rather than focus on the payment of
dividends. Their interests are focused on the piNeenefit of control rather than cash-
flow payments through dividends. A basic source eafrning for the controlling
shareholders is the pay and privileges they recbiwéanging on to their management

positions?®°

In this context, it is therefore suggested that-papment or low rate of dividend, for
specific continuous periods, may be considered eggive conduct, when the companies
are in a better financial position and are eargogd profits. These companies should give
solid reasons for the non-payment of dividends a@efance against oppressive conduct.
This can be useful in the Pakistani environmenirager the company law the dividend is
to be declared by the directors and the sharetwldave to giveex post factapproval

only. They can decrease a dividend but cannot eeh@nFurthermore, the minority and

28 Franko Modigliani and Merton H. Miller, ‘DividenBolicy, Growth and the Valuatiton of Shares’ (1961)
34 The Journal of Businesd11-433 and Franko Modigliani and Merton H. MijJléFhe Cost of Capital,
Corporation Finance and the Theory of Investmeifi58) 48The American Economic Revi@§1-297.
288 Khan (n 60) 223-4.
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small shareholders do not have enough sharesltemnde and lobby against non-payment
or a lesser payment of dividend in a general mgefiherefore, the discretion to declare a
dividend on the part of the directors may not kbgpoad idea in the context of the family-
controlled market in Pakistan. The idea of non-paymof a dividend as oppressive
conduct may be introduced through company lawtdeasst, through the code of corporate
governancé®’ This may encourage rather than force companiegtide in favour of the
payment of a dividend whenever there is a possitoli providing cash-flow rights to the

minority shareholders due to the better financadipon of the company.

4B.6.5 Just and equitable winding up in the UK

4B.6.5.1 Nature and scope of the remedy

The just and equitable winding up of a company iesidual remed§?® The just and
equitable winding up and unfair prejudice remedyiaterrelated in the sense that both are
an alternative to each other. The unfair prejudiemedy has been developed as an
alternative to winding up, and just and equitabiedmng up is sought as an alternative to
unfair prejudice. The principles such as bond os$ttrand good faith established for just
and equitable winding up are often considered applied to the unfair prejudice
remedy?®® The scope of the just and equitable winding up esn established by the
courts over a period. The basis was the breakddwiheonecessary bond of trust, co-
operation and good faith between the partnerseptrtnership. These principles are also
applied in companies that are quasi-partnership pemies’® Small, private limited
companies operate like partnerships where the @hiperand the management are not
separated. In such types of companies, the refatetween the members are not limited
to articles of association but may also be basedother things such as legitimate
expectations” and equitable considerations. Consider a hypaietkamplé® of a small
private company where there are four members whb kalds a 25% shareholding and is
also a director. Suppose the only way of gettingfiprs the remuneration as a director

without payment of a dividend. There may be two sgocase situations. First, they are

87 The Code of Corporate Governance is applicablisted companies.
B gee s. 125 (2) (b) the IA.
289 pettet, Lowry and Reisberg (n 165) 254.
2% Eprahimi v Westbourne Galleries LH973] AC 360 (HL) per Lord Wilberforce.
291 Jeffrey G. Maclntosh, ‘Minority Shareholder RigisCanada and England: 1860-1987’ (1989) 27 (3)
Osgoode Hall law Journad36-40.
22 This is a version of the example given by Pettetyry and Reisberg (n 165) 255.
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divided into two groups with two members in eachugr. This may create a deadI|&tk
and difficulty in running the company. Second, whtree dismiss the fourth member
from the directorship, the dismissed director witit get any remuneration after being
removed from the directorship and therefore no iprdthe capital of such removed
director will be locked. It will be difficult for sch director to sell his or her shares to a
third party as the shares of private companiesiaréraded on the market. However, there
may also be some restrictions on the transfer afeshin private companié%. If such
director receives the consent of the board of thrscfor selling shares, then it is quite
possible that no one will give a reasonable pridas is a breakdown in the legitimate

expectation and mutual trust, the proper way quherefore, to wind up the company.

4B.6.5.2 Implications

The just and equitable winding up is not an ativactemedy as compared to the unfair
prejudice remedy as far as the financial aspectseotompany are concerned. In winding
up all parties, including the petitioner and reggemts, may suffer. In unfair prejudice the
company remains a going concern with damages heand) to the affected party but in
winding up what is left are only the assets of tbenpany. After liquidation, it is quite
possible that everyone gets less than their dueeshas the shares normally do not
represent the true proportion of assets of the emypSecondly, as a director one may
lose continuous profits in the form of dividend remuneration while the company is a
going concern. Thirdly, if the business of the campis based on profits from its know-
how and personal contacts then winding up may retan attractive remedy’
Nevertheless, this is a minority protection in #emse that it provides a bargaining chip to
control the corporate powers of the controlling rehalders, which can otherwise be

destructive for the minority shareholdé?s.

2% Re Yenidje Tobacco Compafip16) 2 Ch 426 per Lord Cozens Hardy MR.
% 1n some jurisdictions such as Pakistan, the tearsffshares in private companies is restrictethby
articles unless approved by the board of directors.
29 pettet, Lowry and Reisberg (n 165) 255.
2% Kershaw (n 91) 609-15.
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4B.6.5.3 Grounds for just and equitable winding up

In the Ebrahimi case, Lord Wilberforce said that it was neithersiiel®@ nor desirable to
define the circumstances in which a just and ehlétaemedy could be giveR®’ This
depended upon the circumstances of each case. ldoweg discussed some of the
grounds in théebrahimicase. In this case there were three members ioctm@any who
had a mutual understanding that they would all ibectbrs with remuneration as profit
without declaration of dividends. Two members, where father and son, removed
Ebrahimi from the directorship. Therefore, he leetmuneration as a director and,
consequently, received nothing against his investnide was left with no option except
to go for just and equitable winding up. Lord Wittmece said that a company that was
formed on the basis of a relationship, mutual aerice, on the understanding that
everyone would participate in the management armbs®@ restrictions on the transfer of
interest was like a partnership. Therefore, thegypies of partnership such as ‘probity’,
‘good faith’ and ‘mutual confidence’ would applyeHurther said that although removal
from the directorship was their legal right, theuig consideration went beyond legal
rights and there were, therefore, valid groundgiust and equitable winding up.

4B.6.5.4 Role of unfairness

An important question with reference to just anditdple winding up is whether there is a
need to show unfairness on the part of the defdad@ne view is that one must show
unfairness on the part of defendants in order tainka just and equitable remedy. In the
Re Guidezonease the judge denied winding up on the basisthieaact of the majority
was not a breach of good fafttf. The other view is that when a company is estabtisin
mutual trust and confidence, and once that trustcamfidence are broken, then there is no
need to show unfairness. In tligbrahimi case the winding up was ordered on the
breakdown of mutual trust and confidence. As iha$ possible to show unfairness every
time, therefore, it is enough if it is shown to thatisfaction of the court that trust and

confidence, on which the company was formed, hakér down. This provides wide

297 Eprahimi(n 289) per Lord Wilberforce.
2% Re Guidezone Ltf2000] 2 BCLC 321.
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discretion to the courts, which can provide reli@hout showing unfairness on the part of

the responderft’

4B.6.5.5 Requirement of clean hands

The unfair prejudice remedy, and just and equitabileding up are alternatives to each
other but both can be differentiated on the bakiegal rights and equitable rights. The
unfair prejudice remedy is a legal remedy, themsfadris not necessary to come with clean
hands®® However, just and equitable winding up is an explé remedy, therefore the
petitioner, as per the principles of equity, shottdne with clean hands; in other words, a
petitioner can ask for an unfair prejudice remedgases of contributory harm, otherwise

winding up in cases of breaches of trust and cenfid.

4B.6.5.6 The unfair prejudice remedy and just and guitable winding up

The unfair prejudice remedy was to provide an a#tr to the winding up of a company
because winding up may be unattractive and costlyafnumber of reasons, which are
discussed abov&" The winding up remedy is a residual remedy, irepthords, the just
and equitable winding up is a last resort and dther remedy is available, then the court
will not go for winding up. A problematic situatiomay be where a petitioner fails in
obtaining the unfair prejudice remedy, and intetodBle just and equitable remedy. In the
Re Guidezonease the petitioner, after failing to obtain timéair prejudice remedy asked
the court to convert the petition for unfair prapedto just and equitable winding up. The
court refused the application on the grounds tiidhé conduct by the majority relied on
by s. 459 was not unfair for the purposes of s.i#186uld not found a case for a winding-
up order on just and equitable grounds: the windimgjurisdiction was not wider than s.
459 jurisdiction since a winding-up order was, dswere, the death sentence for a

company; 3%

299 Acton Stephen, ‘Just and Equitable Winding up: Shange Case of the Disapproving Jurisdiction’
(2001) 22 (5 Company Lawyet34-7; Conway Mark, ‘Minority Shareholder Protectiand the Rule in
Foss vHarbottle Increasing a Foss About Nothing in Companiessary Slapper (ed;ompanies in the
1990s(Cavendish, London 1995) 17-8; Poole Jill and Risbeauline, ‘Shareholder Remedies-Efficient
Litigation and the Unfair prejudice Remedy (199%e Journal of Business &bV .
%0 Re London School of Electronics I[i®86] Ch 211.
%l see text to n 294-4.
392 ReGuidezondn 298).
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In other words, the court said that the jurisdictaf the court under winding up on a just
and equitable ground was no wider than jurisdictionler the unfair prejudice remedy.
The decision may be problematic for a petitionerthie sense that failure in unfair
prejudice may put up a barrier to the just and tatple winding up. The 1A, 1986 provides
that winding up is a residual remetf§.The winding up remedy can only be sought when
there is no other remedy available. If any partgggor winding up, then the court may
direct him or her to proceed first with seeking theair prejudice remedy. If a petitioner
fails in unfair prejudice, then, according to tRe Guidezone&ase, this will debar the
petitioner from proceeding with winding up on atjasd equitable ground. Therefore,
proceeding first with an application for an unfpnejudice remedy is risky because this
may shut the doors to winding up on just and efletgrounds. In fact, the court had
closed the door, to some extent, for the remedyiofding up on just and equitable
grounds. The decision &e Guidezoneés overturned by the Court of Appeal Re Neath
Rugby The court expressed doubts on the correctnesiseoflecision of Parker J iRe

Guidezonease™*

Therefore, it may be concluded that the remedy undéir prejudice may be sought for
infringement of legal rights. However, the remedyer just and equitable winding up
may also be pursued in the instances where theaehbikeak down in mutual trust and
confidence®® Therefore, the jurisdiction of the court undertjasd equitable winding up

will be much broader than the unfair prejudice rdyi8° Therefore, a person may be
allowed to pursue the remedy in addition to, olien of, the unfair prejudice remedy. A
person may be allowed to claim damages for unfeejuplice conduct and if there is a
breakdown in relations, mutual trust and confidearel be allowed to pursue the winding
up remedy’”’

333,125 (2) (b) of the Insolvency Act, 1986 bass ¢burts from proceeding with winding up on jusd an
equitable grounds when the court are of the opittiahanother remedy is available.
304 Erederick Geraint Hawkes v Simone Francesca Cudtitigheal Cuddy, Neath Rugby Limited, Neath-
Swansea Ospreys Limit¢2009] EWCA Civ 291 at para 106-7
395 Eprahimi(n 289) per Lord Wilberforce.
3% Boyle (n 271) 93-4.
397 Stephen (n 299) 139.
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4B.6.5.7 Just and equitable winding up in Pakistan

Company law provides courts with the power to ottierwinding up of a company on just
and equitable grounds. Just and equitable windmgs provided as an alternate remedy.
The law gives the court the power to refuse windipgf other remedies are available and
the petitioner is pursuing winding up unnecessaffyAs private companies are formed
and operated like partnerships, the principlesiséalution of partnerships also apply in
the winding up of private companies if the appastnicture of the company is not the real
structure and on piercing the veil it is revealbdttin reality it is a partnershiff® So,
private companies may be wound up on just and &gjeitgrounds in circumstances that
are considered valid for dissolution of partnerstspch as exclusion of a member from the
management, the existence of a deadlock and ladomfidence in the manageméttt.
However, this is not an exhaustive list. It is heitpossible nor desirable to enumerate all
circumstances in which the winding up on just agditable grounds may be made by the

court>!?

4B.6.5.7.1 Oppressive remedy and winding up in Padtian

The oppressive remedy, and just and equitable windp are independent and alternative
to each other. However, iABIL v EBM the High Court said thathe remedy under
oppressive conduct or mismanagement can only bghsdithe affairs of the company are
conducted in a manner oppressive to the membershatdacts justify winding up but at
the same time making such winding up order woulditip prejudice such members?
The court said that remedy under oppressive conctugtd be pursued only under those
circumstances that led to winding up; in other vgorthe jurisdiction of the court in
oppressive remedy was not different from windingampjust and equitable grounds. In
these circumstances a party who failed to secureppnessive remedy will also fail in
winding up. The decision limited the scope of teeedy on just and equitable grounds.

The winding up can be effective only when it hawider scope than the remedy under

%8 gee ss. 305 (h) and 314 (2) of the Ordinance.
399 adli Prasad Jaiswal v The Karnal Distillery Co.d, fPLD 1965 SC (Pakistan) 22¥essrs Nangina
Films Ltd v Usman Hussain and Othet987 CLC 2263 (Pakistan).
3101 adli Prasad(n 295) 221; IgbaRlam and another v Messrs Plasticrafters (Pvt) &idl 4 others1991
CLC 589 (Pakistan).
311 Re: Kruddson limitedPLD 1972 Karachi (Pakistan) 376.
312 Associated Biscuité 214).
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oppressive conduct. A party who failed to acquireppressive remedy may be allowed to
proceed for just and equitable winding up as arkstrt.

The other aspect of just and equitable winding siphiat the oppressive remedy is too
demanding in Pakistan and it may not be feasibléhfe minority shareholders to pursue.
Therefore, they may be left with no other option tauask for just and equitable winding

up. Winding up is not an attractive remedy it iBerefore, necessary to make the
oppressive remedy feasible for minority sharehaderthat the winding-up remedy would

only be pursued as a last resort.

4B.7 Conclusion

The aim of this chapter was to discuss the appbicaof the convergence theory in
Pakistan. The objective was to explore techniquesmprove the investor protection
mechanism, especially the minority shareholderthéncontext of Pakistan. The focus of
this chapter was on minority protection that in@sigore-emptive rights, cumulative voting
rights, the conflict of interest of the fiduciarjeterivative action, unfair prejudice remedy,
and winding up on just and equitable principles.

The investor protection mechanism in Pakistan iskwdhe corporate law of Pakistan

provides some minority rights but most of the intpot rights are still missing. The

majority of the rights that have been provided weensferred in the corporate law of

Pakistan due to colonization. At the same time, esamportant minority rights that are

provided in the corporate law of Pakistan are ioifht, out-dated and need restructuring
or improvement. In order to improve the investastection mechanism, there is a need to
improve minority shareholders’ rights through refist The theory of convergence may
help to improve these rights. International norrmegeeially those of the United Kingdom

may be standards for reforms in minority protectioechanism in Pakistan. Corporate law
of Pakistan may possibly converge to internatiomams in order to improve investor

protection.

The extent to which the convergence in minorityhtsgmay take place depends upon the
possibility and effectiveness of convergence irs¢heghts in Pakistan. On the basis of the
degree of possibility and effectiveness of conviecgein minority rights in Pakistan, the
same may be divided into three forms: strong, netéesind weak convergence.
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Strong Convergence

Convergence can be regarded as strong where ibgt hkely to occur. For instance,
convergence in the unfair prejudice remedy and gt equitable winding up is most
likely due to the nature and development of theseedies. The reason is that both these
remedies were transferred into the corporate laRakistan due to colonisation. These are
more or less old versions of the remedies provieethe corporate law of the United
Kingdom. Also, families and the state may not iteseforms in the unfair prejudice
remedy as this remedy in the context of Pakistanbsasought both by the majority and
minority. This is primarily due to the presence different shareholding structures in
Pakistan. Such situations may occur in the follgaircumstances: (1) it may occur when
the minority shareholders have shares with enhamotdg powers and (2) it may also
occur when minority shareholders have the powecdotrol the management under a
shareholder agreement. In these situations, arplutes in a general meeting may be
controlled by such minority. Therefore, the remedygainst oppression and
mismanagement may be sought by any investor iroéispeof the fact that such investor is
a minority or a majority. It all depends upon wlamtrols the management.

As far as just and equitable winding up is concerrie was also transferred into the
corporate law of Pakistan from the United Kingddmotgh colonisation. However, the
problem with this remedy is that the courts in B&a has intermingled it with the unfair
prejudice remedy. The other problem is that themmfrejudice remedy in Pakistan is too
demanding and may not be feasible for the minafigreholders to pursue. Therefore,
they may be left with no other option but to askjtst and equitable winding up. Winding
up is not an attractive remedy; therefore, it i€assary to make the unfair prejudice
remedy feasible for minority shareholders so tha temedy could only be pursued as a

last resort.

Therefore, as a result of historical linkage thisr@a strong possibility of convergence in
these rights to the UK system of corporate goverean

Moderate Convergence

Convergence can be regarded as moderate wherkkelisbut there are chances that the

path dependent forces may possibly resist refoifres. instance, convergence in pre-
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emption rights, CVS and the derivative action appeaoderate. Pre-emption rights and
CVS are provided in the corporate law of Pakistemere is only need to improve these
rights. Pre-emptive rights are provided as a defaig in the company law of Pakistan and
companies can exclude these rights by specialugsol The threat of dilution of minority
shareholders exists if pre-emptive rights are methias a default rule. As families, the state
and interest groups have leverage to issue shatbesulv pre-emptive rights to increase

their shareholding, therefore, there are chancasliey may resist reform in this direction.

The second minority protection mechanism is the CVise CVS is a mechanism that
enhances the powers of the minority and reducepdier of the majority shareholders.
The system is a mandatory provision in the comdamyof Pakistan but it is not being
implemented in its spirit even by the listed companThe other problem is the presence
of one share, one vote as a default rule. Compaaiesssue shares with enhanced voting
rights and may thereby frustrate the potential benef CVS. In order to obtain the
potential benefits of the CVS, one share, one sbtaild be made a mandatory provision.
However, the possibility exists that the path dejee forces may possibly resist reform to
this right as this will limit their leverage to igs shares with enhanced voting rights and

thereby control the company with less shareholding.

On the other hand, the derivative action is notviged in the company law but it is
recognised by the courts in Pakistan, being a comlam country. Many developed and
developing jurisdictions, including the UK, provittee remedy through commercial codes.
The Companies Act, 2006 has effectively excludedcttimmon law derivative action. This
codification has not only combined together scatteaind variable common law sources
related to the derivative action, but has also nedaambiguities in certain areas. As the
corporate sector in Pakistan is concentrated, fesnilold the majority of shareholding and
appoint directors from their family, relatives arpons in whom they have confidence. In
this scenario, it is not expected that they wilhgrany action against directors for breach
of duty. It is also difficult for the minority shalnolders to pass a resolution in general
meetings and to get a remedy. Minority shareholdarsapproach the court for a remedy
through common law derivative suits but this mayhsblematic for them. Firstly, foreign
common law decisions can only have persuasive &tith&econdly, the common law is
scattered and it may be problematic for courtsiterpret this scattered law. Thirdly, there
iIs a recent trend to bring derivative suits intatstory forms in order to remove

uncertainty in these suits because of the scatt@eunon law. Convergence to introduce
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derivative suits in statutory form is also evid@ntregional jurisdictions. It is, therefore,
advisable that a derivative action be introducedaigtatutory form. This will help the
courts to provide minority shareholders with remasdand protection. Once again the
problem with this remedy is that the path dependentes and interest groups may
possibly resist reforms as there are chances h®aitinority may get some power of
accountability which may restrict the discretiongrgwers of the families and interest

groups.

Weak Convergence

In a similar fashion, the possibility of convergenaill be weak where it is less likely in
the present circumstances. For instance, conveegencontrolling the conflict of interest
of the fiduciaries - related party transactionsctdoe of corporate opportunities and

fiduciary duties of the controlling shareholderppaars weak.

Firstly, the scope of related party transactiongmged in Pakistan. The law includes only
those transactions within the meaning of relatedyp@ansactions in which a director or
officer has some interest. This does not includdrotling shareholders, relatives, business
associates and friends of controlling shareholdéns. majority shareholders may use their
position to approve any transaction from the doesctin which they have a personal
interest. Family-owned enterprises in Pakistan haterlocking directorship and cross-
shareholding; therefore, it is not difficult forethmajority shareholders in such companies
to get approval from the board. This provides theith an opportunity to abuse their
majority power through the board. It is necessaremhance the scope of related party
transactions because majority shareholders mayedoam such prohibition.

Secondly, the approval mechanism of the relatety pa@msaction is problematic as it vests
powers in the board of directors. There is a glaokeald of extending the nature, scope and
approval mechanism of related party transactionanydeveloped and developing
jurisdictions have introduced a legal framework this regard to provide minority
protection. Related party transactions can be oblatr effectively in Pakistan when the
scope and approval mechanism is changed accordiriget new trend prevalent in the
world. The determination of price, considerationl approval of related party transactions
from the board may not solve the purpose of migigibtection. In Pakistan the corporate

sector is concentrated where the directors are altyfamily members, relatives or close
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friends. The directors are under the direct infeeeiof the controlling shareholders and
may be biased in favour of their colleague directbnerefore, asking the board to
consider, determine and approve related party ddiosis may not provide minority
protection. The approval mechanism requires redenstion. This may include
transactions exceeding certain thresholds to beoap@d by the shareholders at general
meetings. All related party transactions may besm®red and approved by the board of
directors but once the transaction exceeds a nedpecified limit, then it may be

forwarded to a general meeting for consideratichapproval.

Similarly, when the transaction is referred to aegal meeting for consideration and
approval, then the issue will be the approval meigma at shareholders’ meetings. The
interested director or dominant shareholder mayjntelved in and help to approve such
transaction. As discussed above, it is possiblettigaconflicted director or the controlling
shareholder may be influential enough to pursueratiembers to avoid raising his or her
voice against the transaction or voting againshgrensaction. It is appropriate to exclude
a related party from participating in that parttbé meeting of shareholders which is to
consider, discuss and approve related party trénsac This may give shareholders an
opportunity to raise an independent view abouttiheantages and disadvantages of related
party transactions, and to vote on the resolutiothe context of Pakistan, as the corporate
culture is not used to this type of restrictiond anthorization process, it is appropriate, in
the first instance, to introduce such provisionpliapble to listed companies through the
code. Once they have been implemented successdully accepted by the business

community, they may be extended to all types of ganies through company law.

Thirdly, the doctrine of corporate opportunity hast developed in Pakistan. The concept
is important for a concentrated ownership jurigdictsuch as Pakistan. The controlling
shareholders act in a dual character: as sharesolled as directors. The majority
shareholders dominate the corporate boards. Tleetdis may be involved in diverting
corporate opportunity for their personal benefittha cost of the company and its minority
shareholders. Another recent trend in the develagedl developing jurisdictions is to
codify the common law. The codified law can presantlear picture of rights and
obligations. Therefore, there is a need to codiky directors’ duties and mechanism of

authorization of conflict of interest of the fidadies in Pakistan.
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Fourthly, as the majority shareholders dominate tueporate boards, controlling
shareholders may get authorization for conflicirdgérest from the board. Similarly, the
controlling shareholders also control the generakting even in listed companies. They
may act opportunistically in their own interesttla cost of the company and its minority
shareholders. Therefore, the nature of the corp@attor in Pakistan suggests extending
the fiduciary duties to the controlling shareho&dén order to control the conflict of
interest against the interest of the company anthihority shareholders. In order to avoid
excessive litigation, the controlling shareholdevdl have the same defences of the
business judgment rule and judicial test of faisnagailable to the directors for breach of

fiduciary duties.

However, the problem is that reforms in these reesedvill definitely challenge
unchecked discretionary powers of families, pahbins and interest groups. These path
dependent forces and interest groups might hawngtresistance to reforms in these

rights. Therefore, convergence in these rightess likely.

To avoid resistance from path dependent forcestisea need to reform the system in a
piecemeal, systematic and through a pragmatic approTherefore, in the context of
Pakistan, as the corporate culture is not usedisotype of restrictions and authorization
process, it would be appropriate, in the first anse, to introduce such provisions
applicable to listed companies through the codeeeQhese are implemented successfully
and accepted by the business community, they maxtemded to all types of companies

through the company law.
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CHAPTER FIVE: ENFORCEMENT IN RELATION TO CORPORATE
GOVERNANCE IN PAKISTAN

51 Introduction

The previous chapter (Chapter Four) was limitedthte application of the theory of
convergence in relation to the agency problem aedights of minority shareholders in
Pakistan. Chapter Five discusses the applicatidheotheory with respect to enforcement
in corporate governance in Pakistan. The concepdffetctive enforcement rather than
merely the provision of the law in books is not nievtheory* Scholars of corporate law
have been discussing the issue for quite a long.timthe new world scenario, this has
become more relevant than it was before. The eafoent of laws is very important in an
era of globalization and competitomhere cross-border investment has increased. This
phenomenon highlights the importance not only fmmdstic investors, but also to attract

foreign investors.

This chapter discusses two issues with referencehé enforcement of corporate
governance in Pakistan. The first is the role @& tourts in corporate governance in
Pakistan. The general courts are the main souncéhé enforcement of rights. These
courts have failed to resolve corporate disputesebforcing the corporate laws in
Pakistan. Therefore, there is a need to enhangediwal capacity to do so.

Enforcement may also come through other means ianégct, these alternatives are
embedded in the system. The capital market playsffantive role in enforcing corporate
laws. Therefore, the second issue to be considerdtie role of the market in the
enforcement mechanism. The market in Pakistan dfatie implement rules and
regulations. Some initiatives were undertaken leyrdgulator and the state but they could
not produce optimum results due to the vested estsrof those who did not welcome
even limited reform. Therefore, there is a needeform the market keeping in mind the

prevailing circumstances of the country.

The focus of this chapter is on applicability, pbsisy and effectiveness of convergence

in enhancing the enforcement mechanism in Pakistahe light of global trends, and

! Roscoe Pound, ‘Law in Books and Law in Action’ {09 44American Law Revied2.
2 Luca Enriques, ‘Do Corporate Law Judges Matterth&dvidence from Milan’ (20023 European
Business Organization Law Revi&d2.
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particularly in countries that have similar socialtural, economic and political
conditions. However, the main focus will remain the British corporate governance
system as the Pakistani system was borrowed frataimrits former colonial power. In
particular, the focus will be on the form of conyemce that may help to improve

enforcement mechanisms in Pakistan.

5.2 Enforcement issues in corporate governance

In recent years globalization and competition hak@ught about the trend in corporate
governance to converge. The transplantation oidareorporate governance features has
remained a main phenomenon. In this process thee hmountries tried to adapt these
features according to their circumstances but akwadorcement mechanism did not
produce optimum results. LLSV have discussed irailéhe protection of investors,
especially minority shareholder, and described thas the main reason for the
development of the market and good corporate geween They further emphasized the
fact that the enforcement mechanism can be effectily when there are good laivEhe
focus of LLSV was on the provision of the rightstbé investors. The ‘law in books’ is,
therefore, important in the first phase of reforewen if there is a weak enforcement
mechanism; for instance, EU accession in centrdleastern European countries suggests
that features of foreign corporate governance dap @t least a positive role on reform
agendas and in their implementatfoim. the second phase the law in action can be edsur
by enhancing institutional capaciyTherefore, host jurisdictions must improve their
enforcement mechanism in order to make the trantsgddaws more effective. The mere
provision of good laws in books cannot substitueakv enforcement mechanisms; for
example, transitional economies transplanted law$ fadvanced jurisdictions, including
the US, but weak enforcement mechanisms allowed etkgropriation of minority
shareholders. The transplantation of ‘law in bookghout ‘law in action’ from more
developed jurisdictions may be counterproductivieer&fore, for an effective system of
corporate governance, rights must be protectedeaforced; in other words, both good
laws and an effective enforcement mechanism congiiémach other. In the absence of

3 LLSV, ‘Legal Determinants of External Finance’ @ LIl (3) The Journal of Financ&131-50; LLSV,
‘Law and Finance’ (1998) 106 (8purnal of Political Economy113-55.
* Erik Berglof and Stijn Claessens, ‘Enforcement @uiporate Governance’ (2004) World Bank Policy
Research Working Paper 3409, p 41, available at
<http://papers.ssrn.com/sol3/papers.cfm?abstradb 26286 &download=yes> Accessed 20.12.2013.
® Robert Cooter, ‘Expressive Law and Economics’ )97 Journal of Legal Studie585.
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good laws, enforcement will not be successful @edyersely, in the presence of a weak

enforcement mechanism mere good laws cannot priotesstors’

Reforms in enforcement mechanisms have been ormgbeda of both developed and
developing countries in the recent past. Develapmhtries had taken the initiative long
before developing countries; in fact, enforcementembedded in the system that
developed over time. Developed jurisdictions haveng) enforcement mechanisms due to
their ability to enforce the rights provided in ithiaws; in other words, the ability of the
system to enforce laws is directly proportionalctampliance with the regulations that
provide the right$, for example, the US has the powerful Securitied &xchange
Commission (SEC) to provide investors with protatilt has a strong judicial system
and a developed market that enforces the rightaged in the laws. In the UK supporting
institutions such as the stock market, institutionaestors,laissez-faire professionals
and a developed judicial system have provided @efft investor protection, which has
developed the system of corporate governdnitke problem of enforcement is more
severe in developing countries than in developeohicées. The problem does not lie with
the ‘law in books’ but with the ‘law in action’ ideveloping countrie¥ Many developing
countries have laws that are transplanted througbafization, colonization or other
financial interests. Despite this transition of gdaws, enforcement remained a core issue
in these countries. Systems of enforcement hawe l&en reformed in developing and
emerging economies; for example, India has takemesonitiative to reform its
enforcement mechanism. It recently proposed nevsl&gn in Parliament with many
important proposals regarding enforcement on iendg. It has introduced quasi-judicial

authority to enhance the enforcement mechanisimeiicorporate sector.

In Pakistan there have been some reforms duringp#éisé three decades. International
financial institutions were involved in forcing trstate to reform its corporate sector.
These institutions provided a series of loans ogbvernment with a reform agenda as a
condition of a loan. They also set internationahgtrds as an ideal for reforms in order to
enhance the enforcement mechanism in Pakistan.rdfioem agenda started with the

® Katharina Pistor, Martin Raiser and Stanislaw &elfLaw and Finance in Transition Economies’ (2000
8 (2) Economics of TransitioB56.
" R. Kraakmaret al, The Anatomy of Corporate Law: A Comparative and dfiomal Approach(Oxford
University Press, Oxford 2004) 219-20.
® Brian R. Cheffins, ‘Law, Economics and the UK’ssfym of Corporate Governance: Lessons from
History’ (2001) 71Journal of Corporate Law Studi&$-9.
° Berglof and Claessens (n 4) 1-3.
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enhancement of the regulator’'s capacity in corgolat. The establishment of the SECP
through the Securities and Exchange Commissiona&fskan Act, 1997 (the SECP Act,
1997) was the first step on this agenda. The SE@&ersome laws and amended existing
laws, rules and regulations to provide investorth wights and to safeguard them. Formal
and functional convergence was dominant in thefmeagendas by introducing new

and altering existing laws, rules and regulations.

Many SOEs were privatized and the state disinvestede of its shareholding to the
general public. This phenomenon stimulated famwWyred enterprises to disinvest some
of their shareholdings to the general public. Theferms caused a boom in the stock
market but the market crashed in March 2005 andlsdispersed shareholders lost their
life savings. The regulator and stock market faitedavoid the market crash and,
subsequently, also failed to identify and puniste tbulprits. Stock brokers had
manipulated the market and derived undue advarfrage their positiont’ Pakistan’s
weak enforcement mechanism failed and the inefftgedicial system could not provide

affectees with a remedy

According to LLSV, as Pakistan is a common law ¢oynts enforcement mechanism
should be better than in civil law countriésTheoretically, this may be true, but in reality
the situation is different. The Pakistani judiggbktem lags behind that in many developed
civil law countries. In Pakistan some shareholdeights are provided in the corporate
law.*> However, minority rights are good on paper ofilyThe lack of enforcement
mechanism is a basic issue in the context of Rakisthe problem is also severe due to
lack of judicial capacity to enforce these righteefficiency, corruption, judicial cost and
extra-ordinary delays are the main problems fatmegjudiciary. The regulator is also not
efficient enough to ensure these rights. Most @fécat the SECP are not efficient, and
lack knowledge about, and expertise in, the cotporsector* Other supporting

institutions such as the stock markets, financiatiiutions and institutional investors are

19|, A. Khawaja and A. Mian, ‘Unchecked Intermedéai Price manipulation in an Emerging Stock
Market' (2005) 78ournal of Financial Economic303-41.
YLLSV (n 11) 1131-50.
12 Attiya Y. Yavid and Robina Igbal, ‘Corporate Gomence in Pakistan: Corporate Valuation, Ownership
and Financing’ (2010) Pakistan Institute of Devetgmt Economics Working Paper Series 2010:57, p 10.
13 Ali Cheema, Faisal Bari and Osama Siddique, ‘CarfgoGovernance in Pakistan: Issues of Ownership,
Control and the Law’ in F. Sobhan and W. Wernes)ddComparative Analysis of Corporate Governance
in South Asia: Charting a Road Map for BangladéBhngladesh Enterprise Institute, Dhaka 2003).
14 Jaweria Ather, ‘Ensuring Capacity, Integrity andcAuntability of Regulators and Supervisior” gsian
Roundtable on Corporate Governance, Organised iy Seoul 2004)
<http://www.oecd.org/document/34/0,3746,en_264939783962850 1 1 1 37439,00.html> Accessed
03.09.2013.
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also not performing. Corruption, nepotism, feudaliand inefficiency are inherent in the

system and the regulator, judiciary and other sttpppinstitutions are not exemptéd.

5.3 The role of the judiciary in corporate govername

In companies decision-making is based on the deatiogorinciple of majority rule, that
is, the majority vote. However, it is quite possithat some members may benefit through
illegal means or by using their dominant powerhat¢ost of the minority. These acts may
sometimes be legal and within their mandates keiothitput may be the expropriation of
minority shareholders, which is illegal. Many instas can be quoted for this purpose.
Firstly, using voting powers to make decisions vehobjective is to squeeze out or dilute
minority shareholders’ voting right. Secondly, ugitheir dominant position to appoint
directors or other executives whose objective igite incentives and privileges to family
members. Thirdly, entering into contracts with othiens or private companies in which
the dominant shareholders have more interestspime $avourable terms. The question of
what is legal and what are legal means is notgittimrward, and is always left to the
courts to decide.

An enhanced role for courts can be viewed agahestbackdrop of the development of
fiduciary duty. The way in which fiduciary duty hdsveloped in common law countries
highlights the importance of the judiciary. Fidugialuty was created for trustees who
were not entrepreneurs. The objective of fiduciduyy was to avoid the wastage of trust
assets in the hands of trustees. To achieve tiestoke, the trustees were prevented from
acting in their own personal interest at the cdsthe beneficiaries. Fiduciary duty
requires selflessness and a duty of loyalty onptre of the trustees. When the company
form was modernized, the courts extended the sambe af loyalty to the directors.
Fiduciary duty was not actually developed for conips, it was developed by the courts
in common law countries. This phenomenon highlightsimportance of the role of the
courts in corporate governance. Some countries (wbfied fiduciary duties; for
example, the UK has introduced fiduciary duty ie tGompanies Act, 2006. Although
fiduciary duties have been codified, there may &easgvhich the courts would have to fill.

In Pakistan fiduciary duty is not codified and ttwuntry still relies on scattered common

!> Sikander A. Shah, ‘Mergers and the Rights of MiyoBhareholders in Pakistan’ (2008)entre for
Management and Economics Research (CMBRYking Paper Series No. 04-31, Lahore University
Management Sciences, Lahore, Pakistan.
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law. Therefore, the courts have to play an enhanckedin determining fiduciary duty in

Pakistan.

Another factor that highlights the importance of fhdiciary is the interpretational role of
the court. The dilemma of the legislature in pravidaccurate legislation enhances the
role of the judiciary in corporate governance. Ef@re, the inability of the legislature to
foresee all possible future problems enhances jthiicial role!® The courts are to
interpret the statutes where the statutes aret gilela particular point of law or where the
language of the statutes is not clear. This ingtgional role of the courts highlights the

importance of the courts in corporate governance.

The main advantage of common law countries is tiait judges have the discretion to
decide matters even in those areas in which thehasvnot provided a solution to a
specific problem, that is, they have the discretmfill in the gaps in the laws. This role
of the courts is significant for two reasons: (Lhighlights the influential role of the

courts in common law countries and (2) the coudegisions have a direct impact on
further decisions. These decisions become precedéith is a source of law in common
law countries. These precedents are binding onrlmweearts, and persuasive for equal
courts and for foreign courts. The domestic coumrtsommon law jurisdictions can benefit
from the decisions of foreign courts. The capaoityudges to interpret those decisions
and apply them to their own conditions may be potatic in the context of an inefficient
judicial system. The problem may be more severenvempplying specialized laws such as
corporate laws. The courts in Pakistan are ingfiitl and lack expertise in corporate and
commercial matters. They intentionally keep theedass vague due to lack of expertise in
legal and analytical reasoning, and writing sKiflsThe weak and inefficient judicial

system in Pakistan is the main problem when it ®taeenforcement, which is one of the
reasons for the weak corporate governance systesna &urdle in attracting foreign and

domestic investment.

16 Jonathan R. Macey, ‘Courts and Corporations: A @emt on Coffee’ (1989) 8€olumbia Law Review
1698-9.
" Wagar A. Ghani and Junaid Ashraf, ‘Corporate Goaece, Business Group Affiliation, and Firm
Performance: Descriptive Evidence from Pakista®0&) Centre of Management and Economic Research
Working Paper Series 05-35, Lahore University ofnsigement Sciences, p 19; The World Bank, ‘Report
on the Observation of Standards and Codes (ROS€jo€de Governance’ (2005) Corporate Governance
Country Assessment of Pakistan June 2005, p 4.
8 Shah (n 15) 16.
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54 Judicial structure in Pakistan
5.4.1 Regular court structure in Pakistan

Pakistan is a common law country and a former &ritiolony. Its judicial system evolved
through various stages starting with the Hindu &omg, and moving to Muslim rule, the
British colonial administration and post-indepentkedevelopments. The judicial system
that has developed throughout the centuries isoflead by foreign transplantation,
Islamic norms, as well as local norms and conditfdrThe latest version of the judicial
structure is enshrined in the Constitution of tekarhic Republic of Pakistan, 197%3.
Under the constitution, the Supreme Court of Pakiss the highest appellant forum for
civil and criminal matters in the whole of Pakistdrhe Supreme Court has one main
sitting at Islamabad, the capital of Pakistan, aneé registry in each of the four provinces,
including Lahore (Punjab), Karachi (Sindh), Peshafhyber Pakhtwoonkha) and
Quetta (Baluchistan). The Supreme Court has ofligiungsdiction in intergovernmental
dispute$' and enforcement of fundamental rigfftdt has appellate jurisdiction in both
civil and criminal matteré® It also has advisory jurisdiction in respect ofigg opinions

to the government on questions of law referred hy ithe President of Pakist&h.

In addition, there is the Shariat Appellant Bentlthe Supreme Court whose function is
to deal with and hear appeals on matters decidethdyrederal Shariat Court (FS€).
The objective of the FSC is to decide whether ot aoy law is repugnant to the
injunctions of Islanf® The FSC has appellate and revision jurisdicfiboser criminal

matters relating to Hudood la.

19 Faqir Hussain (Registrar of the Supreme Courtakig?an), ‘Judicial System of Pakistan’ (2011) &kl
at the Supreme Court of Pakistan’s website at ghitgww.supremecourt.gov.pk/web/page.asp?id=594 >
Accessed 20.12.2013.
2 part VI, articles 175-212, the Constitution ofethslamic Republic of Pakistan 1973; See also
Annexure Il. (Judicial Structure in Pakistan).
2L Art. 184(1) of the Constitution of the Islamic Regtic of Pakistan 1973 (the Constitution, 1973).
22 Art. 184(3) of the Constitution, 1973.
23 Art. 185 of the Constitution, 1973.
24 Art. 186 of the Constitution, 1973.
%% Art. 203F of the Constitution, 1973.
% Injunction of Islam means the rules in accordanite the Holy Qur'an or Sunnah(‘Practice’) of Prophet
Muhammad (peace be upon him).
> Art. 203G of the Constitution, 1973.
%8 ‘Hudood laws’ relates to those offences for whibted punishment has been prescribed by the Holy
Qur'an and Sunnah These offences includeina and zina bil jabr (‘sexual intercourse’ and ‘rape’
respectively)gazaf(‘false accusation’ ofina (sexual intercourse)jariqga and haraabah(‘offence against
property’: ‘theft’ and ‘robbery’ respectively) andtoxication (consumption of alcohol). These offences are
punishable under theudoodlaws in Pakistan.
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In each of the four provinces and Islamabad cafstaitory there is a High Codttwhich
has a principal seat in each of the provincial tedpiand may also consist of such benches
at such places as the Governor may determine cadiviee of Cabinet and in consultation
with the Chief Justice of the respective High CsEftfThe High Court exercises original
jurisdiction in the enforcement of fundamental tigticoncurrent with the SCJ,and
appellate jurisdiction in matters decided by théasdinate courts acting as civil and
criminal courts. The High Court supervises and mistall courts subordinate to’ft,and
hears appeals against decisions of the District@egbions courts, including Additional
District and Session courtd There are also civif and criminal court§ comprising civil
judges and judicial magistrates to hear matteratingl to civil and criminal offences
respectively. They work under the supervision dtriit and session judges and the
respective High Court.

5.4.2 Administrative courts in Pakistan

The Government of Pakistan establishes special toand tribunals under the
Constitution of the Islamic Republic of Pakistan deal with different administrative
matters of a civil and criminal natuf®. The Federal and respective provincial
governments have established special courts, @ibuand ombudsmen for different
objectives through statutdsThe executive has established special courtajrals and
ombudsmen in those areas that are technical inenakhese fields require judges to have
special knowledge and experience to understance tiessies. The competency of the
judges, appointed through general criteria, to latitese issues is doubtful. That is why
the executive attempts to appoint special judgespiecialized courts to handle cases

involving technicalities.

29 Art. 198 of the Constitution, 1973.
%0 Art. 198 (4) of the Constitution, 1973.
3L Art. 199 (2) of the Constitution, 1973.
%2 Art. 203 of the Constitution, 1973.
% Hussain (n 19) 14.
% The West Pakistan Civil Court Ordinance, 1962.
% The Criminal Procedure Code, 1898.
% See Annexure Il (Administrative Courts’ StructinePakistan).
7 After the 18th amendment to the Constitution of tislamic Republic of Pakistan, the provincial
autonomy has been increased. The concurrent ksblan abolished and all matters that do not fiiimv
the federal list are to be dealt with by the proiah governments. The provincial governments cawo al
establish special courts and tribunals under differstatutes which fall within the jurisdiction tie
provincial governments. See Annexures IV and V fbe structure of the Federal and Provincial
Administrative Courts in Pakistan respectively).
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Cost-effective and speedy remedies may be anatlhson why administrative courts have
been established. This shows that the executivesatr satisfied with the lack of timely
disposal of cases by the general courts. The adtrative courts have their own
advantages as compared to general courts in dealihgcases. The administrative courts
are not required to go through technicalities @& ldw of evidence which is required for
cases in general courts. They can proceed witholfillihg the formalities of the
procedure that is inherent in general court prooedChis helps to dispose of cases in less
time. The cost of the cases in general courtswayd high. Litigants have to pay a court
fee, lawyer's fees and other incidental costs @& thses. Specialized courts are cost-

effective because there are fewer formalities @irthrocedures.

Another aspect of administrative courts is the app@echanism. The judges of
administrative courts see the complaints in thbtlof their technical expertise and then
give their independent decision at the trial stadee general courts look at the appellate

stage which may help to check the legal aspectscake.

5.4.3 Judicature in the context of corporate law irPakistan

The judicature for corporate matters is establistieder the Ordinance, the SECP Act,
1997 and the Constitution of the Islamic Repubfi®akistan, 1973. Aggrieved parties in
corporate matters may lodge a complaint or fileetitipn in two forums: (1) the SCEP
and (2) general courts. The basic forum for filemgomplaint is the SECP, which can
entertain complaints in two circumstances: (1) whbee SECP is mentioned as the proper
forum for lodging any complaint and (2) where thisra violation of any of the provisions
of the Ordinance and no forum is mentioned ang#malty for the violation is a fine only
without imprisonment. The second forum is a genemlrt in two circumstances: (1)
where the court is mentioned as the proper foruch @) where the penalty for any

violation includes imprisonment with or withoutiad®

5.4.3.1 Judicature within the SECP

The Ordinance provides that in cases where theltgesaa fine only, the officers of the

SECP have the jurisdiction to hear these casesndeype upon the scale of the fine. A

% See s. 476 (1) of the Companies Ordinance, 19@4@tdinance); See Annexure VI : Penalty struciure
the corporate law of Pakistan.
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revision application against the decisions of thsistant registrar, deputy registrar, joint
registrar and additional registrar can be filedht® Registrar of Companié%Similarly, a
revision application against the decision of astgr, authority and any officer authorized
by the SECP may be filed with the commissibhe commission has the power to revise
any decision of any officer of the SECP, and theiglen of the commission shall be
final.** Similarly, the commission and registrar have tlever to review any decision
made by them and such order shall be ftha@in aggrieved party may prefer an appeal to
the High Court instead of review, revision or apfisethe SECP?

5.4.3.2 Appellate benches in the SECP

The SECP may establish Appellate Benches authotiaedear an appeal within the
SECP* If any decision is made by the commission compgisine commissioner, then
the right of appeal is to the Appellate Bench cdsipg commissioners other than the
commissioner who had made the original decision.afipeal against an order of the

Appellate Bench shall be to the courts as perIPaftthe Ordinance within 60 days.
5.4.3.3 General judicature of corporate matters

Part Il of the Ordinance defines the judicaturecofporate matters. The Ordinance
delegates jurisdictions in corporate matters toHingh courts. The Chief Justice of the
respective High Court is authorized to order conypla@nches to hear cases concerning
corporate matters. The federal government may exdspower any civil court to hear the
cases within its jurisdiction. The appeal mechanisithe same for corporate matters as is
prescribed for general judicial hierarchy. An ap@aginst the decision of the civil court
and criminal courts shall be to a district court aession court respectively. An appeal
against the order of the district court or the CaidrSession shall be to the High Court,
and against the decision of the High Court to tbhpr&me Court. However, an appeal in
winding-up matters to the Supreme Court is regtdictn cases where the company being
wound up has share capital less than one millidasRai rupees or where the company

% See s. 477 (1) (a) of the Ordinance.
“0See s. 477 (1) (b) of the Ordinance.
“l See s. 484 (1) of the Ordinance.
“2See s. 484 (2) of the Ordinance.
“3See s. 485 (1) of the Ordinance.
“ See s. 33 (2) of the Securities and Exchange Cesioni of Pakistan Act 1997 (the SECP Act, 1997).
% See ss. 33-4 of the SECP Act, 1997.
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being wound up has no share capital, the appeéligiibnly when the Supreme Court

grants leave to appeé.

The Ordinance provides that cases that fall underQrdinance will be dealt with by the
courts under summary proceeding and will be dispadevithin 90 days. Adjournment of
cases may not be for more than 14 days at anyirmeeor more than 30 days in all, except
for sufficient cause’’ The spirit of the law is to dispose of corporattters expeditiously
but, as in practice, the courts do not follow thes®risions. Delay in disposing of cases is
a routine matter. Courts do not follow the mandataature of the provision and regard it
as being of only recommendatory nattftérhis shows the non-serious attitude of the
courts towards deciding these cases expeditiod$lg. other reason why cases are not
dealt with quickly may be the burden on the cowtisch makes it impossible for them to
decide the cases within the timeframe set by tltn@nce.

5.5 The judiciary and its problems in Pakistan

The judicial system of Pakistan has failed to pdevjustice to the people of Pakistan. The
rulers of the country have seriously compromisex dtature, independence and integrity
of the court® for a number of reasons. Pakistan became indeperide1947 but,
unfortunately, since independence more than haltthef political rule consisted of
dictatorships? In different periods dictatorial rulers tried tortrol the judiciary in order
to expand their dictatorial regimes. They issuedvRional Constitutional Orders to
control the judges of the apex courts. They sumaeshe superior judiciary to legitimize
their unconstitutional rules. They removed the pglgf the apex courts who posed a
threat to their unconstitutional political takeavemlhese efforts led to the destruction of

the judiciary as an institution.

“® See ss. 7-10 of the Ordinance; See also Annexlir€¥rporate judicature in Pakistan.
“"See s. 9 of the Ordinance.
“8 The corporate cases in Pakistan are normally depof beyond the statutory limits prescribed by th
Ordinance.
49 Living Armytage, ‘Pakistan’s Law and Justice Se®eform Experience-Some Lessons (2003) Centre for
Judicial Studies, paper read in 13th Commonweadtliv Conference in Melbourne on 14 April 2003
available at <http://www.educatingjudges.com/Hyjpdéd/PakistanADBProjectLessonsLearned.pdf>
Accessed 20.12.2013.
0 pakistan has witnessed four dictatorial rules esiimdependence in 1947. These include (1) from
7 October 1958 to 25 March 1969 imposed by Gengyab Khan, (2) the rule of General Yahya Khan
from 25 March 1969 to 20 December 1971, (3) the nfl General Muhammad Zia ul Haque from 5 July
1977 to 17 August 1988 and (4) the rule of GenBmlez Musharraf from 12 October 1999 to 18 August
2008. This period consists of more than 33 yeatsoba total of 66 years to date (December 2013Jesi
independence.
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Another problem with the judiciary in Pakistan iefficiency> The judicial procedure is
complicated, which causes monstrous backlogs wimduyn, cause delays in the disposal
of cases. Other reasons for these delays are dfiiciency of judges in handling cases,
and a shortage of judges, facilities and suppaiff. Delays are normal phenomena but
sometimes inordinate delays become unusual. Sosas caay take 5, 10 or even 20 years

to resolve, and other cases drag on from generttiganeration?

Some judicial reform has been undertaken but it been insufficient to dismantle the
status quoIn December 2001 the ADB allocated US$350 milliorder the ‘Access to
Justice Progrant® which focused on backlogs and reducing delaysriayeasing the
number of judges in the courts. The programme wa®ffiective as the judicial problems
of Pakistan may not be resolved by increasing timber of judges and the budget of the
judiciary> The corruption in society in general and in thdigiary in particular is the
main problem in providing justice to the massese Téform process failed to achieve its
objective. The Government of Pakistan could onfgafa change in policy because it had
to meet a condition of the loan. However, as fgpragress made with the implementation
of these policies is concerned, the same couldadchieved. Nevertheless, this was at

least a start with judicial reform.

The second major initiative in the judicial refoppnocess was the 2009 United States
Agency for International Development (USAID) progmae ‘Strengthening Justice with
Pakistan’ involving US$90 million. The objective thle programme was to strengthen the
judiciary with enhanced judicial efficiency, tramspncy, accessibility, independence and
accountability. The programme further extended uitslerlying goals which included
protection of private businesses and foreign invest®® The objective of this

programme was political in the fast-changing globavironment. The 9/11 incidents in

*1 Ghani and Ashraf (n 17) 19; The World Bank (n 47)
2 Armytage (n 49).
3 ADB Completion Report, ‘Pakistan: Access to Jesitogram’ (2009), p i, available at
<http://www.adb.org/sites/default/files/projdocsd@032023-01-pak-pcr.pdf > Accessed 03.09.2013.
** Osama Siddique, ‘Approaches to Legal and Judiédbrm in Pakistan: Post-Colonial Inertia and the
Paucity of Imagination in Times of Turmoil and Cgah(2011) Development Policy Research Centre
(DPRC) Working Paper 4, LUMS, Lahore, p 14, avddadt
<http://dprc.lums.edu.pk/components/com_publicattattachments/DPRC-WP4-Siddique.pdf. > Accessed
20.12.2013.
%5 USAID Program, ‘Strengthening Justice with Pakist2009), p 9, the copy of the document is avaéab
on the website of Federal Business Opportuniti€&Qdvernment, requiring from consultants the prafgos
for the programme in the form of a request for s (RFP), available at
<https://www.fbo.gov/index?s=opportunity&mode=forma&1a353d985a6979255fe8491f0d59c8b2&tab=c
ore&_cview=1> Accessed 03.09.2013.
*® |bid.
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the US and the ‘Talibanization’ in Pakistan were thain stimulants for these series of
reforms. Global powers, especially the governmdrthe US, believed that weak social
justice may lead to people’s support for the Talib@ho could establish their own
Islamic-based justice system in some parts of thentry. Mistrust of the judiciary may
lead people to look towards alternatives such aslgtamic legal system established by
the Talibart’ One of the reasons for Taliban support in somésrthe country may be
linked to the weak social and legal justice syst&#niPakistan. First of all, the Taliban
established a so-called Islamic social justiceesysto obtain the support of the people.
This phenomenon attracted suppressed and weakepemphem because they believed
that they would at least have access to legalcgistThe Taliban managed to attract
supporters in northern parts of the country. Aligilothe Taliban are no longer in power,
chances of such support in case of complete fadirthe judicial system in Pakistan
exist®® Though these reforms were based on the politici bf the state, this could have
a direct impact on the corporate sector as thisldvenhance judicial capacity which, in

turn, could help in enforcing corporate laws.

However, this programme also failed and was shelgedn indefinite period due to the
differences between the Government of Pakistan @BAID on its design and ambit.
However, it may be revived in future once thesdediinces have been resolv&drhe
failure on the part of the international organiaai and the government of Pakistan to
reform the judicial system of the country may |¢lael people to distrust the judiciary. The
lack of enforcement capacity on the part of thegiady is one of the main reasons for the
corruption in society which leads to unrest andpsupfor terrorist elements. This lack of
enforcement affects every sector of society, indgdcorporate law. The rights of the
shareholders, especially the minority shareholdams,worse in a weak judicial system.

The weak enforcement mechanism affects the whaeauy of the country.
5.5.1 Recent trends in the judiciary in Pakistan

The judiciary has been very active in recent yeaspecially after the activities of the
lawyers’ movement. The movement started after thgpension of the Chief Justice of
Pakistan (CJP) by the then dictator, Presidentd2eMusharraf, on 9 March 2007. The

thirteen-member bench of the Supreme Court of Rakigeinstated the CJP on

> |bid.
%8 |bid.
%9 Siddique (n 54) 14.
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20 July 2007. The dictator again suspended thea@dPother judges of superior courts by
declaring a state of emergency in the country &do@ember 2007. This act rejuvenated
the movement. Lawyers, civil society and politiparties protested against this act and
forced Musharraf to resign. The movement did nop sts the new civil government did
not restore the judges formally. The lawyers, cdatiety, political parties, media and the
nation put pressure on the state to reinstate fieddd the other judges dismissed by the
former dictator. On 16 March 2009 the Prime Ministé Pakistan issued an executive
order and the judges were reinstat®dhe restoration of the judges to the superior tsour
rejuvenated the hopes of the Pakistani people. hgect speedy and cost-effective
justice, literally on their doorstep, from the jaidiry. The lawyers’ movement revitalised
the judiciary which, in turn, injected judicial agém. Unfortunately, this was limited to
constitutional petitions anguo motoactions against acts of the state, the prime teinis
and the ministers. The judicial activism could bettransferred to the lower levels of the
judiciary. This phenomenon created unrest amonggimeral public. One renowned
columnist, Javed Chaudhry, wrote in a famous dadwspaper that ‘the Judges were
restored but justice is still suspend&dAt several public meetings Iftikhar Muhammad
Chaudhry, after his reinstatement as CJP, prontiseg@eople of Pakistan a reformed and
effective judicial system according to their aspimas®® The CJP promised effective
monitoring of the lower judiciar? and took some steps towards achieving the obgectiv
of providing speedy and cost-effective justice thog people. Unfortunately, these efforts
were insufficient to provide true justice. The Ganitted on a number of occasions that
corruption in the judiciary had to be eradicatédn the absence of speedy and cost-

effective justice, the recurrence of unrest amdregmasses loomed.

In 2009, after the recent judicial crisis, the oestl and revitalized judiciary of Pakistan
issued the National Judicial Policy (NJP). This weeslatest act by the Supreme Court of

Pakistan in reforming the country’s judicial systerihe NJP was revised in

% See the nationwide daily English newspapee Nationavailable at
<http://www.nation.com.pk/pakistan-news-newspapalyeenglish-online/islamabad/17-Mar-2009/Govt-
issues-natifications-for-judges-restoration> Acees83.09.2013.
®1 Javed Chaudhry’s column ‘Judges restored butciustill suspended’ in the nationwide daily Urdu
newspapeExpressdated 23.06.2011, available at
<http://express.com.pk/epaper/PoPupwindow.aspx1ewd 01270558&Issue=NP_LHE&Date=2011062
3> Accessed 18.01.2014.
%2 Siddique (n 54) 14.
%3 See the nationwide daily English newspapawn, dated 25.11.2011, available at
<http://dawn.com/2011/06/25/cj-wants-effective-ntoring-of-lower-judiciary/> Accessed 12.11.2013.
% See the nationwide daily English newspaplee Newslated 25.06.2011, available online at
<http://www.thenews.com.pk/Todays-News-13-6986-0ption-in-lower-courts-eroding-faith-of-litigants-
CJ> Accessed 03.09.2013.
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February 2011. The NJP focuses on the independehtiee judiciary, eradication of
corruption and the expeditious disposal of casethbycourts. The disposal of backlogs,
the speedy resolution of cases and a reductiorleys through the appointment of new
judges are the main short-term goals of the polieythe long term the focus is on the
provision of government funds; the framing of ami&aple, consistent and coherent policy
by the respective High Courts; the appointmentidigial officers on amd hocbasis until
they are duly appointment by the respective autilesrito avoid a shortage of judicial
officers; and the provision of essential paraph@nklowever, the NJP is defective in the
sense that it has not mentioned the nature andtyjoéjustice that it wished to deliver to
the people of Pakistan. The policy focuses excebson the disposal of cases and speedy
justice, which may compromise the quality of justidlo doubt, the reduction in delays is
an essential part of the justice system, as th@dianguotation ‘justice delayed is justice
denied’ speaks so eloquently to this phenomenarorigg quality and an overwhelming
focus on ‘speed’ may, therefore, be problem&tithe basic drawback is in the system
itself which is corrupt and inefficient. The whqlelicial system needs to be overhauled.
The present focus of the SC is not on the lowertsand that is why the judicial system
iIs not delivering. Reform of the judicial systemosld target the lower courts. The
elimination of corruption, the enhancement of jumliefficiency and the enforcement
mechanism are, thus, the major problems that neetiet addressed. An improved
enforcement mechanism can ensure people the pooteddt their rights enshrined in the
constitution. This can also protect investors, eslg minority shareholders, which can
improve corporate governance. There is thus a teeeeform the institutions that provide

the enforcement mechanism in corporate governamakistan.
5.6 Reform

Corporate governance is regarded in the same waga®mic and legal institutions that
can be reformed but it requires political supfbrtReforms are necessary for
underdeveloped jurisdiction such as Pakistan wherporate governance institutions are
weak and fail to protect investors. In order to amte the enforcement mechanism and

improve corporate governance, the system needs teformed. The state may reform the

% Siddique (n 54) 14.
% A. Shleifer and R. W. Vishny, ‘A Survey of CorpteaGovernance’ (1997) 52 (Zhe Journal of Finance
738.
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system for investor protection in general and nityasshareholders in particuléf. This
will enhance investor confidence, which may be fieia to the economy in general.
This reform should take place in three core ingtihs of corporate governance in the

context of Pakistan: (1) legislation, (2) the judig and (3) the market.

5.6.1 Legal reform

Pakistan is an underdeveloped country with comidotacumbersome and out-dated
statute$® Most of the laws are based on those dating badkeoBritish colonial era.
Company law, which is the core corporate law, iseldaon pre-independence company
law issued by the British rulers for their formedanies. Similarly, other corporate laws,
including securities laws and listing rules, arsoabut-dated. The regulator is slow in
reforming the statutes. Pakistan has made onlycompany law since its independence in
1947 and the same was based on the colonial compangf 1913. Other jurisdictions
revised their company laws rapidly and brought thetm the realm of modern needs and
requirements, for example, the UK introduced atstleseven new versions of, or
substantial amendments to, its company laws si®e&® Corporate laws in Pakistan
must be reformed to meet the changed circumstaaoels new needs. The SECP
established the Corporate Laws Review CommissionNavember 2005 to make
recommendations to amend the existing company lavo @raft new company law. It
published a concept paper for the development agdlation of the corporate sector.
However, the commission has failed to draft new gany law after almost eight years.
This slow process of reforming the law affects stweent from both domestic and foreign
investors. The dearth of research is a major probte Pakistan. Chapter Four (Parts A
and B) of this research is, therefore, an attermuggest possible legal reforms in the
corporate sector of Pakistan: holistic research wadertaken in analysing shareholder
rights and in suggesting improvement in the conté>Rakistan. The research can provide
the regulator, the legislature and policymakershwat guideline on how to improve
investors’ rights, especially that of minority sklaolders, in corporate law in order to

improve corporate governance in Pakistan.

" Why the state may proceed with reforms has bescudsed in Chapter Four, at 4B.5 (See text to in 37
Chapter Four, at 4B).
% Cheema, Bari and Siddique (n 13) 206.
% These new versions or substantial amendments made in 1948, 1967, 1976, 1980, 1985, 1989 and
2006 respectively.

213



Formal convergence will definitely dominate suclfiorms and investor rights will be
incorporated in the corporate law of Pakistan. fonal or contractual convergence can
be a precursor to formal convergence in some ofitkestor rights, which may be
incorporated through a code of corporate governamcerough incorporation into the
constitution of companies. Once these reforms fheetere and have been accepted by the

business community, they can be converted intdaimeal legal system.

However, the mere creation of laws does not sdieeproblem. Those laws and rules are
best that can be enforced. Legal convergence ectefé only when there is a sound
enforcement mechanism in place, otherwise any mefotay be counterproductivé.
Therefore, a reformed judiciary and capital madeet needed to enhance the enforcement

mechanism.
5.6.2  Judicial reform

To attract external finance, outside investors r@etection against expropriation of their
funds. Investor protection may be provided by therts, government agencies and other
market participantst The judiciary is considered to be the main actorpioviding
investor protection. There may be fewer burdenshenjudiciary if other institutions are
strong enough to provide this kind of protectioheTegulator, stock exchanges, financial
institutions, institutional investors and professb experts may support to improve the
corporate governance and enforcement mechanismev&weven if other supporting
institutions are made strong, the importance ofikéiary cannot be ruled out. The legal
aspects and interpretation of the law require tthe of the judiciary. Therefore, reforming
the system but ignoring the judiciary may not yigdd desired results.

However, reforming the judiciary may not be an etsk. It may be difficult, lengthy,
and require the support of politicians and othéerist group$? Political and economic
constraints can hurt reform efforts and improvemanthe enforcement regime due to
vested interest€ Business and politics are intermingled; the irger®f business tycoons
and the politicians are connected. A further oblstéw reform may be opposition from

entrenched economic interests, including those li@sniwho hold and control the

"0 pistor, Raiser and Gelfer (n 6) 356.
" LLSV, ‘Investor Protection and Corporate Goverr&r{2000) 58Journal of Financial Economic24.
2 Leora F. Klapper and Inessa Love, ‘Corporate Guaece, Investor Protection, and Firm Performance in
Emerging Markets’ (2004) 1iournal of Corporate Financé23.
3 Berglof and Claessens (n 4) 37-40.
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corporate sector in most of the countries in theldy@and who are politically powerful as
well. Therefore, reform is only possible if opposition teuch reform is
circumventedPakistan started reforming its judiciary in 2002eTADB provided a loan
of $350 million under ‘Access to Justice Programrire’2001 to reform the judicial
system of Pakistaft. The programme failed to achieve its objective. Theus of the
reforms was on speedy disposal of cases and nanbancing the efficiency in the
judicial system. The programme was started onlylfd the condition of loar'® Another
reform process started in 2009 with the help of UIBBut this programme also failed due
to political differences between the governmenPakistan and USAID’ Therefore, the

reforms were not sufficient to dismantle gtatus quo

In history, there have been different factors thave inhibited reforms of the judicial
system in Pakistan due to their vested interestthd context of Pakistan, dictators have
been a basic hurdle in reforming the judiciary tlgio the connivance of political forces.
In Pakistan more than half of the political regincesisist of dictatorship. These dictators
used the judiciary to expand their unconstitutionagime. They issued provisional
constitutional orders to control the political apdlicial institutions. They removed the
judges whom they considered as a threat for theiomstitutional takeovers. These trends
compromised the independence of the judiciary. THe&ly not allow reforms in the
judiciary as a reformed and independent judiciagyrbe a threat for unconstitutional
takeovers. These acts destroyed the judiciary asstitution. This led the judiciary to be

inefficient and a corrupt institution.

In addition to this, families, state and interesggdups have been another hurdle in
reforming judiciary. As discussed in Chapter Twamiflies and the state control the
corporate sector in Pakistan. They expropriate ntineshareholders and the firms.
Therefore, they resist reforms whose objectiveoisiniprove investor protection and
enhance enforcement mechanism as prevailing citaumoss favour them. They resisted
initiatives to reforms in Pakistan whose objectivas to improve investor protection. A

LLSV (n 71) 24.
> Matthieu Chemin, ‘The Impact of the Judiciary ortrépreneurship: Evaluation of Pakistan's “Access to
Justice Programme™ (2008) 9®urnal of Public Economict14.
® Osama Siddique, ‘Approaches to Legal and Judiédbrm in Pakistan: Post-Colonial Inertia and the
Paucity of Imagination in Times of Turmoil and Cgah(2011) Development Policy Research Centre
(DPRC) Working Paper 4, LUMS, Lahore, p 14, avddadt
<http://www.academia.edu/1115703/Approaches_to lLega Judicial Reform_in_Pakistan_Post_Coloni
al_Inertia_and_the_Paucity_of Imagination_in_TineésTurmoil_and_Change_Working_Paper_Two_ >
Accessed 20.05.2014.
" bid.
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reformed judiciary may limit their prospects of eapriation; therefore, they oppose
reform agendas with connivance of the politicacés. The powerful families are either
involved in politics themselves or finance majotifocal parties to obtain undue favours
from the government. These families are, therefpodtically influential to get political

favours.

Although, IFIs have been involved in reforming fliciary through a series of loans
with condition of reforming the judiciary, theirfefts failed due to political differences
between the Government and the 1fi1ghe apparent objective of these hurdles by the
government is to preserve tetatus quoas a reformed judiciary may be a threat for the
politicians for their corruption. Pakistan has beamked high in corruption by the
Transparency International (Tl) for many precedyegrs. It also ranks public offices in
Pakistan with regard to level of corruption in thdsstitutions. It has ranked Police,
Public Officials and Civil Servants, Political FHag and Parliament as most corrupt
institutions in Pakistan in its report published?id3’°Therefore, their interest is to keep
status quaand to obstruct reforms in the judiciary. An indedent and reformed judiciary
may be problematic for corrupt public office holstetherefore, they do not allow the
judiciary to be reformed. This phenomenon did niddwa reforms in the judiciary.
Therefore, there is a need to circumvent opposiiom these vested interest groups in

order to reform the judiciary and to improve théoecement mechanism in Pakistan.

Klapper and Love suggest an alternative to thecjatienforcement mechanisih.
According to them, one option may be to improvenflevel governance by adopting
charters with more disclosure and minority shar@éolrights, and adopting good
governance practices in a country. They argue fhats with a well-established
governance mechanism may not need recourse tdaajuehforcement mechanism. This
assumption of an alternative to a judicial enforeatnmechanism may not be a good
option as corporate conflict cannot be ruled outthiy mere presence of shareholders’
rights, disclosure and the adoption of good goweraapractices in the constitution of
companies. Because of the way in which corporatsides are made and firms are
operated, the possibility of conflict between tlaties will always exist. In the case of a
dispute, the parties may have recourse to a net@draim. Since well-established

governance systems have also witnessed corporatkécts) there is a need for a strong

8 See text to n 49-59 in Chapter Five.
" For this see Tl website available at <http://wwansparency.org/gch2013/country/?country=pakistan >
Accessed 20.05.2014.
8 Klapper and Love (n 72) 723.
216



judicial mechanism to enforce the available laws/d®e enforcement may be an effective
tool but it would depend upon public enforcem&n&irm-level governance can be
effective only when there is a well-establishedigiad or institutional mechanism of

enforcement. Firms have to rely on public enforceinne cases of conflict.

Another major problem with enforcement in corporgt®/ernance may be the judicial
infrastructure. The judges in general courts dohaee the necessary expertise and special
qualifications to deal with matters that are techhiin nature, such as company law,
accounting, finance, insider trading, mergers, &pns, takeovers, listing rules,
securities laws and other corporate laws. One wagvercome this obstacle is to train
them in these fields. The cost of this process ellvery high when weighed against the
potential benefits that the process may yield. Ay @ small portion of judges’ duties
concerns corporate matters, it is not advisablé rt@ney and effort be spent on such
training® Furthermore, this will be an uphill task. It istiee to have a separate,
specialized court that can deal exclusively witihpooate matters. This will enhance the
enforcement mechanism in corporate law. The meshargan work well when the
regulatory agencies are not dependent upon théidrzal judiciary. The judges of these
specialized courts can be trained for this purgmséhat they have a basic knowledge of
corporate finance, accounting and business admitim®® The role of general courts
will be limited and these courts should not intexfeinless there is a legal defect. This
legal defect can be removed by filing an appeabisefieneral courts.

The other aspect of the enforcement mechanisneidintk between fiduciary duties and
the enforcement mechanism. According to LLSV, comraw systems have better ‘law
in action’ than civil law countrie¥ The development of fiduciary duty in common law
countries is significant in ‘law in action’. The \wdopment of fiduciary duties in a
particular jurisdiction also depends upon the gbitif the courts to understand and to
interpret corporate laws in a given situation. Eidwy duty will be more developed in
jurisdictions where there is an efficient judicgstem or where there are specialized
courts that deal with corporate matters. For exanfguciary duties as law in action have

been developed and enforced more in the US thathigr major jurisdictions because of

81 Berglof and Claessens (n 4) 41-2.
8 John C. Coffee Jr, ‘Privatisation and Corporateénance: The Lessons from Securities Market Felilur
(1999) 25The Journal of Corporation La®9.
8 Enriques (n 2) 812.
8 Coffee Jr (n 82) 30.
8 LLSV, ‘Law and Finance’ (1998) 106 (8purnal of Political Econom§113-55.
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the operation of specialized courts and other sgfized institutions that encourage
investors to litigate in cases of wrongdoing. Thasgitutions also have the capacity to
enforce court decisiorf8This highlights the importance of specialized csufor

enhancing the enforcement mechanism.

In the corporate context, some reforms were unklentédy the government and the SECP
to enhance enforcement mechanism in Pakistan. Ef@em agenda started with

transferring powers to the regulator. The regulat@s also given some adjudicating
powers through the Act, 1997. Some of the powerthefcourt were transferred to the
SECP through amendments to the Ordinance at ditfstages. However, these were not

significant transfers of powers. The following paos/evere transferred to the SECP:

) In cases where the directors refuse to transfeeshthe proper forum to launch a
complaint was the couft’ This power has now been delegated to SEECP.

i) Companies are empowered to purchase their ownsshader certain conditions
and restriction§? In case of default, the power was with the coorptinish the
culprits. Now, this power is delegated to the SE@Rch may punish the
defaulting director or officer of the company.

iii) A company is required to file, with the registrayery mortgage and charges
over the assets of the compaflyThe power to rectify the register of such
mortgages and charges, where the default was uatimtel, inadvertent,
accidental or due to sufficient cause was with abert®™ This power has now
been transferred to the SEE&P.

iv) The securities law was amended to enhance theitifiof insider trading and
punishment for its violation. The punishment ofides trading was converted
from imprisonment and financial penalty to heawyaficial penalty only® The
objective was to divert power from the court to 8teCP.

As the weak enforcement mechanism may allow theogxjation of outside investors,

judicial reform is important for investor proteatio Restructuring the whole judicial

8 R. Kraakmaret al, (n 7) 219.
87 A. G. Chowdhry,Company Law in Pakistan (A Commentary on the Coiepa®rdinance, 1984)
(Reprint edition 2011-2012, Khyber Publishers, Lr@h2012) 91.
8 See s. 78A of the Ordinance.
8 See s. 95A of the Ordinance.
% See s. 121 the Ordinance.
%1 See s. 131 (1) of the Ordinance.
%2 The Companies (Amendment) Ordinance 2002.
% See ss. 15A to 15C of the Securities and Exch@ngmance 1969.
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system in Pakistan may not be an attractive op#ienfar as the corporate sector is
concerned due to the high cost involved in trairthngjudges compared to the ratio of the
cases that the judges have to decide. Therefae th a need to enhance judicial capacity
to enforce at least corporate matters without cimgnpe overall structure of the judiciary.
This can be done by establishing separate spesdalcourts to deal with corporate

matters.

The phenomenon of creating specialized courts, candétablishing agencies, quasi-
judicial authorities or tribunals in order to enhanenforcement capacity has already
started in a number of jurisdictions in A¥iand in other parts of the world. The Financial
Court in China, commercial courts in Malaysia, Eheancial Reporting Council in Hong
Kong, the Corporate Governance Office in the Ppihps Stock Exchange, the
Enforcement Division in Bursa Malaysia, and the A@Versight Boards in South Korea
and Malaysia are examples of enhancing enforcemmathanism separately or within
existing institutions> The ‘economic courts’ in Russid,labour courts’ in Germany
and the ‘tribunals’ in India dispose of matterspecialized fields. The Federal securities
law in the US also contemplates administrative touo enhance the enforcement

mechanisn®

The specialized courts may resolve the enforcemmesthanism or at least enhance
capacity to enforce corporate laws. India has pegdcestablishing tribunals to deal with
corporate matters in its new Company Law Bill, 20TRis practice has already been
introduced in Pakistan in different fields. The awlistrative courts, tribunals and the

ombudsmef? are involved in providing relief to the public ifferent areas, and are

° OECD (2011), Corporate Governance in Asia 201bgfess and Challenges, Corporate Governance,
OECD Publishing, available at
9<5http://browse.oecdbookshop.org/oecd/pdfs/prodﬁdﬂDlle.pdf > Accessed 22.08.2013.

Ibid.
% Karen Halverson, ‘Resolving Economic Disputes ins&a’s Market Economy’ (1996) 18lichigan
Journal of International Lavb9.
" Erhard Blankenburg, ‘Patterns of Legal Culturee Tetherlands Compared to Neighbouring Germany’
(1998) 46 (1)rhe American Journal of Comparative L23.
% Coffee Jr (n 82) 30.
% The Islamic Countries Society of Statistical Sces(ICSSS), Lahore, conducted a research stuitiednt
‘Citizen Report Card Study (CRCS) on the Federad Danbudsman (FTO) Pakistan’, which was published
by Transparency International Pakistan (TIP). Tihfermation is taken from the website of Federak Ta
Ombudsman, Government of Pakistan, available attp#fito.gov.pk/userfiles/TIP%20Report%20-
%20A%20Summary.pdf> Accessed 05.05.2013; The natien daily Urdu newspapethangreported on
05.12.2011 that the FTO was the most effective aatability office in the public sector; TIP mentighin
the Corruption Perceptions Index 2011 released dbegember 2011 that the FTO was the cleanest
institution in the public sector.

219



performing better than the judicialy’ Dealing with corporate matters requires expertise
and special knowledge, therefore, employing spistsatan avoid delay and expense. A
quasi-judicial authority along the lines of thatliia may be a better option with a right

of appeal to the High Court on legal aspects onlgrder to have a second, independent
and judicial opinion. A formal and functional comgence in establishing special courts

on the pattern of India and other countries mayolves the problem of judicial

enforcement of corporate matters.

56.3 Market reform

The other area of concern for effective enforcenaémights or law in action is the market
in Pakistan. The market is inefficief, and fails to sanction non-performing firms and
managers. A weak enforcement mechanism through enaidrces allows market
manipulation and expropriation of minority sharetess by dominant business groups. In
Pakistan market reform started with the establisttired a powerful regulator. The
establishment of the SECP was the first step omagenda’ However, failure on the
part of the market to enforce the investor protectmechanism and sanction non-

performing firms is the main concern about goodegnance in Pakistan.

5.6.3.1 Stock market reform

The state and regulator undertook some reformeénsthck market?® In the first phase
the central depository company (CDC) was formedther central handling of securities
under the Central Depositories Act, 1997 and thentt@e Depository Companies
(Establishment and Regulation) Rules, 1848n the second phase the decision was made
to demutualise the stock market by convertingairfra company limited by guarantee to a
company limited by shares and to enlist on thekstoarket for public trade. Under the

rules, the stock markets were required to be catjzad, demutualised and integrated by

1% TP has reported the Pakistani Judiciary as thettiomost corrupt institution after Taxation, Peland
Land Administration Departments in its ‘Nationalr@gption Perception Survey 2011’ available at
<http://www.transparency.org.pk/report/ncps2011&2€d 1.pdf> Accessed 05.09.2013; In its recent tepor
on ‘Global Corruption Barometer 2013’ Transparehwtgrnational (T1) said that Judiciary i& €orrupt
institution after Police, Public Officials and diBervants, Political Parties, Parliament/Legisiatand
Health in Pakistan. For this see Tl website avéslalb
<http://www.transparency.org/gcb2013/country/?coyrpakistan > Accessed 03.12.2013.
191 Ghani and Ashraf (n 17) 19.
192 5ee text to n 74-6 in Chapter Three.
193 There are three stock markets in Pakistan: thexdtarStock Exchange, Lahore Stock Exchange and
Islamabad Stock Exchange.
194 See text to n 85-7 in Chapter Three.
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the end of 31 December 2088.The legislative process is too slow in Pakistaat the
same has not yet been finalized. The Presidenakisfn approved the Stock Exchanges
(Corporatization, Demutualization and Integratiokgt on 7 May 2012. The Act set
another deadline for completion of the process épyt&nber 2012 but this is still pending.
In the third phase the rules for insider tradingavehanged. The definition afsider
trading was enhanced and clarified in the securities f&ilhe punishment for insider
trading was converted from imprisonment and finahgenalty to a heavy financial
penalty only. The objective of this change was tmvert criminal liability to civil
liability. As the nature of evidence in criminalses is stricter than in civil cases, trial
courts in criminal offences require from the pragem evidence beyond doubt, which
may not be feasible in most of the cases involéogporate offences and white-collar

crimes.

In a further step the SECP issued the Code of Catpdsovernance and made it part of
the listing regulations in 2002. This was a majogdixthrough in the efforts to achieve
good corporate governance. However, the businessncmity received it lukewarmly.
Many companies delisted in 2002 and in subsequears}’ They had originally listed to
derive certain benefits, which included tax incessi and fulfilling licensing requirements
for different businesses. Many companies do notwkhioe potential benefits of good
governance and, therefore, do not observe the tods true spirit. Some companies,
including multinationals, do observe the Code duesputational concerns. However, the

real problem was the implementation of the Codisitrue spirit:°®

These reforms were insufficient to develop the rabdnd improve corporate governance.
Therefore, there is a need to reform the marked imay that could improve corporate
governance. One option to reform the market mayhbephased implementation of the
rules, regulations and the Code. For this purptiee,stock market can be divided into
different segments, each with its own requirematgpending upon the nature of the
listing. This may circumvent resistance from theailees and interested groups.

1% gee s. 32E (1) of the Securities and Exchangen@nde, 1969.
1% The Securities and Exchange Ordinance, 1969.
197 See Figure 3.1 in Chapter Three.
198 See text to n 100 in Chapter Two.
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a. London Stock Exchange

The phenomenon of dividing the market into segmengdready in operation in different
parts of the world. The LSE is an important examplee LSE covers different segments
of the market. In the main market, companies cam lifferent types of listing: UK and
overseas companies, including the European Econéneia (EEA), may have premium
and standard listing, and GDRs on the officiali?tit all depends upon the choice of the
issuer and, subsequently, the different requirembate to be fulfilled according to the
nature of the listing™*°

There are two broad categories of listing on thenmaarket with premium and standard
listing. The premium listing is only for equity siea of trading companies, and closed and
open-ended investment entities, whereas standatrdgliincludes the issuance of shares,

depository receipts, debts and securitized devigatt*

[ Premium listing

Premium listingdoes not mean ‘first listing’ or ‘sole listing'ather, it means that
companies are required to meet the highest stasmdafrdegulation and disclosure in
Europe; in other words, they have to meet the WOkl standards — described as ‘super-
equivalent requirements’ that are over and abogédinective-minimum**? requirements.
Companies that have premium listing on the mainketaare potentially eligible for the
FTSE UK Index Series, one of the most recognizettiénworld, which includes the well-
known FTSE 100 IndeX:®

1% The FSA has now become two separate regulatohpties with effect from 1 April 2013: the
Financial Conduct Authority (FCA) and the Prudelnfagulation Authority (PRA). The FCA regulates the
financial services industry in the UK. Its aim dsgrotect consumers, ensure that the industry resvsable,
and to promote healthy competition between findrsgavices providers. The PRA is part of the Bahk o
England, and is responsible for the prudential laggn and supervision of banks, building societ@sdit
unions, insurers and major investment firms. I$ stdndards and supervises financial institutionisea
level of the individual firm. See websites at <hftpww.fsa.gov.uk/ >; <http://www.fca.org.uk/>; and
<http://www.bankofengland.co.uk/pra/Pages/defagjixa Accessed 03.08.2013; See also Annexure-VIlI
for structure of listing regime in the UK.
10 Financial Services Authority, ‘A Review of the Stture of the Listing Regime’, (Discussion Papefl)8
(January 2008), London, p 11.
See London Stock Exchange (LSE) website at <hit#.londonstockexchange.com/companies-and-
advisors/main-market/companies/primary-and-secaonlilsting/listing-categories.htm> Accessed
05.09.2013.
112 These are minimum requirements for the Europeaatiilies.
13| SE (n 111).
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The companies that have premium listing are redutce comply with the following

requirements:

ii)

A three-year revenue earning record, an indeperaledit within six month from

the date of the prospectus and an unqualified wgrkcapital statement
(Chapter 6y

The prior approval of shareholders before the détmn of their listing by the

FCA (Chapter 5)

Compliance with six listing principles introduced R005 with emphasis on
directors’ responsibility, an adequate system,gntg towards investors, timely
communication, equality of treatment of sharehadmrd dealing co-operatively
with the FCA (Chapter 7)

The appointment of a sponsor to advise on key actimns (Chapter 8)

After premium listing the company remains subjextcbntinued obligations

which include the following:

a. Provision of notifications to the FCA and marketab changes in the
company (Chapter 9)

b. Provision in the annual report and financial staets regarding
compliance with the UK Code of Corporate Governg@isapter 9)

c. Information relating to directors’ remuneration time annual report and
financial statements (Chapter 9)

d. Application of pre-emption rights for UK companiesless dis-applied in
accordance with ss. 570-1 of the Companies Act6ZQbhapter 9)

e. Prior approval of shareholders regarding the disbas acquisition of
businesses or assets which reach certain thres{@@hdpter 10)

f. Prior approval of shareholders for related padysactions (Chapter 11)

g. Observance of buyback of shares rules (Chaptef'12).

Standard listing

A standard listing on the LSE does not necessanban a company’s second listing,

rather, it signifies that the company has chosemé&®t EU harmonized standards as

124 The chapter number refers to the relevant chaytée listing rules.
M5 ESA (n 110) 21-3.
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opposed to the UK super-equivalent standards redjdor a premium listing. Overseas
companies seeking standard listing were requirdtat@ a primary listing in their home
jurisdictions until July 2005 but this condition shanow been waived. Before
6 October 2009 standard listings were allowed awlyequity securities of overseas
companies but now UK companies are also given piero of standard listing.

Companies with a standard listing have to meet‘divective-minimum’ standard-

Also effective from 6 April, 2010, the standardtiihg and GDR are required to comply
with the EU Company Reporting Directive which regsi among other things, that a
corporate governance statement be provided, artdtitbamain features of the internal
control and risk management systems be desctidthe following are the requirements

for a company with a standard listing:

The requirements for standard listing stem from Brespectus and Disclosure and
Transparency Rules (DTRs). The principal additigmalvisions relating to listing rules

are as follows:

1. The company must satisfy the Consolidated Admissard Reporting Directives
(CARD)"'® requirements
2. All circulars, notices, reports and resolutions mbe published through the

Regulatory Information Services (Rf$)in the UK

Some concessions were made to overseas compatie®gard to premium and standard
listing. Overseas companies with a premium listigre not required to ‘comply or
explain’ the UK Code of Corporate Governance anafer pre-emption right¥* The
overseas companies were only required to disclogleir annual reports and financial
statements that they were complying with the cafmrgovernance regime in their

country of incorporation and also to disclose t@atvxtent this was different from the UK

"01hid 11.
17 FSA website, available at <http://www.fsa.gov.w@gps/Doing/UKLA/pdfllisting_regime_fags.pdf>
Accessed 12.11.2013.
18 This deals with the admission of securities aic@f listing on a stock exchange and the informatio
be published for those securities.
9 The companies who are subject to Disclosure arahsparency Rules require disseminating the
information throughRIS. For this purpose, the FCA provides a list ¢ Rnd a company can choose any
one of them.
120ESA (n 110) 23.
2! 1bid 39.
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code!® However, effective from 6 April 2010, the overseasnpanies with premium
listing are now required to ‘comply or explain’ théK codé?® and to offer pre-emptive
rights*?* However, effective from 6 June 2011, overseaseissare exempted from the
requirement of pre-emptive rights subject to thadition that the shareholders have
allowed dis-application of pre-emptive rights equent to the authority given under
ss. 570 or 571 of the Companies Act, 2006 or ima@nce with the law of the country of
incorporation, provided that it has implemented (g 29 of Directive 77/91/EEE>
Furthermore, effective from 6 April 2010 overseaspanies with a premium listing are
exempted from the application of LR 9.3.9R whichpemers the issuer to impose
sanctions on shareholders who fail to respond tmedo disclose their interest in shares
under s. 793 of the Companies Act, 2086More concessions are made to overseas

companies with a standard listing than overseageoms with premium listing.

ii Global depository receipts

GDRs are negotiable securities that represent gpaoys equity issued by a depository
bank on behalf of a company, which is normally aerseas company. The purposes of
issuing GDRs is to broaden the shareholder basss wapital, enhance the company
image globally, increase the visibility of its prads and services, and to facilitate mergers
and acquisition$?” GDRs are intended to be purchased by sophisticatgnofessional
investors in the primary market. Retail investaes anlikely to access them in the primary
market but it is possible for them to purchase GDiRdhe secondary market. The
prospectus clearly states that ‘the securities lshanly be bought and traded by investors

who are particularly knowledgeable in investmenttera’ *?®

The GDR market is a specialist market. New admissire often offered to institutional
investors. These securities are not included ifFABE UK index serie¥”’ GDR listings
are normally available to overseas companies aedrequired ‘directive-minimum’

standards. UK companies can also be GDR-listediigied that their underlying equity is

122 pid 39.

12 5ee LR 9.8.7 R of the FCA.

124 ESA website (n 117).

1% gee LR 9.3.12 R (4) of the FCA.
16 5ee LR 9.3.10 G of the FCA.
12TESA (n 110) 41.

128 |bid.
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a premium listind>® From 2000 onwards, overseas issuers are not eefu@r have
primary listing in their home jurisdictiol* The following are the key requirements for

company with a GDR listing:

Most of the requirements for GDR listing stem fréime Prospectus and Disclosure and

Transparency Directives. It also requires satigfyhme following requirements of CARD:

i) The depository must be authorized and regulatedhiey FCA or a financial
institution accepted by FCA and must hold the fiedie on trust (or other
equivalent legal instrument) for the sole bendfithe certificate holder.

i)  The issuers of GDR are expected to comply witthallcontinuing obligations of
the Disclosure and Transparency Rules (DTRs).ay thre admitted to trading on
a Regulated Market.

i)  If these are admitted to the PSM (Professional &&esi Market) then they are
required to comply with the provisions relatingtte disclosure and control of

inside information (DTR 2) and the disseminatiomédrmation (DTR 6.3)*

iv Professional Securities Market

The PSM is an integral part of the LSE and is dperavithin the scope of its status as a
Recognized Investment Exchange. The PSM enablepamuss to raise capital through
the listing of specialist securities, including ti@nd depositary receipts, to professional

investors.
\ Alternative investment market

The Alternative Investment Market (AIM) is the LSEhnternational market for smaller
growing companies. A wide range of businessesudicy early stage, venture capital and
more established companies join AIM seeking actesgrowth capital®* It is a non-
listed market** The companies who are admitted to trading butateadmitted to the
official list can trade on AIM. This is not a regtéd market and it provides companies
with a different trade market. AIM does not requilee UK Code of Corporate

*%1pid 12.
! bid.
%2 bid 23.
133 See LSE website at <http://www.londonstockexcharge/companies-and-advisors/aim/aim/aim.htm>
Accessed 05.09.2013.
134 ESA (n 110) 4.
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Governance. The companies that are eligible teetoadAIM are required to comply with

sub-directive standardd®
Vi PLUS Quoted Market

The PLUS Quoted Market is not a regulated market @nalso called a ‘non-listed
market’ as is AIM**® Companies that trade on the PLUS Quoted Marketeareired to

comply with sub-directive standartf€.
Vil Specialist Fund Market

The Specialist Fund Market (SFM) is a specialigutated fund market of the LSE. This
market targets institutional, professionals andedgeable investors®

b. Frankfurt Stock Exchange

The Neuer market is a segment of the FrankfurtSEochange (FWB) in Germany. This
market segment was created especially for listeyg firms under the Deutsche Borse (an
operator of the Frankfurt Stock Exchange). Thesmpamies were required to follow
international accounting and greater disclosuradsteds as compared to existing listed
firms. In the early stages it proved to be verycgssful in Germany with many new IPOs.
The German business community accepted it becairsel inot directly affected theht
Later development, however, showed that this wasarsuccessful experience. However,
failure cannot be attributed to regulatory dualisum, rather to its design, management and
the circumstances under which it operdf®d.

%% |hid 12.
138 |bid.
37 |bid.
13| SE website (n 133).
1391 LSV (n 71) 21-2.
140 Ronald J. Gilson, Mariana Pargendler and H. Hansmé&Regulatory Dualism as a Development
Strategy: Corporate Reform in Brazil, the US arelEtU’ (2011) 635tanford Law Review75-507.
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C. Novo Mercado (New Market) of BM&F (Brazilian Mercantile and Future

Exchange) Bovespa, Brazil

The Brazilian Stock Exchange also established aragp segment of the stock exchange
to facilitate new growing firms along the linesrefyulatory dualism. This proved to be a
stunning success as it had learnt lessons fromfaiiere of the Neuer market. The
regulator was successful in breaking the deadlockforms by creating a new segment of
the stock exchange in which new and growing firna/radopt stringent requirements in
addition to the existing lightly regulated regime order to attract more external
investment opportunitie$! This regulatory dualism may be a successful avémuthose
jurisdictions where path dependency forces resfstm. This may be a suitable case for a
jurisdiction such as Pakistan where path dependé&rcgs such as families and vested

interests resist reform.

d. Stock exchanges in Pakistan

The regulatory dualism experience can be effeativ@akistan. The stock exchange in
Pakistan may be divided into segments with primamg secondary listing. Companies
with primary listing may be required to follow imt&tional accounting standards, more
disclosure requirements and mandatory compliand@ wie Code. Companies with

secondary listing may be allowed to follow domestaxzounting standards with lower
disclosure requirements and optional compliancé wie Code. This regulatory dualism
may not harm families and vested interests. Famidad interest groups who have
reservations about compliance due to their vestetdasts might not be directly affected
by this kind of reform. They may carry on theitilig in the secondary market and may
move towards the primary market once they realime gotential benefits of primary

listing with its enhanced requirements. This mayhbkpful in developing the market and

creating good governance in the corporate sectBakistan.

The primary market may be attractive to multinagilpiig, existing and new companies.
In this way, these companies can convey the mesesaggestors that they are willing to
comply with higher disclosure requirements. This/ratiract other companies who have a
secondary listing to move towards primary listiige bonding will play a major role in

moving companies from secondary to primary listi8gall existing and new companies

“!bid.
228



can enlist on the secondary market where therebgillower disclosure requirements as
well as non-binding compliance with the Code, aeddr requirements for compliance
with rules and regulations. This will provide thesempanies with some exposure in the
public sector. Compliance with fewer requirementaynnduce management to think
about moving to the strict compliance regime ofriay listing. Reputation, bonding and
enhancing the shareholder base may be the stilmulanfprimary listing. In this way,

companies may create their own culture of compéarkiter maturing, companies may
seek entry into the primary listing. This movemefhtcompanies from secondary to
primary market will assure investors of their cortim@nt to compliance with higher

standards. This may improve the companies’ shdoe,pwhich will help companies to

raise equity finance and debt financing at lowestclmvestor confidence will be increased
and good governance will be ensured. Individuaéstors may find it beneficial to invest
in the primary market, whereas institutional ineestmay invest in both the primary and
secondary markets. As the institutional investoeweh experience and expertise in
investing, they can, therefore, invest in both retskHowever, the primary market may

be helpful for small investors as only highly regaitompanies will go for primary listing.

5.6.4 Other segments of the market in Pakistan

There are other ways to enhance the enforcemerttanisen too. One may be the role of
intermediaries such as institutional investors|uding banks and mutual fund& These
institutions can ensure company compliance withuleggns. They can use their position
to force companies to comply with the rules andulaiipns through participation in
general and board meetings. They can also negowéte portfolio companies for
compliance with the rules and regulations instefgbanticipating in the management.
Institutional investors are working well in advadgerisdictions such as the UK and the
US. In Pakistan the fund industry is not yet depetband that may be one reason for the
underdeveloped market. The industry may play ite no enforcement, but reforms are
needed in this sector as well. The UK StewardshggeCmay provide Pakistan with
guidelines on how to development the fund indusifipere are other benefits for
institutional investors such as safe investmentlier small financier. These investments
provide diversified investment through professignaReforming the institutional
investment industry in the country may thus helgléoelop the market and enhance the

enforcement mechanism.

142 Reform in institutional investors has been disedss Chapter Four, at 4A.3.3.1.
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57 Conclusion

This chapter discussed enforcement or ‘law in atiiocorporate governance in Pakistan.
It sought to examine the ways in which the lawgatian can be effective in the country. It
demonstrated that the ‘law in books’ was importanthe first phase of reform but that
‘law in action’ must be improved in the second ghés better corporate governance and
investor protection. This chapter also recommerditdrent means of improving the law

in action through reforms in Pakistan.

The enforcement mechanism is embedded in the systere the courts and market play
an important role. The judiciary has a significante to play in the law in action.
Therefore, an efficient judiciary is a key to goodrporate governance. The judicial
system of Pakistan is inefficient and failed to yide the public with justice, even in
general civil and criminal matters. Corporate matt@re considered technical in nature
and, therefore, to deal with it, special knowledge experience are required. The judges
who preside in general courts are normally not gxjpecorporate matters, which is the
main cause of the inefficiency in the judicial ®mt There are two solutions to this
situation. First, the judges of the regular cowstem should be trained in corporate
matters so that they can deal with them in addittodealing with other civil and criminal
matters. However, the problem with this solutiothigt substantial cost will be incurred to
train them when weighed up against the number sésavith which such judges have to
deal. Second, the other solution is to establigtigpzed courts with persons who have
special knowledge and experience in corporate msadie judges of such courts. This will
reduce the burden on the general courts and magneehjudicial capacity as far as

corporate matters are concerned.

The state has established a number of specialiaedscand tribunals in many fields in
Pakistan which are performing better than the gdneourts. The phenomenon of
establishing specialized courts is also evidendaveloped, developing and regional
jurisdictions. Therefore, establishing specializedrts to deal with corporate matters with
judges having special knowledge and experienceogiacate, accounting, finance and
economics may be the answer. This will reduce tiveldn on the general judiciary and
ensure efficiency in corporate matters. Ultimatalymay enhance the enforcement

mechanism of Pakistan as far as corporate goveernamoncerned.
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The other important aspect of law in action is tmarket in Pakistan which is
underdeveloped. The capital market of Pakistaredaih compliance and enforcement.
The institutional investors are passive and thedsa&r market is not performing due to an
illiquid market. There is a need to reform the nedrkeeping in mind the particular
circumstances prevailing in Pakistan. Families dominant and may resist any reform
agenda as thstatus qudavours them. This resistance from families anste@ interests
can be overcome through piecemeal reforms in th&eharhe market can be divided into
two segments: (1) the primary market and (2) tleoisgary market. The primary market
may require more disclosure and compliance thanst#wndary market. International
accounting standards, compliance with the code avparate governance, controlling
related party transactions and other disclosure beagnandatory features of this market.
The secondary market may require less disclosur@ e@wmpliance. International
accounting standards, compliance with the Coderafaded party transactions may be
optional. The primary market may be attractive toltmational, big, existing and new
companies. Reputational concerns will attract therenlist on this market. This market
will be useful for small and dispersed investorstitutional investors may invest in the
primary and secondary markets as they have experigry and knowledge of, where to
invest. They can also use their position and vopogver to ensure compliance. The
secondary market may be attractive to small, exgstind new companies. Once they get
exposure and know the potential benefits to beeghfrom the primary market, they may
enlist on the primary market. The bonding mechanmgthbe the stimulant for them to
shift to the primary market. This may ensure coamie and enforcement through the

market.

In addition, as the reform process moves towardsv@gence to international norms, the
process may face resistance from religious norntakistan. This is basically due to the
multifunctional role of the religion of Islam. lb€uses not only on worships, but also on
the day-to-day affairs, including financial matterd its subjects. Islam is the state
religion in Pakistan. Therefore, any convergencénternational norms has to face the

litmus test of Islamic norms.
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CHAPTER SIX: ISLAMIC INFLUENCE ON CORPORATE GOVERNA NCE

IN PAKISTAN

6.1 Introduction

The previous chapters were dedicated to examinireg possible convergence to the
Western form of corporate governance in Pakistdms Thapter examines the extent to
which Islamic norms may act as a barrier to conmecg to international norms in

corporate governance in Pakistan.

The development of the corporate governance system particular country depends
upon the country’s political and ideological coimfis> The culture and ideology of a
country also determines the choice of corporatedad governance mechaniérslam is

a practical religion that involves and guides iijects in each and every aspect of their
life, including financial matters and the governanmechanism. Pakistan, being an
ideological country with Islam as its state religionay drive its corporate governance
mechanism from the basis of Islamic norms. Theegfopnvergence of any feature of
corporate governance to international norms in $2akimay have to be subjected to the

litmus test of Islamic norms.

Islamic finance remained stagnant and has develepgdslowly over the past centuries
for reasons that may be associated with the cdtioiz of the Muslim world and the
triumph of capitalism in the Western world. Islanfiitance has only recently developed
more rapidly, especially after the recent finanaasis. Muslim jurists were forced to
keep abreast of modern techniques of financingtiaed to synchronize them with Islamic
norms. This can be attributed to the different dtgsments that occurred in recent years.
Firstly, the rapid growth of capitalism all oveettvorld in the recent past acted as catalyst
in the finance industry. Capitalism invented diffiet techniques of financing with which
classical Muslim jurists were not familiar. Secondifter gaining its independence from

the colonization of Western powers, Muslim coursta@itomatically adopted the legal and

! Mark J. Roe, ‘Political Preconditions to Sepamti@wnership from Corporate Control’ (2000) 53 (3)
Stanford Law Review03.
2 Lucian A. Bebchuk and Mark J. Roe, ‘A Theory oftlP®ependence in Corporate Governance and
Ownership’ (1999) 55tanford Law Review68-70 and Amir N. Licht, Chanan Goldschmidt amél&m H.
Schwartz, ‘Culture, Law and Corporate Governang2@0g) 25International Review of Law and Economics
253.
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financial structures of their masters. Howeverdatevelopment saw a thrust in Muslims
to adopt religious norms, even in financial mattdarsirdly, the recent global financial
crisis highlighted the importance of an alternafimancial system that may respond more
appropriately to financial distress, which capgali failed to do. Fourthly, globalization
during the past 40 to 50 years has stimulated ataptand convergence to a Western
model of financing from more developed countriesldes developed countries. The
challenges for Muslim jurists are to develop amarsk finance system that provides an
alternative to modern financing modes, which isremved from the West and also

compatible with basic Islamic norms.

This chapter discusses one important issue, natielgxtent to which Islamic norms may
act as barrier to convergence of corporate govem#am international norms in Pakistan.
The issue has two aspects: (1) the extent to wtncivergence to business norms within
the Muslim world may take place and (2) the extentvhich Islamic norms may affect

convergence to the Western model of corporate gevee in Pakistan.

However, before discussing and answering to the issue of convergence in corporate
governance to International norms in Pakistandikeussion will focus on the nature and
sources of Islamic law, reasons and causes of emeegof different schools of Islamic
law, and nature and purposes of Islamic law arahie. This will help to understand how
and why there is divergence within the Muslim waaltl up to what extent the same may
be converted into convergence with regard to Istabaiw and finance. In addition, this
will also illustrate the degree of divergence betwdslamic law and finance to the
western system of corporate finance and governdngaarticular, this will help us to see
the possibility and effectiveness of convergence western system of corporate

governance in Pakistan.
6.2 Ideology of Pakistan
Pakistan is an Islamic Repubfidfter independence in 1947, it adopted the Govemm

of India Act, 1935as its constitution with some essary amendments. A Constituent

Assembly was formed in 1947 to draft a constitutionthe new state of Pakistan. On

3 Art. 1 (1) of the Constitution of the Islamic Régbio of Pakistan 1973 (the Constitution, 1973).
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12 March 1949, the Constituent Assembly passed ‘@fgective Resolution”. The

resolutioninter alia, states that

wherein sovereignty over the entire universe bedotrg Allah Almighty (God) and the

authority which He has delegated to the State ddig®an, through its people for being

exercised within the limits prescribed by Him isacred trust . . . wherein the Muslims
shall be enabled to order their lives in the indiv@l and collective spheres in accordance
with the teachings and requirements of Islam asosgtin theHoly Quran and the

Sunnak.

The ‘Objective Resolution’ was made the preambleatf the former and present
constitutions of Pakistan, namely those enactel®b6, 1962 and 1973 respectively. The
‘Objective Resolution’ formed a substantive parthaf present Constitution in 1985.

The Constitution of the Islamic Republic of Pakistd973 (the Constitution, 1973)
provides that Islam is the state religiofrurthermore, the Constitution provides two
safeguards for protecting the Islamic spirit of doeintry. First, it provides that all existing
laws shall be brought in conformity with the injioas of Islam as laid down in the
Qur’'an (‘Holy Book’) and Sunnah(an explanation, interpretation and elaboratiorhef
Qur’'an). Similarly, it also provides that no law shall éeacted that is repugnant to such
injunctions® To check the conformity of laws with the injunctioaf Islam, the Council of
Islamic Ideology was establish&d:he objective of this council is to advise goveemts
on how to bring existing laws into conformity witslamic injunctions® The government
may also refer a question to the council for adwainghe point at issue, that is, whether or
not a proposed law is repugnant to the injunctiohislam* Second, it established the
Federal Shariat Court (FSC) whose function inclugleamining and deciding whether or
not any law or provision of law is repugnant to thinctions of Islant? The FSC is

empowered to declare any law that is contrary #itlunctions of Islam and may set a

* The ‘Objective Resolution’ was a document that wemproved by the Constituent Assembly on
12 March 1949. The purpose of this document wateszribe the nature of the constitution to be fatimg
the assembly. The assembly did not draft any coistn but laid down the foundation for a constiiat
® See text to n 22-4.
® Art. 2A of the Constitution, 1973.
" Art. 2 of the Constitution, 1973.
8 Art. 227 (1) of the Constitution, 1973.
° Art. 228 (1) of the Constitution, 1973.
19 Art. 230 (1) (c) of the Constitution, 1973.
1 Art. 229 of the Constitution, 1973.
12 Art. 203C (1) of the Constitution, 1973.
234



deadline for its abolitio® The government is required to take the necessepg $o bring
the law into conformity with the injunctions of &h. If the government fails to provide an
alternative to the impugned law or provision of Jalegclared being against the injunctions
of Islam, the same shall be considered abolishea the date on which the decision of
the court became effectivé The court may also review its own decistos decision of
court can be appealed to the SC of PakiStand for this purpose the Constitution, 1973
has established a separate Shariat Appellate Beitbim the SC to hear appeals against
such decision$’

6.3 Shariah (Divine law) andfigh (Islamic law)

The termslislamic law and Shariah are used interchangeably but there is a difference
between these two terminologie€shariah means the Divine law that is revealed in the
form of theQur'an and theSunnaht® As Divine law is from God, it is considered petfec
and immutable, and is not subject to change. Howdskamic law, which is also called
figh,*® means the law developed through human intellech fiheShariah As this law is
arrived at through human intellect, it may contairors or be defective.

Usul al-figh is a methodology used to derive Islamic laigh) from the Divine law
(Shariah) The human intellect is used to develop Islamw &nd the process used to
apply independent reasoning by a qualified religi@mcholar is calledjtihad (‘legal
reasoning’). Different schools of Islamic law hadifferent rules of interpretation of the
Shariah within the Muslim community; therefore, there arkances of difference of
opinion among them. This led to the developmeriskaimic law {igh) according to each
school of thought?

13 Art. 203D (2) (a) (b) of the Constitution, 1973.
1 Art. 203D (3) (a) (b) of the Constitution, 1973.
15 Art. 203E (9) of the Constitution, 1973.
18 Art. 203F (1) of the Constitution, 1973.
7 Art. 203F (3) of the Constitution 1973.
8 Habib Ahmed, ‘Islamic Law, Investors’ Rights andrforate Finance’ (2012) 12 (2ournal of
Corporate Law Studie378.
Y Figh is also calledslamic jurisprudencandusul al-fighis calledjurisprudence
% Frank E. Vogel and Samuel L. Hayésdamic Law and Finance: Religion, Risk, and Ret(i¢tuwar Law
International, The Hague 1998) 23-4.
2L Ahmed (n 18) 378.
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6.4 Sources of Islamic law

The sources of Islamic law can be divided broaditp itwo categories: (1) primary
sources and (2) secondary sources. Primary sowaaeghose that are unanimously
accepted as sources of Islamic law by all the dshob Islamic law. However, the

secondary sources are those on which the Muslimstguhave differences of opinion

regarding their acceptance as sources of Islamic la

6.4.1 Primary sources

The majority of Muslim jurists regard tt@ur’'an, the Sunnahand thejma (‘consensus of
opinion’) as primary sources of Islamic law. Howeveome jurists (who are in the

minority) consider th&ur’an and theéSunnahas the only primary sources of Islamic law.

6.4.1.1 TheQur'an (‘Holy Book’)

The Quran is a holy book. It is part of theman (‘belief’) of the Muslims that this book
is from God and was revealed to the Holy Propheh&tomad (peace be upon him). No
rule can be derived that is in conflict with thisoix. The problem with this book is that it
does not provide detail on each and every aspdifeoft provides general principles. The
detailed rules were left to the Prophet. He elatieorainterpreted and provided details of
the verses of th®ur’'an in his capacity as a judge and as a Prophet. 8dtablished the
Sunnahas a parallel primary source with Qer an.??

6.4.1.2 TheSunnah

The Sunnalis also a primary source of Islamic law. It desatayings, other than what is
revealed in th&ur’'an, and practices of the Prophet Muhammad (peacgpbe him). It
also includes the Prophet’s tacit approval of attsthers in worship and daily lifé.It is,

in fact, an explanation, interpretation and elationaof theQur’an.?*

22 Mashood Baderin, ‘Understanding Islamic Law in @tyeand Practice’ (2009) 9 (R)egal Information
Managemeni87.
% Imran Ahsan Khan NyazeeQutlines of Islamic JurisprudencéAdvance Legal Studies Institute,
Islamabad 2000) 133.
4 Baderin (n 22) 188.
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6.4.2 Secondary sources (rational sources)

The secondary sources are basedgtibvad. ljtihad is applied when primary sources do not
provide an explicit view on any issugihad is a process of deriving a rule using human
intellect. This is a process through which a quedifMuslim scholars arrived at some
conclusion that is in accordance with the essemeck spirit of the primary sources of

Islamic law?®

6.4.2.1 Ijma (‘Consensus of legal opinion’)

If all the qualified Muslim jurists of one time agr on a certain issue afjghad (‘legal
reasoning’)jmaZ® (‘consensus of legal opinion’) will become a bimglirule. However, its
biding nature may be overruled by subsequent fuvigth similar conditiong’

6.4.2.2 Qiyas(‘Analogy’)

Qiyas (‘analogy’) is an extension of an existing ruleagmew issue for which no rule is
available in the existing texts of primary sour&gurists try to find an underlying cause
for the existing rule and then extend the rule tew situation. As an example, the saying
of the Prophet Muhammad (peace be upon him) ‘a erardwill not be inherited’ may be
used. TheSunnahis silent on the prohibition that a murderer may Ine a beneficiary of
the will of the victim. Therefore, by analogy, tmele of inheritance is extended to
bequest. The underlying cause for the first casegrohined by jurists, is ‘*hastening the
benefit prior to its appointed time by a criminat’and the same is extended to a bequest
by giyas®® Qiyasis similar toijma in a sense that both are an interpretation of amym
sources. Howeveniyasis an individual interpretation of the rule wheseheijma is an
interpretation of a rule through the consensudldhe jurists of one time.

%5 Ahmed (n 18) 378.
%6 Since there is no consensus among Muslim jurigianding the acceptanceipha as a primary source of
Islamic law, it is dealt with under secondary sesrof Islamic law.
" Baderin (n 22) 188.
*8 |bid.
% Nyazee (n 23) 48-9.
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6.4.2.3 lIstihsan (‘Juristic preference’)

The literal meaning of the wordtihsanis something that is preferred by someone or
something towards which one is inclined. In itsht@cal meaning, it means an exception
to a general principle established through analpgyyided stronger evidence is available.
The objective behind the application igtihsanis to provide relief to the people. For
example, Islamic law does not allow the sellingsofmething that does not exist at the
time of the contract, but the contract of hiigar@h) is allowed. In this contract the
services or benefits do not exist at the time efdbntract. The contract is allowed on the
basis of necessity as an exception to the gendeabnd on the basis of evidence found in
the Qur'an in which Prophet Jacob entered into a similar @i Istihsanis similar to

the concept of equity in the West as both are basddirness and good conscierite.

6.4.2.4 Istishabor ibahah (‘presumption of continuity’)

Istishabor ibahahmeans the presumption of continuity of #tatus quawith respect to a
rule. Therefore, an existing rule will prevail usdeoverruled through the sources of
Islamic law?®? in other words, everything is permissible unlesshjbited by Islamic law.
So, in the absence of a prohibition of any acthgylslamic law, the act will be considered
permissible. This is analogous to common law a# li@tus on the continuity of a rule

first established unless over turréd.

6.4.2.5 Maslahah mursalah(‘Extended analogy’)

Maslahah mursalalmeans the preservation of the purpose of Islaancih the settlement
of legal issues; for example, the rule provides fbaintentional murder, the life of one
person will be taken for one murder. However, jsrisave decided that if more than one
person were involved in the killing of a single g@m, then all those who were involved in
the murder may be sentenced to death. The objeatas to preserve the purpose of

%% |bid 150-4.
%1 Angelo M. Venardoslslamic Banking and Finance in South-East AsiaBlevelopment and Futur®
edn, World Scientific Publishing Co. Pte Ltd, Sipgee 2012) 20.
%2 Nyazee (n 23) 152.
¥ Venardos (n 31) 21.
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Islamic law, that is, the preservation of indivitllite.>* This is also termedublic interest

as it allows following a particular course of actio the public interest
6.4.2.6 Qawl al-sahabi(*Opinion of a companion’)

A companion $ahab) is a person who was Muslim during the lifetime Pfophet
Muhammad (peace be upon him) and also met or saWwrtbphet in life. Any saying by a
companion is also considered a source of Islamidoa some schools of Islamic law. The
reason for the acceptance of this as a sourcewofdahat such persons were in close
association with the Prophet. They, therefore, &duktter understanding of the spirit of
the Shariah*®

6.4.2.7 Sadd al-dhar’i(‘Blocking the legal means to an illegal end’)

Sadd al-dhar'imeans if the outcome of a legal act is illegal hadnful to society, then it
will be prohibited; for example, the cultivation pbppies is not illegal in itself but as they
are used to make heroin, which is harmful to sgcigteir cultivation is, therefore, not

allowed?’

6.4.2.8Urf (‘Custom’)

Urf is similar to a custom that is considered a soaofdaw in the Western world. Earlier
Muslim jurists used custom as a source of law hdtribt focus on it. Later jurists,
however, has given it importance. This may be dubé Western influenc® as the same
is considered a source of law. The basic differdretereerurf and custom in the Western

world is thaturf should not be contrary to tishariah*®

% Nyazee (n 23) 154.
% Venardos (n 31) 21.
% Nyazee (n 23) 155-6.
¥ Ibid 155.
%8 bid 158-60.
% Venardos (n 31) 21.
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6.4.2.9 Islamic legal maxims

Islamic legal maxims play an important role in isla law. They have developed over a
period, and show the spirit of Islamic law and gtéding principles in Islamic laf?
These maxims help jurists to arrive at a conclusidren there is a problem with the
interpretation of the sources of Islamic law, fgample, ‘the removal of hardshipaf al-
haraj), ‘prevention of harm’ daf al-dara),** and ‘doubt does not make an end to
certainty’ (Al-yaqginu la yazulu bish-shakk) are iorfant maxims under Islamic law. They
have been derived from principal sources of Islalaw but are not sources of Islamic
law. Rather, these maxims only explain the ideolagylslamic law and science of
jurisprudencé? Different schools of law have different opinions the applicability of
some of the maxim®. There are two important legal maxims relating trporate
finance: (1) ‘the benefit of a thing is in retuir the liability for loss from that thing’ and
(2) ‘the detriment is in return for the benefithdse maxims signify that accepting
liability justifies making profit. In business, dne does not accept liability for a loss, one
is not entitled to a legitimate profit under Islamiaw. Therefore, interest-bearing
transactions are prohibited because the debt powvdes not take liability for potential
loss. These two maxims of Islamic law, coupled watlprohibition on interest, clearly

refer to equity investmerif.
6.5 The purposes of Islamic lawNlagasid al-Sharial)

Al-Ghazalf® has defined five purposes of Islamic law, whickéh@ieen accepted by the
majority of Muslim scholars. These purposes aréedgrimary purposes of Islamic law
and are as follows:

1. Preservation of religion
2. Preservation of life

3. Preservation of progeny

4 Mohammad H. Kamali, ‘Legal Maxims and other Gerwés.iterature in Islamic Jurisprudence’ (2006)
20 Arab Law Quarterly77.
“L Dr. Asyraf Wajdi Dusuki, ‘Corporate Governance @tdkeholder Management: An Islamic Perspective’
(2011) 15 (2Review of Islamic Economids.
2 Dr. Hafiz Abdul Ghani, ‘A Study of the History dfegal Maxims of Islamic law’ (2012) 1 (2)
International Journal of Arts and Commerg2, 98.
43 Baderin (n 22)189.
4 Ahmed (n 18) 379.
4 A well-known Muslim jurist; Imran Ahsan Khan NyazeTheories of Islamic lawlslamic Research
Institute, Islamabad 1994) 238-47.
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4, Preservation of intellect

5. Preservation of wealth.

All these purposes have positive or aggressivejedisas negative or defensive, aspects. A
positive/aggressive aspect of the ‘preservatiorebgion” means to create conditions that
facilitate worship, and a negative/defensive puepimsplies that it is the duty of every
Muslim to defend his or her religion. The positaggressive aspect of the ‘preservation
of life’ means to create such facilities that elifee whereas a negative/defensive aspect is
prevention as well as a penalty for taking othdife' without legal justification. The
positive/aggressive aspect of ‘preservation of pnyy means to facilitate family life and
the negative/defensive aspect is the prohibition axd punishment for, illegal sexual
intercourse. The positive/aggressive aspect ofsgmation of intellect’ prescribes the
provision of education and its growth, whereas tiegative/defensive aspect is the
prohibition on the consumption of liquor and otleibstances that destroy intellect, and
entails a penalty for its violation. The positivigaessive aspect of ‘preservation of
wealth” means to provide proper conditions for theowth of wealth and the
negative/aggressive aspect is the prohibition kimggaway others’ property illegally, and

prescribes punishment for theft and robb8ry.

These purposes are prioritized according to therardwhich they are stated. Jurists have
defined some of these rules according to theiriegiplity to Islamic law. The first rule is
that the stronger interest will prevail, for instan under ‘preservation of intellect’
consumption of liquor is prohibited but, at the satme, as life has priority over
‘preservation of intellect’ (consumption of liquptherefore, if a person’s life is being
threatened, he/she may take some wine to saveshifféh The second rule is that public
interest will prevail over private interest. Themed, levying tax for public welfare is
justified under this rul8’ Another example may be that ‘preservation of IHas priority
over ‘preservation of progeny’ but the death setgemay be imposed under certain
circumstances on culprits, which means ‘presermatibprogeny’ is given priority over
life. This is so because public interest will préoaer private interest. Here taking the life
of a culprit is a private interest, whereas sawagiety from the evil effects of sexuality is

a public interest.

“®Imran Ahsan Khan Nyaze€heories of Islamic laWislamic Research Institute, Islamabad 1994) 288-4
YT
Ibid.
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6.6 Applicability of the purposes of Islamic law incorporate governance

The objectives of Islamic law imply that no one am any act whose objective is to
defeat the intention of the lawgiver. In the comntekxcorporate governance, the managers
have to set their priorities in a way that pressie purposes of Islamic |&&Therefore,

a firm cannot complete any activity whose objectige prohibited by Islamic law
irrespective of the quantum of profit it can yieltherefore, the firm’s activities must not
be to produce alcohol, as this is against the guedion of intellect’. Similarly, the
purpose of Islamic law ‘preservation of life’ profts all those products that harm life
such as tobacco, heroine and other illegal drugsleUthe ‘preservation of progeny’ all
materials that induce illegal sexual intercoursdl e prohibited, such as producing
pornographic films and other materials. The ‘presgon of wealth’ as an objective of
Islamic law means to create conditions that help fmowth of wealth, therefore,
establishing a firm with a view to growing wealthwithin the limits of the Islamic law.
This implies that the interests of the investoryvehariority in business decisions.
However, Islamic law is not limited to the inteestf shareholders or stakeholders but it
covers society in general. The rule ‘public intéresll prevail over private interest’
implies that the interest of investors is suborténi@ the interest of society. Therefore,
this requires from the managers that they avoidh slecisions that may be beneficial for
the shareholders and stakeholders, but that dastagety and the general public. Hence,
this rule will prohibit certain kinds of businessesich as gambling which may be
beneficial to investors but is harmful to sociehdatherefore, prohibited under Islamic
law. In general, managers are duty-bound to takesides that do not in any way defeat
the objectives of th&hariah for instance, managers should not take decigionvest the
surplus of a firm’s money in any interest-bearingastment or to indulge in an activity
that promotesShariahprohibited activities. These purposes of Islanaw lare called

primary purposes

After achieving the primary purposes, managers mageed further to take guidance
from the secondary purposes developed by juriste first category of secondary
purposes is called ‘needs’ by the jurists. Thesmrsgary purposes may be required to
fulfil the primary purpose®’ In the context of corporate governance, managter

fulfilling the primary purposes (e.g., providing ployees with fair pay and safety in the

“8 Dusuki (n 41) 17.
49 Nyazee (n 46) 242-3.
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workplace), may proceed further and provide trajrimenhance human quality. This will
enhance human capacity to perform the primary mepanore efficiently® Jurists call
the second category of secondary purposes ‘compi@nyepurposes’. These purposes are
meant to establish ease and facility. After attagnihe primary purposes and the first
category of secondary purpose, the managers mdurtieer and discharge their social
responsibilities such as donating to charity andotfoer institutions; providing needy
students with scholarships; providing sufficiendyrect and clear information regarding
products offered to custometspr providing accurate information and discloswette
shareholders and to the general public for theaissel of shares. This may help to attain
the highest degree of social responsibility. Inpooate governance, priorities in Islamic
law help managers to decide what course of actieg tan take in case of a conflict of
interest between different stakehold&én this way, the purposes of Islamic law can be

achieved in corporate governance.

The above implies that corporate governance is nmgpertant in firms that operate under
Islamic law. The Islamic law will put more respdusities on the managers because they
will be required not only to act for the benefit iovestors, but also to society and to
preserve the objectives of Islamic law. Therefa®the firms move towards an Islamic
mode of conducting business, more focus will becomporate governance. In the context
of Pakistan, corporate governance will feature morpolicy as soon as the state moves

towards Islamizing the economy.

6.6.1 Public Interest and Convergence Theory

To determine what is ‘public interest’ is not arse#ask. Feintuck writes that ‘the public
interest will often appear to be an empty vesselpe filled at different times with
different content.’ The term varies from society $ociety, discipline to discipline,
ideology to ideology and religion to religion. Threason may be the priorities set by each
society, discipline, ideology and religion. For tersce, political science may have

different meaning than the economics. Capitalismy rhave different meaning than

0 Dusuki (n 41) 17.
*1 |bid 18.
*2|bid 20.
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Socialism due to priorities set by each ideoldggimilarly, the capitalist western world

may have different meaning for the term which idenstood in Islamic finance.

The nature of public interest depends upon thereatiia society. This difficulty becomes
more challenging in new world order where capitalisas dominated the world but still
some capitalist countries such as Pakistan prescigdamic injunctions as its
‘Grundnorm®*. The problem is historical where most of the Mustiountries including
Pakistan remained a colony of the western worldrevleapitalism was dominant. After
independence these countries adopted the legaljategy, financial and institutional
structures of their colonial masters. However rld@velopment especially after the recent
financial crisis highlighted the importance of afigtive financial systems which could
have responded more appropriately to which capitalfailed to respont. The other
development was trust in the Muslim world to revitresir own Islamic identity in
financial matters which provides alternative to durats introduced and developed by
capitalism. The challenge for modern Muslim scholer to develop Islamic financial
products which are compatible to modern needs aqdirements and which are not
against the Islamic injunctions. In this scenadodetermine what is public interest is a
methodological and an empirical challerfgespecially when capitalist world and Islamic
world have different Grundnorms. For example, Istamjunctions are a Grundnorm in

Pakistan whereas in most of the western world i beconstitutional law.

The other difficulty with the term public interestits overlapping with private interest.
Sometimes it becomes difficult to set boundarigsbiath terms. In other words, it is not
easy to define up to what extent pursuit of privaterest will not infringe public interest.
For example, a professional may not focus on welfdithe society in his professional life

*3 Mike Feintuck,The Public Interest in Regulatiq@®xford Scholarship Online, 2012) Chapter ‘Hovitie
Public Interest Determined?
* A ‘Grundnorm’ or ‘Basic Norm’ is a concept presetitby Hans Kelsen in his famous theory of
Jurisprudence, namely, ‘Pure Theory of Law’ or ‘@heof Positive Law'. It is a hypothetical norm.IAl
other norms in a system get validation from suctnmadt may either be constitutional law or any atlzav.
For this see Hans KelseRure Theory of LawKnight M tr, 2'“ edn, Universtiy of California Press Ltd,
London 1978).
%5 Angelo M. VenardosCurrent Issues in Islamic Banking and Finar@®®orld Scientific Publishing Co.
Pte. Ltd., Singapore 2010) 1.
%% Charles TrippJslam and the Moral Economy: The Challenge of Cajsitn (Cambridge University Press,
Cambridge 2006) 68-76.
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while in pursuit of return on his investment made getting education and skill

development’

A distinction between private interest and pubtiterest and the extent to which a private
interest may be pursued without infringing publwod depends upon the ideology of a
particular society. Capitalism focuses more on gigvrights than society as a whole
whereas in Islamic economics the focus is on tlseegpas a whole. No doubt a capitalist
society may also focus on the welfare of the sgdet an individual may pursuit his / her
private interest irrespective of quantum of negaimpact on the society. He / she may
pursue his/ her private interest unless such aetsnat unlawful. For example, it may
allow businesses which have a moral negative effacthe society such as businesses
relating to gambling, alcohol and pornography. @a bther hand, Islam is a practical
religion which provides complete guideline throutthrevealed sources even in business
and commercial dealings. It does not allow immawad unethical businesses. Therefore,
an Islamic society will not allow pursuit of priwainterest which in any form is immoral
or harmful for the society as a whole. The emphasidslam is on ethical business
conduct which does not allow dominance of privatéerest over public interest.
Therefore, it does not allow business of alcoha@imbling or pornography and other

immoral businesse¥.

In the realm of Islamic economics, the private podlic interest are better defined than in
its counterparts capitalism and socialism. Althotigé term public interest is a modern
terminology but classical Muslim jurists have dissed this terminology in interpreting
the basic sources of Islamic law in defining théure and philosophy of Islamic society
and in establishing Islamic law. The sources ta#nhéc law such aslaslahah mursalah
(extended analogy or public interestgtinsan (Juristic preference)Sadd al-dhar’i
(Blocking the legal means to an illegal end) & (Custom3® have been used by the
Muslim jurists to define the nature and extents&inic law. While using these sources,
Muslim jurists used public interest as a yardstcklefine the Islamic law.

" Timothy J. Fogarty, ‘The Bloom Is Off the Rose:fPefessionalization in Public Accounting in Steven
Mintz (ed),Accounting for the Public Interest: Perspectivesfartountability, Professionalism and Role in
Society(Springer, Online 2014) 63-4.
%8 Lilian Miles and Simon Goulding, ‘Corporate Govante in Western (Anglo-America) and Islamic
Communities: Prospects for Convergence?’ (201Q)odrnal of Business Law26-149 and Jeyapalan
Kasipillai, Janine Pascoe and Shanthy RachganareBlolder Protection in Public Listed Companiesué¢s
in an Emerging Market’ (2011) 22 (1jternational Company and Commercial Law Rev888-381.
*¥ These sources have been discussed at 6.4 of ClSapte
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Muslim jurists have also defined the purposes &dntéc law in order to interpret the
primary sources of Islamic law. This provides adgline to future jurists in pursuit of
their interpretation of primary sources for findiagolution in present times. As discussed
earlier, preservation of religion, life, progengteallect and wealth are basic purposes of
Islamic law. These purposes have priority in theearder in which these are stated.
Therefore, a purpose ranked high will have prioowgr the purpose ranked below. These
purposes have also objective of pursuing publieredt. For example, life has priority
over progeny but the death sentence is prescribddricertain circumstances to a person
who has unlawful sexual intercourse. In this cgsegeny has been given priority over
life due to prevalence of public interest over ptevinterest. In this case, preservation of
life of culprit is private interest whereas presgion of society from evil effect of
unlawful sexual intercourse is a public interesliarmic law, therefore, not only defines the
nature of public interest but also gives prior@yittover private interest.

Before exploring the extent to which public intéresder Islamic law acts as a barrier to
convergence to western model of corporate govemdéns important to see the Islamic
view point about core issues of corporate goveraatiscussed in this study: Agency
Cost, Minority Shareholder Rights and Enforcemenéchanism. These three core
corporate governance issues have the common olgettat is investor protection and
especially the minority shareholders protection. discussed earlier, preservation of
wealth is one of purposes of Islamic law. The pnesigon of wealth has two aspects:
positive and negative. The positive aspect of pvaden of wealth means that it is the
duty of the state to provide such facilities to thdividuals which are conducive for the
growth of wealth. On the other hand, the negatiupact is to provide protection to the
wealth of the individuals. Islam provides punishindgor stealing the wealth of

others®®Therefore, investor protection is one of the basijectives of the Islamic law.

There are many instances in the primary sourcéslarh which provides protection to the
investors especially the minority stakehold®rslere only few are narrated to explain the
objective of theShariahto explain the investor protectioQur’'an says:

% |mran Ahsan Khan Nyaze€heories of Islamic laislamic Research Institute, Islamabad 1994) 288-4
®1 Mahmoud Almadani, * The Role of Sharia Law in Potieg Minority Shareholders in Private
Companies’ (2010) 21 (12yternational Company and Commercial Law RevBS¥.
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‘And do not swallow up your property among yoursslby false means, neither
seek to gain access thereby to the judges, so/thamay swallow up a part of the

property of men wrongfully while you knStv’

This verse clearly provides protection to the prgpeghts of the others. Similarly, the

Sunnahalso provides protection to the property of theeos:

‘...A Muslim ...does not oppress his brother nor abando humiliate...every
Muslim is protected, his blood, his wealth, and ¢ ®®

Holy Prophet (peace be upon him) has also beerequas saying that God says:

‘I am a third partner of those who form partnershippjess one of them betrays the

other, | leave them alon¥’

This Sunnahindicates that one, who betrays the other partméirjose blessings of God.

It is also part of religious duty to be faithful ®ther partners in business. These references
clearly provide that protection to the propertygigen high importance in the religion of
Islam. In entrepreneurship, the weaker party istiyas risk of being dealt unfairly,
exploited and expropriated by the stronger parheréfore, the focus of tHghariahis to

provide protection to the weaker party in comméméalings:>

Investor protection has been considered as a kdgrfen recent research on corporate
governance. It creates an environment which is wond for investment and which

encourages business activities. The whole societg genefits in the form of better

quality products. This also provides to the socatyenvironment which is conducive for
investment and provides opportunities to incredmsr twealth through legal business
means. In the context of corporate governanceptbtection of the investors is a public
interest because this provides a sense of protettidhe investors and they can invest
without any fear of expropriation by the dominamtrty and management. This public

62 Al-Bagarah 2:188 (a verse from the H@r'an).
% Narrated by Imam Muslim (May Allah be pleased witt) ( A well-known Muslim scholar and collector
of Sunnahk
® Narrated by Abu Dawood (May Allah be pleased witn) A well-known Muslim scholar and collector
of Sunnahk
® Dr Luayy Minwer Al-Rimawi. ‘Relevance of ShariaiArab Securities Regulation with Particular
Emphasis on Jordan as an Arab Regulatory ModeDg2@7 (8)Company Lawye228.
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interest has been given high priority in Islamie & herefore, an individual is prohibited
to pursue his / her private interest which is haind the society as a whole. Islamic law
also protects the minority shareholders in entregueships. These two principles clearly
refer to the good corporate governance concepthwiBianderstood in west. Therefore, as
to form of protection to the investors, the pubhterest is not in any way a barrier to
convergence to western model of corporate govemaHowever, the problem is the
mechanism to achieve this objective. As discussadiee Islamic law puts certain
restrictions on the way in which businesses atgetoun by the managers. Islam prohibits
certain kind of business activities which it comsgtl against th&hariah The basic
difference between the Islamic law and western ddveapitalism is the way in which
business is to be run. As far investor protectimmough reducing agency cost, minority
shareholders protections and enforcement mechamssmoncerned both have same
objectives. Therefore, convergence in corporateeg@nce to western model is possible

subject to the condition that it is not againstfimedamental principles of Islam.

As to way the convergence to western model of gatpogovernance may take place,
there are three principles of Islamic law which danilitate convergence to western
model of corporate governance. Firstly, westermpamate governance features can be
adopted that are not against Bteariahunder the principle of ‘presumption of continuity’
Under this principle, all those features which ao¢ against th&hariah can be adopted
under Islamic law even if there is no evidence unkdeShariah This will allow adopting
any feature even if it is taken from the westerstey. Secondly, the features that have
some kind of defect may be restructured in a way they are made compatible with
Islamic finance. The Islamic method of ‘rusekild) may help to remove this defect.
Under this principle, if there is any defect in af@ature which makes it against the
Shariah then this can be restructured by removing ded@ct can be made compatible
with Shariah For example, conventional Insurance and Bonds baen reconstructed in
a way to made compatible with Islamic laWwakaful (Islamic Insurance) an&ukum
(Islamic bonds) have been developed by the Mustholars to provide alternatives to
conventional Insurance and Borfdsthirdly, the features that have minor defects rbay
adopted under the principle of ‘necessitgafurah). Muslim jurists apply these three
principles for providing relief to the people whémere is no evidence in the primary

sources of Islamic law. They used public interesstidasic feature in these principles for

6 Zzafar Igbal and Mervyn K. LewisAn Islamic Perspective on Governangiedward Elgar Publishing
Limited, Cheltenham 2009) 223-8.
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the welfare of society as a whole. Therefore, uiplierest is not a barrier to convergence
to western system of corporate governance ratheiillitfacilitate convergence which

might otherwise cause divergence in some cases.

6.7 Precepts of Islamic finance

Islamic finance is based on certain fundamentahetgs, which are as follows:

6.7.1  Prohibition onriba (‘interest’)

Prohibition onriba is a basic precept of Islamic finance. It is thesib principle that
differentiates the Western financial system frofartic finance’’ Riba is considered
exploitive in nature and, therefore, causes injestb one or both the parti&s.

6.7.2  Avoiding uncertainty (or speculation or chane)®

Uncertaintyis a wide term which may take different forms swshuncertainty in the
contract itself or the subject matf@rThe objective of this prohibition is fair play, ich
means all parties to a transaction are well infarinefore entering into the transaction. In
essence, it prohibits conventional insurance, &ales, credit transactions, gambling,
and speculative and future trading in the marketweler, there are some exceptions to
the general rule of prohibition on future tradingere the subject matter does not exist or

is uncertain, for examplealam (‘credit sale’) andstisna (‘manufacturing contract’) are

allowed on the basis of social necesétty.
6.7.3  ‘Profit and loss’ sharing or risk sharing
‘Profit and loss’ sharing is another important adpd Islamic finance. Islam requires that

all parties to a transaction should take part imetivity where the risk is shared. If risk is
undertaken by one party, then may it be an injasticthe party who takes the rigk.

® Imran Ahsan Khan Nyaze€prporations in Islan{Federal Law House, Rawalpindi 2007) 180.
%8 See text to n 166.
% David M. Eisenberg, ‘Sources and Principles oarsit Law’ in Craig R. Nethercott and David M.
Eisenberg (eds)slamic Finance: Law and Practiog®xford University Press, Oxford 2012) 45.
© Muhammad Tahir Mansurilslamic Law of Contracts and Business Transacti¢®$ edn, Shariah
Academy IIUI, Islamabad 2005) 95.
"L Eisenberg (n 69) 48.
2 See text to n 151, 166.
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6.7.4  Asset-backed transactions

Avoiding uncertainty requires that a financial saation be backed by identified and
tangible assets. When financial transactions arekdsh by assets uncertainty in
transactions may be removed and real economicityatnay be developed.

6.7.5 Prohibition on certain business activities

Islamic finance is based on ethics. Therefore rahibits all business activities that are

considered immoral and harmful to society, suchaasbling, pornography and alcoHdl.

6.8 Schools of interpretation in the Muslim world

There are five basic schools of interpretation exfal rules in the Islamic world. They
involve different methodologies of interpretatidrhe basic difference among them is the
recognition of sources of Islamic law which affébe rules of interpretation. These
schools spread all over the world for local, hist@ly occupational and political reasons.
This gave rise to different faiths, which causd$edences among Muslims all over the

world and has divided Muslims socially and politig*

6.8.1  Shia School

The Shia school is based on political difference®rg Muslims. The followers of this
school are found in Iraq, Iran, the Gulf Stafesndia and Pakistaff. As regards the

interpretation of legal rules, they do not considecondary sources as valid sources of

Islamic law/’

6.8.2 Hanafi School

The Hanafi School dominates in the Muslim worldeTballowers of this school comprise

almost one third of the total Muslim world. The oy are found in South Asia,

® HM Treasury, The Development of Islamic Finance in the UK: Thev&@nment's Perspective
(HM Treasury, London 2008) 7.
" Venardos (n 31) 17.
" |bid 18.
® The majority of Pakistanis are Hanafi Sunnis blairge minority of Shia live in Pakistan.
"Nyazee (n 23) 124.
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including Pakistan and India; the Middle East; &ehtral Asia’® Their methodology of
interpretation revolves around lodit. They prefer analogy over the opinion of

companionsdawl al-sahabj as a source of Islamic 1af%.
6.8.3  Maliki School

This school was founded in the city of Medina. Taokowers of this school are mostly
found in Eastern Arabia, and North, Central and WWdgca. The distinctive feature of
interpretation of this school is that they prefbe tpractice of the people of Medina
(custom found in Medina) ovejiyas (‘fanalogy’). They also considenaslahah mursalah

(‘extended analogy’) and opinions of companionsail sources of Islamic laf.
6.8.4  Shafi School

The founder of this school was a pupil of Imam Mah founder of the Maliki School.
The followers of this school are considered modgrand have discussed tBeinnah
more critically than other schoofé.The reason for such an approach might be to remain
within the ambit of theQur'an as long as possible. They also do not acoegélahah
mursalah (‘extended analogy’), opinion of companiongayl al-sahabi and istihsan
(‘juristic preference’) as valid sources of Islanéw?®® Followers are mostly found in
South East Asia and Saudi Arabfa.

6.8.5 Hanbali School

This school is considered traditionalist and haststiews regarding the interpretation of
the law. They are mostly found in Saudi ArabiaHowever, the majority of Saudi
Arabians are followers of the Shafi School. The b#nhSchool considers analogyiyas

as a last resort in order to arrive at a concluon

"% Ibid 407.
Venardos (n 31) 19.
8 Nyazee (n 23) 156.
*! Ibid 410.
8 venardos (n 31) 19.
8 Nyazee (n 23) 412-3.
8 Venardos (n 31) 19; Nyazee (n 23) 414-5.
8 Venardos (n 31) 19.
8 Nyazee (n 23) 414-5.
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6.9 The nature of Islamic law

Islamic law is developed by jurists and scholarésEmic law. The role of the state is to
enact the laws in the light of jurists’ and schslanterpretation of primary and secondary
sources of Islamic laW. This is also visible in the context of Pakistarevehlegislation is

subject to scrutiny by the superior courts. As ia¢ure of the Pakistani constitution is
Islamic, different bodies have therefore been distadd to guide the state to check the

compatibility of the existing laws as well as negiklation according to tighariah®®

Jurists develop Islamic law from its primary sowsech as th®ur'an and SunnahlThe
Queanis unique all over the world. However, it providasly general principles but no
detail on each and every matter. TBennahprovides details of the general principles
provided in theQur’an. The problem with th&unnahis its compilation after the death of
Prophet Muhammad (peace be upon him). His deattoldte creation of many fabricated
Sunnal. Early jurists tried to compile tlgunnahbut ambiguity remained with regard to

its authenticity. Therefore, ea@unnahhas force according to its authenticity.

Political and social factors also divided Muslimsos after the death of the Prophet,
which led to the establishment of different schomisnterpretatiorf® Different schools

were established in different parts of the worldddterent points in time and have
different interpretational rules for deriving Islamaw. As far as acceptance of primary
sources of Islamic law is concerned, there is riferdince of opinion but for secondary
sources there is difference of opinion among tHeemint schools. Acceptance of one
source by one school may be rejected by anotheoth&n problem area is giving

importance to one source of Islamic law over anotiiis may lead to differences of
opinion in developing Islamic law in general andemance of features of Islamic finance
in particular. Therefore, divergence may be visibl¢he existing scenario in the Muslim

world.

Some modern jurists have introduced different nadhamgies to establish consensus
among the Muslim world. These methodologies inclatieice and selectioniktiyar and

takhayyu), ‘amalgamation or patchingtg(fig), ‘necessity’ @arurah) and ‘ruses’ ffila).>

87 Ahmed (n 18) 370.

8 See text to n 9-17.

8 Baderin (n 22) 188.

% Ahmed (n 18) 383-4; Vogel and Hayes (n 20) 42-52.
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In the ‘choice and selection’ methodology, a congerary jurist of one school may refer
suitable evidence from another school to arrivecahe conclusion. In the ‘amalgamation
or patching’ methodology, a jurist may combine @iéint rulings from other schools to
arrive at a conclusion. ‘Necessity’ is an importanhciple of Islamic law which allows
otherwise prohibited acts in cases of dire need;rfstance, pork and wine are strictly
prohibited in Islam but when it is a question ofieg a Muslim’s life, then they are
allowed to the extent of saving the life only. $oa similar fashion, ‘necessity’ can also
be used in financial matters to allow disapprovets &n cases of dire need; for example,
debt may be allowed but in dire need only. ‘Rusesa methodology in which any
transaction, which is otherwise prohibited, maycbastructed in such a manner so as to

avoid prohibition™ for example, modern jurists have constructed Isldansurance.

Istishab or ibahah (‘presumption of continuity’) is an important secarof Islamic law
which may be used to legitimize Western laws trdtieth to colonial nations such as
Pakistan. The spirit of this principle is that eveontract, rule or feature of corporate
governance will be considered permissible by défantl only explicit prohibition from
the Shariahwill make it void?* Nyazee argues thahe principle of Istishab requires that
the continuance of a rule is conditional upon thet fthat it was originally established by
the evidence from the SharldhHe further argues that an existing law should et
allowed merely on the presumption that it is naiagt theShariah This is a very strict
approach and may create problems in developingocat® governance. The very spirit of
Islamic law is to check conformity with the injurarts of Islam. Habib also
acknowledged this fadf Therefore, there seems no reason to accept Wéstgirules if
they are not against the injunctions of Islam. Acstapproach followed by classical and

some modern jurists may cause divergence evennattiei Muslim world.
6.10  Shariah-compliant products
Jurists involved in Islamic finance have develogéterent modes of financing keeping in

mind the basic ingredients of Islamic law. Here tigcussion is limited to those forms

that are directly related to corporate governance.

°1 Ibid 384.
%2 Ibid 380.
% Nyazee (n 23) 153.
% Ahmed (n 18) 380.
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6.10.1 Musharakah (‘Partnership’)

The wordmusharakahis derived from the Arabic worshirkahwhich means ‘sharing’

or ‘becoming partners® This may be used as an ideal alternative to istdvearing debt
financing®’ However, there is disagreement between classidat§ regarding the correct
definition of the termmusharakah In simple termsmusharakahis like a kind of
partnership in the Western system of finaffdemay also be termed a company subject to
the condition that Islamic law recognizes its fiotis legal personality and limited
liability, which are main features of the modermfoof a company?

The musharakahcomes into existence by mutual contract betwekpaaties involved.
The objective is to conduct business where thegsahiave certain rights and liabiliti€s.
As far as the rights and liabilities of the parte® concerned, there is disagreement
between classical jurists. The Maliki and Shaficsdk consider the distribution of profit
strictly according to the ratio of investment mdue the parties. The Hanbali School
prefers contractual agreement between partiehéodistribution of profit. The Hanafi is
school has an intermediate view that relies onrthe of the partners in the businé$s.
The Maliki and Shafi view does not seem appropragethis practice may discourage
entrepreneurs in business activities who are meteaand contribute more in the
business by way of their skills, efforts, knowledged experience. This contractual
agreement may be a useful methodology as it magueage partners with expertise and
skills to run the business. Partners who are metieeaand contribute more in the form of
skills, efforts, experience and knowledge may Hecated a higher percentage of the

profits compared to those who are not active ailtusk

However, there is no disagreement with regard &is in business losses. According to
them, every partner will share in a loss stricttg@ding to his or her investmefit. This

view needs some consideration by modern juristgoiit to be considered is that if profit
can be contractual, then why not the loss? If sparéners get more shares from profit

% Mufti Muhammad Tagi Usmanin Introduction to Islamic Financ@Maktaba Ma’Ariful Qur'an Karachi
2004) 33.
% Muhammad Imran Ashraf Usmarlijeezan Bank’s Guide to Islamic Bankif@arul-Ishaat Karachi
2002) 81.
7 Ibid.
% Mansuri (n 70) 241-2.
% The concept of company under Islamic law has bisussed separately.
190y/0gel and Hayes (n 20) 195.
%1 ysmani (n 95) 35-7.
192 1bid 37.
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because they are more active and take businessiates;i they should also take more
responsibility for losses. The sharing of profitdaless on equal footing may be more

helpful for business development.

As far as the nature of capital is concerned, atfere is disagreement between classical
Muslim jurists. Some favour money and exclude comities as capital. However, others
favour any kind of capital, including exclusivelyomey or commodities or a mixture of
both!°® In modern business forms there seems no reaserctade commodities as an
alternative to capital because it is much easiev tw evaluate the market price of any

commodity.

As far as the managementnmusharakahs concerned, a general rule of Islamic finance
developed by the jurists is that the managementusharakahwill be shared by all the
partners. However, one or more partners may beisigeartners, in which case their

share in profit will not exceed the ratio of thisivestment->*

The termination oimusharakahmay be in the same way in which the modern form of
partnership is terminated. As far as the questibrthe continuity of musharakahis
concernedthere is no guideline in classical Islamic jurisgence on excluding those
partners who are not willing to carry on the busgieand want to withdraw their
investment. However, modern scholars are of thewvibat since huge business
investment normally calls for continuity of busiseshis can be done on the basis of the
nature of the business conducted in modern timgsif &ny partner is not willing to carry
on the business, his or her investment and sharpraift, if any, accrued until his
disinvestment may be return&8.This supports the idea of establishing a modenm fof

a company that can handle huge investment withipteilforms of investments and

frequent transfer of investment without liquidatihg company.
6.10.2 Mudarabah (‘Partnership’)
Mudarabahis another form of doing business in Islamic fiomninmudarabakhthe capital

is invested by one party while the business is ootadl by another party. The first party

only contributes capital and does not participatéhe management, whereas the second

103 1pid 38.
194 Ashraf Usmani (n 96) 86.
195 Usmani (n 95) 35-44.
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party does not invest in, but carries on, the mssnThe first party is calledbb ul-mal
(‘investor’), whereas the second party is calteddarib (‘the manager’}°® The ratio of
profit is determined in advance by the mutual cahsé the parties. Islamic law does not
prescribe any fixed profi’ If both parties invest money, this will not beraudarabah
business it will amount to musharakahbusiness. In audarabahbusiness, loss of the
investor is monitory, whereas the manager losesnpial benefits that he or she might
have obtained had the business earned profit. d$& ¢f the manager is, therefore, in
terms of his or her loss in efforts and skills. Tiadility of the investor is limited to the
extent of his or her share in the busin@&sTherefore, anudarabahbusiness is like a
modern form of partnership with limited liabilityhgre an investor is a sleeping partner.
The only difference between it and a modern formpartnership is that the manager is not
an investor. Even in modern forms of partnership,law of partnership does not prohibit
some of the partners from investing. Such partneag contribute their skills, expertise
and knowledge, and thereby share in the profit. dihlg problem will be in sharing in
losses. However, this can be resolved through achtal arrangement. Mansoori writes
that mudarabahmay also be equated with the Western form of apamy as under
Islamic law there is no difference between a pastrip and a compary® However,
again, the question is acceptance of the separgée personality and limited liability in
Islamic law which are the main ingredients of tlmenpany under the Western form of a

company.

As a general rule, the liability of the investolimited to the extent of his or her share in
the business but if he or she had allowed the neanagincur debts on his or her behalf,
then his or her liability will be unlimited. The mager is also supposed to work with the
due care and diligence that is normally requiradttiat kind of business. If, however, he
or she fails to exercise due care and diligena tie or she is accountable for his or her

misconduct:*°

It is possible to combine botmudarabahand musharakahbusiness in one contract. In
this scheme, some parties only invest money withfwtight to take part in management,

and some investors and non-investors are involmetheé management. In this case a

196 Ashraf Usmani (n 96) 98.
197 Ysmani (n 95) 50.
198 Ashraf Usmani (n 96) 100.
199 Mansuri (n 70) 278.
110 Usmani (n 95) 43-5.
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business will be run as a combination of bwthdarabahandmusharakat'* This is like
a modern, complex form of a company where somestove and some non-investors run
the company, whereas others are only investorsowitiaking active part in the

management.
6.10.3 Salam(‘Advance payment’)

Islamic law prohibits selling something that does exist or is possessed by someone or
whose delivery is uncertain. This rule is basedtlmSunnahof Prophet Muhammad
(peace be upon him) which saydo ‘not sell which you do not possestowever, asalam
contract is an exception to the general principlisiamic law. This is allowed bearing in
mind the social needs of farmers and traders bti wgrtain conditions. In aalam
contract the seller agrees to sell specified goodsbuyer. The payment must be made in
advance in full and on the spot, whereas delivémh® commodity is deferred. To avoid
conflict, asalamcontract is allowed only in those commodities whagiality, quantity
and identity can be determined or whose supplyeidam. The objective is to avoid
uncertainty and conflicts, for examplesalamcontract can be entered into for the sale of
wheat, flour or rice. To some jurists, domesticnzals can also be the subject of such a
contract provided it is determined by specificatiand identification. As far as the
presence of the commaodity is concerned, it musihbexistence both at the time of the
contract and at the time of delivery. However, squiests follow a liberal interpretation
and say that a commodity that is habitually avédats the time of delivery may be a valid
subject of a contract? The Shariahalso prohibits concluding salamcontract involving
those commodities that it requires to be delivesadhe spot, for example, the exchange
of currencies’® For the exchange of currencies, there is a sepamatract of sale

regulated by Islamic law as discussed below.
6.10.4 Sarf (‘Money exchange’)

Under Islamic law money can be used as a mediuexcfiange and measure of value

only. It cannot be used as a commodity for busipesposes. Money exchange is allowed

1 1bid 53.
112 Mansuri (n 70) 203-7.
113 Usmani (n 95) 185-8.
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only with certain conditions to avoid an elementribia.'** As a general rule, money
cannot be sold for money but, as an exception, merehange is allowed under certain
conditions. This is like the conventional exchamjemoney with one basic difference
which is the prohibition on an elementrdia. The exchange of money under Islamic law
has to follow two basic conditions prescribed bg $fhariah First, if both currencies are
the same, then they must be exchanged in equatityjuand on spot. If there is either
inequality or delay from one side, it will amountrtba, which is not allowed. Second, if
the currencies are different, then equality is mequired but a spot transaction is
necessary. Delay from any side will attract praeithiiba which is also not allowetf?

6.10.5 Sukuk (‘Islamic or revenue bonds’)

Sukukor Islamic bonds are new products in Islamic fo&nThis product seems to have
been introduced to provide an alternative to bassised by conventional finance. ‘Sukuk
are the certificates of equal value representingdivided shares in ownership of tangible
assets, usufruct and services or (in the ownershifgthe assets of particular projects or
special investment activity'® Bondholders are entitled to claim financial rightsached

to these bonds. In conventional finance the bonelssaued representing debt certificates
which mature after a certain period, with intereSukuk however, are not debt
instruments. They are a kind of equity investmehhe objective is to avoid the
prohibition imposed by th8hariahregarding interest. These bonds resemfulelarabah
business but this is a special kindhadidarabahinvestment in which an existing company
raises funds for an economic activity other thamibrmal running business, for instance,
to build a bridge, tunnel or tool plaza or evenreest in securities. Investorsapb-ul-
mal) purchase bonds and the company acts as the mgnag#arib). After completion of
the project, the profit is shared according to ghedetermined ratio. It is also sometimes
provided in the contract, though non-bindingly,tttieese bonds may be retired in future
before the maturity date at the market price bytnEnt may be made periodically out of

the profits of the managem(darib) in stages:’

114 The Text of the Historic Judgement on Interesegiby the Supreme Court of Pakistan written by
Justice Muhammad Tagi Usmani’ at para 138 available
<http://www.albalagh.net/Islamic_economics/riba_gathent.pdf> accessed 05.11.2013.
15 Mansuri (n 70) 199.
116 Bijlal Rasul, ‘Lessons from Pakistan’s Model’ in delo M. Venardos (edsfurrent Issues in Islamic
Banking and FinancéWorld Scientific Publishing Co. Pte. Ltd., Singag 2010) 177.
117y/ogel and Hayes (n 20) 169.
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6.10.6 Takaful (‘Islamic insurance’)

Insurance is also a new industry in Islamic finarités the fastest-growing sector of the
global insurance market. Insurance is an alteraatvconventional finance and is based
on theShariahconcept of ‘mutuality and co-operatioht® This concept in Islamic law is
different from conventional finance for two reasorsrst, in conventional finance
uncertainty is inherent in the insurance contragtich is strictly prohibited in Islamic
law. Second, insurance companies employ fundstaraat-bearing investments, which is

also not allowed under Islamic law.

Muslim jurists disagree on whether or not insuraisgeermitted under Islamic law. Some
jurists allow this contract for two reasons. Fitbigy state that insurance can be allowed
provided it is not composed of a bilateral agreenasrthis will contain excessive amounts
of uncertainty. To avoid this uncertainty, an irswe company can be a multilateral
institution in which all members contribute funds ihe form of instalments. This
charitable collective enterprise helps those whanfpart of it in case of any casualty or
loss to any member. This help will be consideregifiafrom fellow members. However,
uncertainty will remain even in a collective ent&sp but it can be tolerated on the basis
of gratuitous acts over uncertainty. Second, thed$ushould be invested only in an
Islamic way of financind® This contract is gaining acceptance among jurtsesefore,
Islamic financial institutions emplotakaful contracts in their operation& However,

there is still a need for further research and ensss on its operations under Islamic law.

6.11 The concept of a company under Islamic law

Musharakahand mudarabahunder Islamic law resembles a partnership in cotiveal
finance. Howevennusharakarandmudarabahcan be equated with the Western form of a
company, provided all basic characteristics of agany are also acceptable under
Islamic law. The acceptance of the concept of apEomy under Islamic law is significant
because it may resolve many problems involvingragaunder Islamic law.

Kraakmanet al describe five basic characteristics of a compéhylegal personality, (2)

limited liability, (3) transferable shares, (4) tmtized management under a board

18 peter Hodgins and Caroline Jaffer, ‘Takaful’ inai@r R. Nethercott and David M. Eisenberg (eds),
Islamic Finance: Law and Practiog@®xford University Press, Oxford 2012) 272.
19venardos (n 31) 62.
120y/0gel and Hayes (n 20) 150-4.
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structure and (5) investor ownershfp These features can be tested with Islamic forms of

business organizations.

6.11.1 Legal personality

Legal personality means the existence of an etttdyis separate from its members. It can
sue and be sued in a court of law. It can own eanasfer property in its own name. It can
delegate powers to agents and can also enter amivacts in its own name. Though all
these functions are performed by the directors elmald of the company, the company is
liable for these acts unless directors act beydrar tpowers. This legal personality
concept is, in fact, entity shielding, which med&met it protects the assets of the company
from the creditors of the ownel&. According to classical jurists of Islamic law, teds

no concept of a fictitious legal entity. Under tsia law, the objective of any legal person
is to perform duties as well as to worship. Sindectitious legal entity cannot worship,
these jurists did not recognize this entity undgarhic law*** Usmani believes that the
concept of a fictitious legal personality, as iglerstood in the West, was not known to
classical jurists. Though they did not discusthigy were aware of the concept. He writes
that the classical jurists considered and treatadf (‘trust’), bait-al-mall (‘exchequer of
the Islamic state) and the joint stock of differéntestors as separate entittés.
Therefore, a fictitious personality concept in them of a company is not against Islamic
law. This can also be rationalized under the Istapminciple ofibahah (‘presumption of
continuity’). Under this principle, as the conceptreating a legal entity is not against the
Shariah it may be allowed under Islamic |&#. Nyazee considers that the only reason for
creating a corporation under the Islamic concept b®&ato provide a social device for the
growth of the wealth of the Muslim community as laale?° This may be one ground for
creating a company but this is a very restrictepragch. The objective of thghariahis

not just the growth of wealth. Had the growth ofaltle been the basic objective of the
Shariah then other sources of creating money, such asesit and debt, might also have
been allowed under Islamic law. There may be maqerapriate grounds to create a
company under Islamic law, other than the growththef Muslim community’s wealth.

121 R. Kraakmaret al, The Anatomy of Corporate Law: A Comparative andd&ional Approach(2™ edn,
Oxford University Press, Oxford 2009) 5.
22 bid 9-10.
123 Nyazee (n 23) 102.
124 Ysmani (n 95) 223-8.
125 Ahmed (n 18) 392.
126 Nyazee (n 67) 226.
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The principle ofdarrurah (‘necessity’), such as modern business requiresnettie
welfare of society, the continuity of big businesserprises, economic growth and the
principle of ibahah (‘presumption of continuity’) are more appropriaggounds for

creating a company under Islamic law.

6.11.2 Limited liability

Limited liability is an important characteristic tfie modern form of a company. Under
this concept, the liability of the equity holders limited to their investment in the
company or guarantee given by them to contribubeatds the assets of the company at
the time of winding up. This is, in fact, owner elding which protects the assets of the
shareholders from the creditors of the comp&hycceptance of the limited liability of a
fictitious legal personality is important underaisiic law. Usmani writes that the classical
jurists were aware of the limited liability but shconcept was not associated with a
fictitious person. As far as limited liability ofraatural person is concerned, Usmani gives
the example of a deceased natural person who mtilebted. In this case the creditors of
the deceased cannot claim from the family of theedeed more than what was left by the
deceased. The creditor can claim only what isigfthe deceased. This shows acceptance
of the concept of personal liability of a naturargon by Islamic law. On the same

grounds, this concept can be extended to an éatifegal persort?®

Modern jurists consider limited liability accordingp the Shariah using the same

reasoning as for accepting the concept of a cotiporaTherefore, it may be allowed
keeping in mind the needs of modern financing. Heparation of ownership and
management necessitates limited liability of theestors. The liability created by the
management, more than what has been invested, estict the public from making an
equity investment in corporations. Furthermore,ittwdlvement of the general public and
freely transferable shares are other reasons ®rirttioduction of limited liability. If

Islamic law does not allow limited liability, thebig projects that require large-scale
public investment may not be feasible. Howeverfaass creditors’ rights are concerned,
Usmani writes that this concept needs nipitead in view of the potential dangers for the

129

creditors.”” This concern about creditors’ interest may notalsestrong as it appears.

Modern finance, as well as Islamic finance, prosideore security to the creditors than

127 Kraakmaret al (n 121) 9-10.
128 ysmani (n 95) 221-4.
2% 1bid 222.
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the shareholders. Islamic law will give the creditpriority over the owners in cases of
liquidation of companies. This premise is basedranpriority rights of the creditors of
the deceased natural person over the heirs inntheritance at the death of the debtor.
Another important point in this regard is that isla law allows creditors to take collateral
from debtors. Therefore, limited liability cannat b potential threat to the creditors as far
as their security is concerned. Vogel acknowledb&ssconcept of limited liability under
Islamic law by providing a solution to the problekte writes that Islamic finance may
limit the ratio of debts to the equity of the compand may also allow vigorous piercing
of the corporate veil in cases of excess loansthkehe managers?

There is also disagreement on the extent of thdicapipn of limited liability of
companies under Islamic finance. Usmani consideasds limited liability is injurious to
creditors, it should be allowed only in public caanpes. He asserts that the public cannot
be held responsible for the day-to-day affairs cated by the management. He further
suggests that this should not be allowed in pricat@panies and partnerships. According
to him, an exception can be extended to those Isblgers or partners who are not
involved in the management of companies or partmassrespectively. The rest of the
members will be responsible for unlimited liabilitye further explains that the objective
to restrict limited liability to public companiesné@ sleeping partners is to avoid the
cheating of investors and creditd?S.There does not seem to be any cheating if all the
stakeholders, including the creditors, are awarthefact that the liability of the company
is limited. They should also be vigilant about fmancial position of the company while
advancing loans or credit to a company. Similaaligwing limited liability only to large
public companies vis-a-vis the interests of thalitoes is not justifiable as this interest
may be more exposed in big public companies thaamiall companies. Large companies
have huge capital investments, and large numbershafeholders and creditors. This
situation may be more dangerous than in small compavhere assets and liabilities can
be determined more easily than in large public camgs. So, public interest and welfare
necessitate extending limited liability to smallngmanies and partnerships as well. This
concept may not be against the principles ofShariahand may be allowed keeping in

mind the welfare of the nation and the principlebathah Nyazee also favours extending

1%0y/ogel and Hayes (n 20) 169.
131 Mufti Muhammad Tagi Usmani, ‘The Principle of Lid Liability from Shariah Viewpoint’ (1992)
online, published by New Horizon available at <Httpww.newhorizon-islamicbanking.com/
index.cfm?section=features&action=view&id=11312>cAssed 05.11.2013.
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the concept of limited liability to all forms of bimess enterpriseS? He writes that if the
concept is beneficial to large-scale investors,nthie should be beneficial to sole
proprietors, partnerships and companies, includiath private and public companies.
This will allow small investors an opportunity to ¢usiness that includes the benefit of
limited liability.

6.11.3 Transferable shares

A transferable share is also a basic charactersftithe modern form of business
corporation that distinguishes a company from asinips and other forms of enterprises.
It means an interest in a company is fully traredfée without interruption in the business.
However, some restrictions may be imposed in peicmpanies, where the transfer of
interest remains within the limited group of persam subject to approval of the board of
directors™ This concept can also function in Islamic finaifdaterests in enterprises are
securitized. Islamic finance does not prohibit cating interests in business
organizations such amsusharakarandmudarabahinto small units that represent the ratio
of investment in the busine§¥.As musharakahis a kind of investment where investors
may have limited liability and the right of parpetion in the management, shares in
musharakahwill represent shares with voting rights. Votinghts provide the right to
participate in the affairs of the company whichai®asic requirement for rausharakah
form of business. However, securitizationnudarabahwould be like the shares of a
company with limited liability without voting rigkt As the nature ohudarabahbusiness

is such that investors do not have the right tdigpate in the management, therefore,
shares imudarabahwill be without voting rights. The rights of maregent remain with
the manager who does not invest. A combinatiormofSharakahand mudarabahis
allowed under Islamic law; a company may issue ssiages with voting rights and some
shares without voting rights. Therefore, accordiagislamic law, there is no harm in
securitizing investments imusharakahand mudarabahor a combination of both into
shares that are tradable in the secondary marketg&neral public can invest through the
purchase of shares on the stock market and mayrgét and can take part in the
decision-making by the right of vote attached testh shares. They can also sell their
shares once they want to disinvest from the compa@hg seller may incur a capital gain

or capital loss depending upon the performanceh@fcompany. In an ideal market the

132 Nyazee (n 53) 226.
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price of a share is directly connected to the xediie that represents the assets of the
company. If the company is earning profit, thensthhay increase the assets of the
company and the share price. However, if it is p@tforming, then the value of assets
may decrease and, consequently, the price of taiesimay also decrease. Investors may
get profit either in the form of a dividend or dabigain and may also share loss in the
form of capital decrease. This will fulfil tHféhariahrequirement of sharing in profits and

losses. The market and good governance mechani$piayi a major role in this process.

The issuance of preference shares under Islamicsla@lebatable. Nyazee asserts that the
issuance of preference shares is not against Islamwi He explains that if the preference
shareholders are contracted to a 12% dividend laadbdard decides on a 15% dividend
for ordinary shareholders, then the extra 3% cametb@ned to provide a cushion for
payment of dividends to preference shareholdershiomext year$®® This interpretation
clearly shows a misunderstanding of the natura@fiepence shares in the modern form of
a company. This presumption does not seem to thkilrequirements of Islamic law due
to the nature of preference shares. Preferenceslaae normally of four categories. The
first category is preference in the profit of thenmgpany over ordinary shareholders by
inserting a condition in the contract that the erefce shareholders will be paid a
dividend at a fixed rate. The second category isretpreference shareholders may have
enhanced voting rights over ordinary shares. Thel tbategory is where preference
shareholders enjoy preference in the capital reatithe time of winding up or reduction
of share capital®® In the fourth category the nature of some prefegeshares may also
contain a condition that if the profit is not paidt in one particular year, but that the same
amount will be accumulated for the next year andrsanless fully paid. These are called
accumulative preference sharekhe question here is whether Islamic law allowed
return. As far as the fixing of the ratio of prodit any business is concerned, there seems
to be no prohibition, for example, suppose A andt&t a business with £10,000 and
£20,000 respectively and agree on 30:70 profibgsath may be a sleeping partner and B
an active partner to carry on the business. Thig ma& be problematic for Islamic law as
profit ratio is quite legal in Islamic law. Howevef the parties stipulate that A will get
30% of his investment, A’s investment will amountd debt to B at 30% interest. In

preference shares the stipulation of a conditiat the parties will get a fixed rate of

%5 |mran Ahsan Khan Nyazedslamic Law of Business Organisation: Corporatioftsiamic Law and
Jurisprudence 4The International Institute of Islamic Thoughtsdaslamic Research Institute, Islamabad
1998) 181-2.
13 Murray A. Pickering, ‘The Problems of the PrefererShare’ (1963) 26 (5Jhe Modern Law Review
499.
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return that is directly related to the ratio ofithavestment and not to the ratio of profit,
amounts to a kind of debt. However, if a conditionthe contract stipulates that the
preference shareholder will get 30% of the profittlee business, this may be a valid
condition. No doubt, a declaration of a dividendakted to the realization of profit but
fixing of a profit ratio to the parties’ investmeistlike a debt to the company with interest.
Sometimes a company may Yyield such an amount dft ghat could only satisfy the

claims of the preference shareholders and the anylishareholders get nothing. If a
dividend paid to preference shareholders is fix@ddme ratio to profit earned by the
company, it may be an Islamic mode of financing. rkgards the second type of
preference shares, namely of giving enhanced vaiglgs, as discussed earlier, there
seems to be no problem under Islamic law. The tkimd of preference share, namely of
giving preference over capital return vis-a-visioady shareholders at the time of the
reduction of capital or winding up resembles prefiee shares with debt security. This
kind of investment through preference shares imd &f debt to the company. The fourth
category of preference shares, namely accumulatiofit for subsequent years in cases
where company fails to pay dividend resembles peefee shares with debt security.
Therefore, the issuance of preference shares miapenon accordance with the Islamic

mode of financing.

The problem with preference shares is the naturprefierence shares themselves. The
rights attached to preference shares are basduearohtract, regulations of the company
and court decisions in common law jurisdictions. sMof the problems of preference
shares stem from the absence of clear provisiomegeds the rights attached to these
shares. No doubt, preference shareholders havairceddvantages over ordinary
shareholders but it is quite possible that theyadra disadvantage in certain cases. For
instance, preference shareholders may be at avdistadje as compared to ordinary
shareholders in cases of surplus profit at the timginding up or the declaration of more
profit to ordinary shareholders than fixed profiaigp to preference shareholders.
Preference shareholders are also normally at adwhisgage in relation to other debt
security holders in the absence of express prawssio the contrary. Debenture holders,
for instance, normally have charge over the asskethe company and also priority of
capital return at the time of winding up. Therefadebenture holders have an advantage
over preference shareholders. These abnormaliaesbe resolved only by equating
preference shareholders with debenture holdersixed fincome securities. The other

option may be to clearly define the rights attactwethese shares as preferred in respect of
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dividends or participating shares in respect ofngptights**” These problems may limit

external finance through preference shares. Howdéviermay be resolved by constructing

preference shares in a way that can attract extinaace.

Preference shares can also be constructed in tskamaince within the limits prescribed
by the Shariah. The Shariahdoes not prohibit variation in the percentage ahare in
profit. This could be any proportion of profit, @spective of the share in the investment,
as long as the contract is drafted in accordante rgguirements obhariah One option
may be that the preference shareholders are giveghar rate of profit than the ordinary
shareholders, for instance, this could be provimethe terms of the preference shares,
namely that the holders of these shares will beergi®t0% more profit than ordinary
shareholders. Furthermore, for instance, whenextnary shareholders are paid a profit
at a rate of 20%, the preference shareholdersgetll30% shares in dividends. Another
option may be that the terms of the preferenceesharay be constructed in this way that
if preference shareholders and ordinary shareholo@ve 10: 90 ratios in equity, then the
share in profit may be fixed at 20% for preferestareholders and 80% for ordinary
shareholders. This will not violate the conditiaighe Shariah

However, as the condition of giving preference shalders priority in liquidation
violates aShariahrequirement, the preference shareholders muse shahe loss of the
company according to their investment or contrdatights and duties (if allowed under
Islamic law). Preferences shares may, thereforéssaged under Islamic finance provided
the above conditions are met. Vogel acknowledgaispireference shares that are issued in
terms of conventional finance are against Islanoems. He suggests that preference
shareholders may be given more dividend rightsamspared to ordinary shareholders
subject to their sacrificing rights in the managameé\ccording to him, the preference
shares can be issued with enhanced dividend rlghttsvithout voting rights attached to
them™*® However, there seems no reason to object to e of preference shares that
have voting rights with enhanced dividend rights.

As to trading in shares under Islamic finance, éhéoes not seem to be a prohibition

under Islamic law. However, this is permissible eindertain conditions. Some jurists put

¥ |bid 515-9.
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a condition on the trading of shares of a comparth¢ general publit®® They argue that
the shares of a public company can be traded arttengeneral public. However, it is
necessary that the company owns some non-liquatsabsfore starting to trade the shares
in the market. The OIC Academy has also approvedtthding of shares for those
companies in which the value of real assets istgreaan cash and debts. The reason is
that if all the assets of the company are in ligaiam, then shares will represent money
and, according to Islamic law, money cannot beedatbr money except when it is
exchanged in equal amount and on the §f3athis condition may not be a problem under
Islamic law as provision may be made in companyflavthe shares of the company to be

transferable when some of its assets are in nandliigrm.
6.11.4 Delegated management with board structure

In the modern form of corporations, as it is nasible to invite all the members to make
day-to-day business decisions, the power of ma#lagisions is delegated to the board of
directors, who are elected periodically, exclusivet primarily by the shareholdet$:
There appears to be no reason why this cannot e wader Islamic finance. Islamic law
allows the delegation of management to certaingmesrsiaominated by the owners; for
example, mudarabah allows managers to carry on with the business uelkey the
investors. Similarly, undemusharakahousiness, there may be sleeping partners who are
not involved in the business affairs. So, a boardcture with delegated management is

very much Islamic.
6.11.5 Investor ownership

Investor ownership under conventional finance hasdspects: (1) the right to participate
in the management and (2) the right to participatthe net earnings of the corporation.
The right to participate in the management meaasritght to contest the election of a
director, the right to exercise voting powers tecelthe board of directors and the right to
participate in major decisions of the company. Tight to participate in the net earnings

in the corporation means to share in the profit elaén residual earning$? Both these

139 Ashraf Usmani (n 96) 189-190.
140 Decision 5 (d4/08/88), Fourth Session (19%8%h Academy Journa8:2161, 2163 referred to by Vogel
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rights have exceptions as well, for instance, igatrto participate in the management
may be restricted when the company issues shateswvivoting rights. Similarly, the

right to participate in the profit may be restritt@hen the company is formed to carry on
a charity or co-operative objects. As discussediegainvestor ownership is a basic
characteristic of business corporations under Isldaw. Therefore, Islamic law does not

prohibit the investor ownership requirement of thedern form of a company.

Therefore, the formation of the modern form of anpany is not prohibited under Islamic
law. However, there may be some restrictions ondtigvities of the company under

Islamic law.

6.12 Functioning of a company under Islamic law

As discussed earlier, the modern form of a commgamyconduct business with the Islamic
mode of financing and its shares can be tradedamtarket. However, a major difference
between the conventional form of a company andnigldinance is the restriction of the
activities under Islamic law. Islamic law does afiow certain kinds of activities that are
otherwise allowed under the Western model. Thegeitées include, but are not limited

to, businesses involving the production of alcohofhium and pork; gambling;

pornography; and other immoral businesses. Somer dibisiness activities, such as
interests, uncertainty and future trading in shaegs also not allowed under Islamic

finance.

In a system that is not pure Islamic or where tvaoajel systems are operating, it will
hardly be possible for a company, operating unslaniic finance, to keep out of interest-
bearing transactions because the company has ltavidledinancial institutions, banks and
other companies involved in interests-bearing @atigns. Therefore, companies that
operate under Islamic finance may involve some kificactivities based on interest-
bearing transactions. Therefore, a part of theipodfthe company may also represent
interest-baring profit which, under the strict plwtion on interest under Islamic finance,
is not allowed. Usmani has proposed a way out tidasuch interest-bearing protit® He
writes that suppose a company has declared a dividet the company has accrued most

of its profit throughShariahcompliant businesses but some of its profit isiedrthrough

143 Usmani (n 95) 208.
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interest-bearing transaction. The shareholders msagtegate such proportion of the
dividend that is earned by the company throughnterest-bearing transaction. To avoid
interest, the amount of profit that representsregemust be given to a charity. This will
purify the profit from the interest. However, agaeds purification of the capital gain,
there is divergence of opinion. Some jurists cossithat a portion of the capital gain
should also be given to charity as a portion ofdbmpany’s assets may represent assets
obtained through interest-bearing transaction. H@weother jurists are of the view that
there is no need to purify capital gain as the migjof the assets of the company are
composed of legitimate business and only a nedgigiortion is composed of interest-
bearing profit** If this plea is good for the capital gain, there ttame may also be
applied to the dividend. However, implementing piaieh requires avoiding such kinds of
earnings. Therefore, corporate governance reqfromesthe firms operating under Islamic
finance to disclose separately the amount and p&xge of profit earned through interest-

bearing transactions.

Islamic financial institutions usenusharakahand mudarabahas modes of financing
which are alternatives to interest-based financlalgmic financial institutions establish
Shariah boards to guide them to check whether a particadade of financing is
according to theShariah The Sharaih boards consist of Muslim scholars who
synchronized Western forms of financing and thanist mode of financing. However,
the problem is that there are differences of opinio their own ranks regarding
compliance with these modern modes of financingatog to theShariah The reason is
that they belong to different schools of interptieta which results in the differences of
opinion. Members oBhariahboards never make uniform or absolute decisiontheg
sometimes take back their earlier decisibisThis causes divergence in Islamic finance

within the Muslim world.

As the creation of a company is a relatively newoapt in Islamic finance, there is a
scarcity of investor protection mechanisms. Thellof protection available to investors
that is commensurate with Western forms of rightsl @rotection can encourage an
Islamic mode of financing. The Islamic method ofenpretation ofijtihad can help to

provide investors with such protectitfi. The reason for the absence of such investor

144 Mufti Muhammad Tagi Usmani, ‘Principles &hariah Governing Islamic Investment Fund’ an online
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protection is that Islamic finance has shown itespnce quite recently. Most of the
Islamic law developed in the early periods of Islarhen the modern techniques of
financing were not developed. Therefore, classicaists were not aware of the
contemporary techniques of financing which devetbgaring the previous century. The
other reason is that Muslim countries remained utigeinfluence of Western powers due
to colonization. These countries adopted the Westerdel of legal, regulatory, financial
and governance mechanisms after independence.nliglg be the main reason for the
stagnancy of Islamic finance in the Muslim worldganeral and Pakistan in particular.
However, during the past century the situation alenging. The financial crisis all over
the world during the last part of the previous oeptstimulated the introduction of an
alternative model of financing. Islamic finance,igfhwas not practised in modern times,
is considered to have the potential to show itsgmee and to solve problems. Research
has also been carried out in the West regardingt¢bpe and potential of Islamic finance.
In recent times modern jurists have been giving dttention to Islamic modes of

financing.

6.13 Definition ofriba (‘interest’)

The literal meaning of the terniba is ‘excess™*’ However, it is difficult to define the
term in its technical meaning. This difficulty li@s the history of Islamic law and the
same is still prominent among Muslim juri$t8.Riba is considered analogous to the
modern concept of interest but, technically, it hader implications-*? It signifies excess
not only in loan and debt transactions, but alsthat found in barter trades. The rules of
riba have been derived from tigur'an andSunnah In this context it can be divided into

two kinds.
6.13.1 Riba al-Qur’an (riba al-nasiahor riba by delay)

Nasiah literally means ‘delay’. This is found in transacts of loans with interest. A
creditor charges extra money for delay in the repayt of a loart™ This definition is
very similar to the modern concept of interest. réh@e many verses in tiqgur'an that

talk aboutriba but here only two are referred to:
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TheQur’an says:
‘O those who believe do not eatnilga doubled and redoubleéti*

‘Those who take interest will not stand but as dsawhom the demon has driven crazy
by his touch. That is because they have said: higadi likeriba. And Allah has permitted
trading and prohibitediba . . . Allah destroysiba and nourishes charities . . . O those
who believe, fear Allah and give up what still rémseof theribaif you are believers. But

if you do not, then listen to the declaration ofrviram Allah and His Messenger. And if

you repent, yours is your principal. Neither yowwy, nor be wronged?

These verses only talk about exorbitant doublingnminey and differentiate between

153 sale andiba, and declare charginipa as the worst kinds of acts. The

charity andriba,
Qur'an did not explainriba in its technical sense as tkur’an provides only general
principles. Another reason may be that this kindilb& was very much in practice in

Arabs in those dayS? The Sunnahexplainsriba in more detail.

6.13.2 Riba al-Sunnah(or riba al-fadl)

The rules have been drawn from the famous tradibioRrophet Muhammad (peace be

upon him):
[G]old for gold, silver for silver, wheat for wheatartey for barley, dates
for dates, salt for salt, like for like, same fanse, hand to hand. But if
these commodities differ, then sell as you likdpag as it is hand to hand.

Muslim jurists have derived the following rulestnaradition®>?

Firstly, if commodities are of the same genus, thmyst be exchanged in equal quantity

and on the spot, for example, where gold is exchdrfigr gold.

131 Al-i-Imran 3:130 (verse from the Hol@ur'an).

152 Al-Baqarah 2:275-281 (verses from the HQlyr'an).

133y/ogel and Hayes (n 20) 72.

> bid 72-3.

135 Nyazee discusses the rulegibf in detail in his book (n 67) ch 10, pp 177-96.
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Secondly, if commodities are (different) speciedl& same genus, then equality is not
required but a spot transaction is necessary, Xamele, where gold is exchanged for

silver or wheat is exchanged for rice.

Thirdly, if the genus is different, then both edtyaland a spot transaction are not

necessary, for example, where gold is exchangedtieat->°

To make things easily understandabida in loans, debts and barter trade can be

explained by the following examples:

) If dollars are exchanged for dollars, and theyexehanged on the spot but are
unequal, then this will amount tiba

i) If dollars are exchanged for dollars, and theyeapeal but delayed from one side,
then this will amount toiba.

i) If dollars are exchanged for pounds, equalityrsl@vant and the only issue is the
spot transaction, and if there is a delay from side, then this will amount to
riba.

iv) If wheat is exchanged for wheat, then both equalitd a spot transaction are
necessary, otherwise this will amountitza.

V) If wheat is exchanged for rice, then equality i2 necessary and the only
requirement is a spot transaction, otherwise thlisamount toriba.

Vi) If dollars are used to purchase wheat or rice, theth equality and a spot
transaction are not necessary. This is so becautbedoe different genera. The
payment may be made in advance and delivery otdimemodity may be after
some time. This is a kind of credit sale or advapagment, which is allowed

under Islamic law?’

Some rules or situations look absurd and meaniagbes the face of it, such as the
exchange of dollars for dollars in equal amount$ @m-the-spot transactions or exchange
of wheat for wheat in equal amounts, and on-the-sfamsactions. In the researcher’s

view, the objective oShariahis to set rules to avoidba and injustice to either party.

8 The currency value is one genus, such as golarsitiollar or pound, while storable food items atleer
genera such as wheat, barley, rice or salt. Thessxmay be in terms of weight, measure or counting.
Hanafis divide fungible goods into two kinds on thesis of genus: commodities that are weightecbaee
genus and commodities that are measured are argeheis. Other schools divide genera on the basis of
currency value and (storable) food value. For $eg Nyazee (n 67)184.
157 {ai

Ibid 181.
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This can be explained as follows: as no one witlhexige dollars for dollars or gold for
gold or wheat for wheat in equal amounts and irthaaspot transactionsiba will be
avoided. Any violation of these rules will amouatriba, for example, if A gives US$100
to B with the condition that B returns US$110 aftee year, the extra US$10 amounts to
riba. Similarly, if A gives US$100 to B and B returietsame amount after one year, this
transaction will be called anterest-free transactiobut, according to Islamic law, this is
prohibited because B has taken undue advantagélizyng the money for one year. As
regards doing an injustice against any party,dfealitor charges extra amounts, then he or
she will do the debtor an injustice and if the sam®unt is returned after delay then this
will amount to an injustice against the creditohisTdoes not mean that Islam prohibits
any money transaction or giving people loans. bhividual cases it discourages taking
loans but allows it only in circumstances of dieed. The creditor may give a loan as a
gard hassan(‘charity’) and without demanding extra money other benefits. In
commercial transactions, it encourages partnersmgsdiscourages loan but allows loans
only in circumstances of dire need and as a lasirteThis will also amount tgard

hassarto save someone from business colldpSe.

Islamic law also allows demanding security or dellal for debts but the creditor is not
allowed to take advantage from that collateral. Téeson for such a prohibition is that
such advantage will amount tiba. However, there is one exception to the genetal Hi
the collateral is something that requires costresgrve it or to feed it, as in the case of
livestock, then the borrower is allowed to take tust incurred for its preservation or
food. To avoidriba, it is necessary to return the excess amounteadtor or it may be

debited to the capital.

Another way to protect commercial loans under gianhic regime may be the recently
developed bail-in mechanism. In this mechanism, rwbanks are on the verge of
insolvency, the regulator, instead of bailing theat using taxpayers’ money, uses the
mechanism of bail-in. In this mechanism the clamhsequity holders and some junior
creditors are written off. Similarly, a part of tklaims of senior creditors is written off
while the remaining part is converted into equiize objective is to avoid total damage
and to provide an opportunity to the senior credito save the banks and try to recover as

much money as possible. The creditors step intslles of the equity holders, and try to

138 Nyazee (n 53) 188. Imran Ahsan Khan NyaZée Concept of Riba and Islamic Bankifif edn, Niazi
Publishing House, Islamabad 1995) 28-9.
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run the bank and make it a going concern. Thisriece is hybrid in the sense that
initially the contract is made privately while tmegulator, a public institution, has the
power to write off claims and convert the debtieguity*>® This technique may be
utilized in Islamic finance. It is not clear whethslamic law will allow the writing-off of
some creditors’ claims while giving equity rights éthers. An appropriate way under
Islamic law may be to convert all debts into equitiien the company is in distress
without writing off the claims of junior creditordt may not be feasible to convert all
debts into equity at the face value of the shatggtbs can be done by converting debts
into equity according to the ratio of debts to #guity capital. This technique may

provide a kind of security to the debtors withoitlation of theShariah
6.14 Prohibition onriba

Islam has a direct effect on the day-to-day lifeMafslims and it is considered a divine
command to spend one’s life according to its ord&rdslam is applicable even in
Muslims’ commercial dealing8' and provides detailed regulations in this redafdRiba

is prohibited by Islam in every form in personalmcommercial transactions.

Riba is prohibited irrespective of whether or not itirs manifest or concealed form;
manifest in the sense that it is clear from thes fata transaction that it rba but some
transactions may also contain an elemeniba but it does not appear on the face of it.
For example, if, A sells his watch to B for US$10@ immediately repurchases the same
watch for US$120 on the spot with deferred paynterite made after one yegmima
facie these are two independent transactions but, ity fiaere was only one transaction
and that was a transaction of loan. B has advaackxhn of US$100 to A with 20%
interest to be paid after one year. These tramsectare regarded as being against the
spirit of Islamic law as the intention was to bypd#ise prohibition omiba by involving a
commodity. A tradition $unnah of the Holy Prophet Muhammad (peace be upon him)
says ‘acts depend on intentions’. Therefore, as¢htransactions will be prohibited where

the intention is to enter into a transaction invdwriba.

139 Chris Bates and Simon Gleeson, ‘Legal Aspects afkBBail-ins’ (2011) 5 (4Law and Financial
Market Review264-7.
10 Ysmani (n 95) 16.
161 Alexander Von PockStrategic Management in Islamic Finand®eutscher Universitats-Verlag,
Wiebaden 2007) 1.
182 Eisenberg (n 69) 38.
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As to the wisdom or logic behind the prohibition rima, there is dispute among jurists.
Nyazee does not agree with the prohibitionria based purely on religious grounds or
even injustice as necessary conditions for prahipitiba forwarded by some jurist§®
He regards distributive justice as the logic behimal prohibition orriba. He argues that
distributive justice prevents the accumulation efith in a few hands. Distributive justice
provides social justice and fair distribution of alth among the masses. However,
Usmani does not consider wisdom a necessary conditi the prohibition omiba.*** He
observes thatiba is prohibited irrespective of any wisdom visibtesuch prohibition. He
considers prohibition purely on a religious baste writes that there is a difference
between wisdom and the basic featuliat) of any order in Islamic law. According to
him, the law will apply in the presence of a bdsiture {llat) irrespective of wisdom. He
gives an example of the traffic law that requirespping at a red traffic light. Here the
basic feature aitlat is the red light and the wisdom is to prevent ecident. He says that
this does not mean that when the red light is aoh there is no chance of an accident
happening, then one may pass through it. One ha®irrespective of absence of the
wisdom of avoiding an accident. He further explaihat as far as injusticelm as
wisdom or philosophy of prohibition is concernetistis not a basic feature of the
prohibition onriba. Injustice is a relative term which varies fronrgmn to person and
system to system, and cannot be termed a basiardefilat) of the prohibition ofriba.
According to him, the basic feature of the prohdntonriba is excess claimed over and
above the principal in the transaction of a loamespective of the presence of the
philosophy of law'®> However, a more plausible explanation regardimgptfohibition on
riba is forwarded by a renowned Muslim scholar ImamGhazzali*®® He believes that
riba is prohibited as it prevents individuals from uridking real economic activities. If
people are allowed to earn money over money omalses of interest without undertaking
a real economic activity, then this may be harntfulsociety, and hamper economic
growth and development. Islamic law prohibits iet#rbearing transactions and
encourages equity investment in the form of pasimer It envisages that both parties
should participate in profit and loss. One shouwt free ride on the efforts of others and

no one should take more than what he or she deserve

163 Nyazee (n 67) 179.
184 Ysmani (n 114) para 119-20, 126.
185 bid para 121.
166 Referred to in ‘The Text of the Historic Judgementinterest given by the Supreme Court of Pakistan
written by Justice Muhammad Taqgi Usmani’ availadtie
<http://www.albalagh.net/Islamic_economics/riba gathent.pdf> accessed 05.11.2013.
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The Constitution of Pakistan imposes a duty ondtage to eliminateiba as early as
possible. Pakistan was the first Muslim countryt ttheclaredriba against the injunctions
of Islam.*®” The FSC declaredba against théShariahon 14 November 1991. However,
this was challenged in the Appellate Bench of thupr&me Court in the form of 67
appeals, including the federal government, bankisfiaancial institutions. The Appellate
Bench disposed of all these appeals and uphelddbision of the FSC in 1999. It set 30
June 2001 as the deadline for the elimination which was later extended to 30 June
2002. The appellants then filed a review petitiortite Appellate Bench who stayed the
order on 24 June 2002. It is still pending in thepAllate Bench'®®

As far as the implementation of the decision of $upreme Court is concerned, Nidaa is
of the opinion that the landmark decision of thosit to Islamize the economy could not
achieve its objectives because the decision wadased on a democratic process, but
rather that it was an outcome of judicial activisrmy. She further argues that the people
of the subcontinent have a quest for a distinattiteein the name of religion and this led
to their will to Islamize the econonty® Her observation is true to the extent that this
wholesale change in the economy requires politdamocratic and institutional support.
However, the real problem is not the judiciary, bather political parties who failed to
implement decisions despite getting votes from feeap the name of Islam. There are
public sentiments in Pakistan to Islamize the eaonand political parties exploit these
sentiments. The constitution makes provision fer lglamization of the economy but the
executive failed to take the necessary steps mrgard. Public sentiments may be the
driving force behind the implementation of the isia economy in Pakistan but this
requires the will of the politicians and institut®as well. Similarly, her observation that
the people of the subcontinent desire a distinehtitly is the reason why they want to
Islamize the economy does not seem cogent. Islgrarisand parcel of life for Muslims.
Therefore, they want to implement Islamic injunogoin their commercial dealings as
well. Sinceriba is considered a declaration of war against God HisdProphet by the
Qur’an, religious duties, therefore, seem more logicahtksimply the desire to show a
distinct identity.

167 Art. 38(f) of the Constitution of the Islamic Rdpie of Pakistan 1973; Usmani (n 114).

188 See the dailyDawn’ an English Newspaper of Pakistan, dated 25.0& 28@ailable at
<http://www.dawn.com/news/44707/fsc-to-decide-rilase-afresh-supreme-court-sets-aside-earlier-
judgment Accessed 14.01.2014.

%9 Nidaa Masood, ‘The Islamization of Pakistan’s Ficial System: A Legal Analysis’ (PhD thesis,
University of London 2006) 359-60.
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6.15 Nature of the Islamic financial system

Islam is a practical religion that guides its sglgein each and every field, including
financial matters’® A basic difference between the conventional fir@nsystem and
Islamic finance is the treatment of interéBhe debt is not considered a legal, profitable
economic activity under Islamic finant&. Conventional finance is based on interest-
bearing transactions, whereas Islamic finance pitshinterest from personal as well as
commercial loans. There is a misconception witlarégo Islamic finance that this system
prohibits all modern transactions. In reality, tlasonly half of the story. Islam provides
an alternative to debt and loan financing. It pbdii interest, uncertainty and immoral
business activities. As far as interest is conakrisdam regards it as exploitative and the
circulation of money among the rich only. Tiur'an prohibits riba by providing a
justification for its evil effects: it states that [wealth] may notimerely] make a circuit
between the wealthy among yd(f Interest is, in fact, earning money over money and
this may provide opportunities to rich people tdhamce their money without getting
involved in real economic activities. The Islamigaince system is based on distributive
justice, which means the distribution of wealthpd® and resources among the rich and

the poor.

In addition to this, it prohibits certain businessehich it considers immoral, unethical or
religiously prohibited, for example, gambling; theeparation of alcohol and its related
products, and pork products; and pornography. Theralifference between conventional
finance and Islamic finance is uncertainty. Somnmaricial transactions of conventional
finance, such as the futures market, short seflimygambling businesses, are not allowed
under Islamic finance on the basis of inherent ttaggy.

The Islamic financial system is characterized asetan ethics and morality. It prohibits
risk-free return on financE?® The prohibition onriba is one manifestation of this
characteristicRibaprovides one party with an undue advantage owvathen for instance,
A gives a loan of US$100,000 to B for two yearshwitterest of 10% per year. B starts a
business with US$150,000 and suffers a loss of OB®H. B now has to return
US$100,000 to A as the capital return and US$20@00nterest. B is left with only

9 Usmani (n 95) 16-7.
L venardos (n 31) 28-31.
"2 Qur'an 59:7.
3 HM Treasury (n 73) 7, 12.
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US$100,000 in business. This means that B hasydJ&$20,000 from other sources. In
this situation, it will be an injustice againstlBowever, suppose B earns profit amounting
to US$100,000. B will pay US$120,000 (US$100,000capital and US$20,000 as
interest) to A and will retain US$80,000 as prdét himself. B has earned profit of
US$80,000 with only a US$50,000 investment, whekedms earned US$20,000 with a
US$100,000 investment. The profit ratio for B vk 160%, whereas it is only 20% (in
the form of interest) for A. In this situation & injustice against A. This is the main reason
for the prohibition on interestiba) as this may cause an injustice to both or ongypar
Islam prohibits interest as one may have an adgantathout taking risk, and sharing in
profit and loss. Interest-bearing transaction magoerage the earning of money without
taking part in actual economic activity. It, themef, encourages equity financing. In
equity financing there may be less injustice agaamy one or more parties as all will
share in the profit and loss. Islamic finance pdesi different techniques for carrying on
businesses that may be used as alternatives tewtowal financing. Modern Muslim and
non-Muslim jurists are trying to provide alternasvto the conventional finance system.
The provisions oShariakcompliant products as an alternative to convealidimancial
products are the main features of recent researdblamic finance. Modern jurists are
trying to synchronize Islamic finance with conventl finance. Synthesis is possible
between Islamic finance and conventional financa tertain extent, with the exception of

interest, uncertainty and certain businesses, wdniemot allowed under Islamic law.

6.16 Equity versus debt financing

Islamic finance deals with both equity and debarfice in different ways. Islamic finance
encourages equity financing and discourages de@hding.The nature of debt financing
is contractual. This is more secured financing mal the creditors receive predetermined
amounts in the form of interest and capital irresipe of any profit gained by the debtor
in the business. This amount is to be paid withia framework determined in the
contract. If a debtor fails to pay interest or rataapital, then the creditor has the right to
enforce this under the terms of the contract as$ agetinder different laws. As the paying
of interest or capital becomes difficult for thebtte in the case of financial difficulty, the
nature of debt financing is, therefore, a kind xgfleitation in most cases. The creditor has
the right of reorganization and liquidation in ttese of failure to pay interest or capital.
However, the nature of the equity investment igigigation in the business. The investor

shares in the profit, which is not predeterminelde Thvestor gets a return on investment
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only when there is a profit in the business. Thaeef there is less of an element of
exploitation in the equity investment. The invest@s the right to participate in the
management, except in those cases where he oebkhgurshes this right by acquiring

shares without voting rights.

The problem with debt financing is that more deb@rcing provides the firm with
leverage that may be beneficial to it up to a @ertavel but this leverage may be
dangerous when it goes beyond certain limits. Timns enhanced leverage is a risky
venture’™® The recent global financial crises are associatéth, inter alia, bad
governance and unbridled debt financing by banke d@ebt ratio was increased and
debtors were unable to repay their debt. There meaenough equity which could have

avoided the crisis. This caused huge financial naigy and resulted in a crisi&

Debt financing has structural advantages over gduiancing as debt is given more
security and the right to recover a loan as perdract. Equity financing is, however, not
secure for individual investors but as far as thporate structure is concerned, it avoids
potential corporate risks. Equity financing regsiome assurance to avoid individual
risk. This risk can be minimized when there is ggmyernance associated with equity
financing. To share the burden of risk, it is neeeg that equity holders be given
decision-making power and management rights; irerothords, the nature of equity
financing is to take part in management by contgsine election of directors or voting to
elect directors, to make major decisions, and tareshn profit and loss. More equity
financing in firms will trigger more good corporagwvernance. As Islamic finance
encourages equity, good corporate governanceareftire, exactly in accordance with the

spirit of Islamic finance.

6.17 Evolution of Islamic finance

A presumption about Islamic finance is that it watsoduced in the early ages of Islam
and that it was not a flexible system that woultkcto the needs of modern times. This is
an incorrect assumption. Islamic finance is cufyestill relevant and is ever developing.

The role of Muslim scholars is very important imstregard. The new products introduced

174 |Lukas Handschin, ‘Risk-based Equity RequiremeHtsy Equity Rules for the Financial Sector can be
aApplied to the Real Economy’ (2012) 12 @urnal of Corporate Law Studi@83.
153, A. Ross, R. W. Westerfield and B. D. Jordaumdamentals of Corporate Finan¢@" edn, McGraw-
Hill, New York 2010) 23.
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through conventional finance can be checked in lidjg of Islamic law due to the
flexibility available in Islamic law. Modern schaotahave worked on Islamic finance, and
have discussed its feasibility according to modeeds and requirements. Islamic finance
was central in religious teachings for two reasdéiist, religion is integral to the day-to-
day life of Muslims and in their financial matte®econd, the Prophet Muhammad (peace
be unto him) was himself a merchant; thereforegrfaial dealings were central to the life
of the Prophet. The recent focus on Islamic finanaaght the attention of financial
experts for two reasons. First, the emphasis @amis! finance in the Muslim world, which
forms a substantial part of the world economy. hisnomenon started in Egypt in 1963
through the introduction of the Mit Ghamr savingsject, a social banking initiative
and later developments such as the establishmettteofirst Islamic bank in the mid-
1970s. Second, when there was a recession in thd am@d conventional finance failed to

respond appropriatefy’

In modern times in the Muslim world, Pakistan wias first country that declared that it
would Islamize all its banks. It did so in in 1978n and Sudan followed, and in 1983
they declared that they would Islamize their bahkslaysia, instead, introduced a parallel
banking system in 1983° In recent times Islamic finance has been the mgsamic and
fastest-developing financial system. Both Muslimdanon-Muslim countries have
introduced it in their financial system. The foaason introducing this system parallel to
the existing financial syste? The introduction of two parallel financial systemmsy
have some legal and regulatory barriers as botlesdional and Islamic finance have
different natures and, to some extent, are rivatesys. This rivalry is based on two
important issues: (Liba (‘interest’) and (2)gharar (‘uncertainty’). Islam provides an
alternative to interest by emphasising profit ahd sharing of business activities. It
discourages loans but allows them under conditmingsecessity and on humanitarian
grounds but without interest. It also prohibits emain transactions. Both conventional
finance and Islamic finance may not be a major lgrobas both can be synchronized and
implemented on the basis of the nature of the mitsdimvolved. However, this requires

the state’s commitment to implementing Islamic ficain its true spirit.

Y HM Treasury (n 73) 8.
Y7 |brahim Warde, ‘Status of the Global Islamic Fiearindustry’ in Craig R. Nethercott and David M.
Eisenberg (eds)slamic Financelaw and Practic§Oxford University Press, Oxford 2012) 2, 12-3.
178 |ai
Ibid 4.
9pock (n 161) 1.
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6.18 Islamic finance as an alternative financial stem

The recent financial crisis, which was linked tocessive leveraging, highlighted the
importance of an alternative financial system thety respond more appropriately in
times of financial distres$? Islamic finance prohibits excessive leveraging éomises
on trust building. It focuses more on the ethiedlm of business than a sole financial
aspect which is dominant in conventional finafftelslamic finance has shown its
presence against the backdrop of the recent finhndsis and urges scholars to provide
an alternative. One advantage of Islamic finandas it is an emerging system that has

not yet been utilized in modern finan&a.

The Islamic financial system is different from dapsm and communism. Capitalism is a
market-based financial system that provides thediven of having private ownership,
whereas communism provides a controlled economy \lite state controlling all
economic activities and restricting private owngrshby individuals. Capitalism
reconfigures existing economic and social arrangesnedevelops according to market
needs; and focuses on individual self-interest@ndleged rational utility over traditional
ethical norms® Such an ideology was alien to Islaffi.Islamic finance is based on a
different ideology. Its thrust is on ethics and aliy. It restricts the free flow of wealth in
a few hands®® and provides detailed guidelines in the finanaiatters of its subjects. It
prohibits interest-bearing and uncertain transastidt encourages equity-based financing,
sale and leasing contrac¢f.The prohibition on interest-bearing transactions imajor
difference between capitalism and Islamic finatfédslamic finance requires real asset-
based transactiort8® and links financial transactions to the real ecopowhich is
governed by the principle of sharing in profit aleds. It prohibits interestripa) and
uncertainty @harrar), and encourages equity financing backed by resletd®®

Capitalism emphasizes individual rights which allalae unbridled accumulation of

180 Angelo M. VenardosCurrent Issues in Islamic Banking and Finar(®orld Scientific Publishing Co.
Pte. Ltd., Singapore 2010) 1.
181 Rasul (n 116) 171.
182pock (n 161) 2.
183 patricia CronePre-Industrial Societies: Anatomy of the Pre-Mod®vorld (2™ edn, Oneworld, Oxford
2003) 166-8.
'8 Timur Kuran, The Long Divergence: How Islamic Held Back the NédHast(Princeton University
Press, Princeton 2011) 143-66.
185 Nyazee (n 67) 179.
% warde (n 177) 4.
187 v/enardos (n 31) 28.
188 Usmani (n 114).
8 Warde (n 177) 4.
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wealth, whereas Islamic finance focuses on theanelbf the whole of society which does
not allow the exploitation of othet&? Another major difference includes the prohibition
on excessive leveraging and imprudent risk takiggdbiamic finance. Similarly, paper

money is not considered a commodity in Islamic rice It is considered a medium of
exchange and therefore cannot be utilized to iser@airchasing power without involving

a commodity and a productive activity that is bésiafto society*™*

The failure of communism in the 1990s and the ecoaaneltdown in last part of the
twentieth century and the early part of the tweinst- century has highlighted the
importance of an alternate financial system inwloeld. Islamic finance received attention
in the recessions. It has been the most dynamidastdst-growing economic system in
the recent past. There has been extensive acadese@rch on Islamic finance both in the
East and West? Products based on Islamic finance are being inted not only in the
Muslim world, but also in non-Islamic countries Buas the UK?® and the US:** Islamic
finance may not be an ideal financial system fer\West as it is not familiar with such a
system and it is considered directly related togi@h. However, Islamic finance is not
restricted to Muslims. It is open to everyone, udithg non-Muslims. The choice is with
the consumers based on pure competition. If Isldmance provides better options and
products to investors and consumers, they willniiefiy derive an advantage from it. The
new economic world scenario is based on pure effy and competition, and religion
has a very limited role to play, at least in thestéen world. Ethics may also be another
reason why non-Muslims would be attracted to Istaproducts. Ethical finance, such as
the prohibition on financing in businesses relatioglcohol, gambling and pornography
may also attract non-Muslim who have religiouséfslin this regard®However, Islamic
financial transactions may be undertaken on a pusdigious basis in the Muslim world

1%0venardos (n 31) 28-9.
%1 Angelo M. Venardos, ‘Resilience and Stability: Beconomic Response in Southeast Asia’ in Angelo
M. Venardos (eds)Current Issues in Islamic Banking and Finar@®orld Scientific Publishing Co. Pte.
Ltd. Singapore 2010) 11.
192pock (n 161) 1.
193 There are 2.74 million Muslim in the UK, which4s4% of the total population as on 18 December 2012
reported by the Pew Forum on religion and puble; h US-based organisation. See Pew Forum report
‘Database: Religious Composition by Countries inmivers and Percentage’, available at
<http://features.pewforum.org/grl/population-numpbp> Accessed 05.11.2013.
19 There are 2.77 million Muslim in the US, whict0i®% of the total population as on 18 December 2012
reported by the Pew Forum on religion and pubfe; b US-based organisation. See Pew Forum report o
‘Database: Religious Composition by Countries inritvers and Percentage’, available at
<http://features.pewforum.org/grl/population-numpbp> Accessed 05.11.2013.
19 HM Treasury (n 73) 3, 7-8.
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in general and Pakistali in particular where religion dominates in the stcpolitical

and economic life of the masses.

Pakistan is a leading country in the Muslim worlthen it comes to Islamizing its
economy*®’ It was a difficult task for Pakistan as there was successful model to
follow.'®® Nevertheless, it started Islamizing its economgough the introduction of
Shariahcompliant products in the early 1980s. The fitspswas to change the banking
laws through change in the Banking Companies Omdi@al962 and introducing profit
and sharing accounts. The other major steps indlpgemission to do business through
the mudarabahform of business. The introduction of the Mudatal2ompanies and
Mudarabah (‘Flotation and Control’) Ordinance 1@8wed the establishment of Islamic
financial institutions that allowed the conductbafsiness through theudarabahform of
business. In 1991 the government promulgated thHieréament ofShariahAct, 1991 to
Islamize the economy and industry. This paved thg for the introduction of Islamic
mutual funds, Islamic insurancdakaful), leasing ifarah) and licensing of Islamic

commercial bank&?®

The major breakthrough in this regard was the datisf theShariahAppellate Bench of
the Supreme Court in 1991 that declardzh against the injunctions of Islam and set
June 2001 as the deadline for the eliminationlwd from the economy. The government
filed a review petition. The decision was stayed anstill pending. This shows lack of
interest both at government and institutional leeekliminateriba, and to Islamize the
economy. This is a dilemma for the government. l@ndne hand, it has shown some kind
of efforts to Islamize the economy and, on the ottand, it is not willing to implement a
decision prohibitingiba, which is a major cause for concern in Islamiafice. There
may be three reasons for this decision. First,etheave been frequent changes in
governments in Pakistan. Sometimes the leftist somdetimes the rightist dominate the
political scenario. Pure Islamic parties also haway in each government. The successive
governments may not have the intention to implenpemé Islamic finance, rather these
parties may have made provision for it in their ifesto to obtain political advantages by

19 pakistan is a Muslim country where Islam is tlaesteligion enshrined in the constitution, whiefects
pure public sentiments about Islam. Pakistan hag®pulation of approximately 185 million, with 97%
Muslims residing in Pakistan as per the Popula@emsus Organisation, Government of Pakistan website
available at <http://www.census.gov.pk/index.phpceéssed 06.11. 2013.
1" Rasul (n 116) 168.
19 Masood (n 169) 331-2.
19 Rasul (n 116) 168.
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exploiting the sentiments of the people to getrtietes. Second, in the new era of the
global economy it may not be feasible to prohiiida unilaterally when countries have
debts of billions of dollars brought about by glbbarces. However, the elimination of
riba at the domestic level may not be a major probl@iis needs some kind of
commitment from the government and financial imsimns. Third, lack of legal,
regulatory and institutional infrastructure may baother cause for the failure in
implementing the Supreme Court decision to Islantize economy® The decision

cannot be implemented without proper homework.

In Pakistanmudarabahbusiness flourished to some extent but the wawhrch it was
operated was not purely Islanfft. This disappointed the people who intended to do
business in an Islamic way and for those with araramess of Islamic finance.
Corruption, bad governance, scarcity of a regwatoamework and lack of human
resources were the main barriers to the succedslarhic finance in Pakistan. The
intentions of most of the entrepreneurs were nadddousiness in accordance with the
Shariah but they started businesses just to enjoy theiragntives provided by the
government fomudarabahbusinesses and to exploit general public sentisndintvas an
easy way to get finance from the general publithin name of Islari?? All this caused
the failure of mudarabahbusiness in Pakistan and shed doubts on Islam&nde
flourishing in Pakistan. Islamic finance can be cassful only if a good corporate
governance mechanism is established. This wouldirethe government, regulators and

other institutions to take a number of steps.

In Pakistan Islamic banking business is not mudfer@int from the conventional system.
It amounts to a change of nomenclature and moshetransactions conducted by the
banks in leasing anchurabahahwere viewed as suspicious by scholars on the gioun
that the objective of these transactions was teatehe Islamic prohibitions oiba.?% In

reality, these transactions were more or less iliterest-bearing transactions. Islamic
finance can be successful only if there are serigfigrts and change in mind set at

government level as well as entrepreneur level.

20 Masood (n 169) 361.
21\/ogel and Hayes (n 20) 166.
292 Rasul (n 116) 170.
293 Mansuri (n 70) 220.
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Failure of mudarabahbusiness triggered regulator’s attention to improwdarabah
business in Pakistan. In 2008 the SECP and Mudarabsociation of Pakistan conducted
research to obtain th8hariah board of mudarabals approval for the newShariah
compliant products to enhance the scope nuidarabah business. They approved
12 product®* to enhance the scope ofiudarabah and other Shariahcomplaint
businesses in Pakistah. This is another effort at institutional level teldmize the
economy. The question is whether it will change thesting image of the failed

mudarabahbusiness introduced in the early 1990s?

The few efforts by the government to Islamize ther®my were just the start of a long
journey. More needs to be done in this regard. diy mot be useful merely to declare
something Islamic or un-Islamic. First there iseeah to provide an alternative to existing
financial products. The existing system cannot tenged overnight. Scholars of Islamic
law should try to synchronize texisting financiabgucts with Islamic norms keeping in
mind the basic precepts of Islam. Different schadlaw in the Muslim community have
different interpretations of sources of Islamic Javhich may create divergence. This may
not be a major problem. Divergence can be convarted convergence but this needs
some kind of flexibility in the rules of interpréian to the extent that the interpretation of
other schools that is appropriate is adopted aadnttodern financial products be accepted
rather than rejected. Secondly, the scarcity of dnumesources is another problem in this
regard. Some institutions are engaged in Islangearch but they are not enough to cater
for the needs of Islamic finance on a larger scahere is a need to encourage Islamic
research at institutional level that can produdekrs who are acquainted with both the
modern form of business and the Islamic form ofitess. Thirdly, corporate governance
needs to be strengthened. An inefficient corpogateernance system is a major problem
in any kind of business. In Pakistan bad governas@ebarrier to the healthy growth of
the market in general and the economy in particélardiscussed in earlier chapters, there
Is a need to improve the governance mechanismkistaa. Enforcement is a key to good
governance. The judiciary, market and regulatoayniework need to be improved in order
to enhance enforceability in the corporate se&srfar as Islamic finance is concerned, as

204 These businesses include leasirijgrgh), progress financingigtisna) partnership or company
(mudarabal), musawamahpartnership or companyngharakah, cost-plus financingngurabahg, trade
finance 6alanj, diminishingmusharakahsyndicatemudarabah, syndicate musharakaentinued funding
system (Islamic CF&urabahal, Islamic bondsqukuB. Some of these forms are discussed in the section
on Shariahcompliant products at 6.10.
2% Rasul (n 116) 173-8.
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it encourages equity financing and prohibits irgeteearing transactions, good corporate

governance will be a key to its success.

Some efforts have also been made at internatienal.| The establishment of the Islamic
Financial Services Board (IFSB) in 2002 was a majep towards this development. It
started its operation from 10 March 2003. The basets standards for regulatory and
supervisory agencies involved in Islamic finanegluding banking, capital markets and
insurance. Its objectives are to promote the dewetmt of Islamic industry and to
recommend new or adopt existing international saesfglafter adaptation to injunctions of
the Shariah The board also guides regulatory agencies foectffe supervision and
regulations of institutions offering Islamic prodsic It plays a liaison role among
institutions involved in standard setting. So fag board has issued 19 standards, guiding
principles and technical notes for the Islamic ficial services industry, including guiding
principles on corporate governance for institutioffering only Islamic financial services
(excluding Islamic insuranceakaful) institutions and Islamic mutual funds). It hasued
separate guidelines for insurance and mutual fa¥dShe IFSB takes guidance from
other institutions involved in standard setting f@nking, finance and governance, for
instance, the IFSB has considered standards idsydide Basel Committee on Banking
Supervision, and the International OrganizationSecurities Cooperation for investment
and securities markets in order to set its owndstads for Islamic banking and finarite
but subject to the condition that they are not agfaiheShariah The IFSB issues guiding
principles and they are subject to approval atonali level. As these principles do not

have binding force, the possibility of divergenténéernational level exists.

The International Islamic Figh Academy (IIFA) i€@anstituent part of the Organization of
Islamic Cooperation (OIC). The objective of the demy is to find solutions to
contemporary problems according to Sieariahand to guide the Muslim community to
conduct their life according to ti&hariahat individual, social and international level. The
academy is involved in research in Islamic law &sdies Islamic legal opinionfatwag

for guidance to the Muslim commun#$f The scope of research and opinion includes

Islamic finance so that the Muslim community coatahvert their conventional finance to

2% \Website of the IFSB, available at <http://www.ifsty/ > Accessed 05.11.2013.
27\/enardos (n 191) 8.
2% |nternational Islamic Figh Academy website, avaliaat <http://www.oic-oci.org/page_detail.asp?p_
id=64#FIQH > Accessed 05.11.2013.
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Islamic finance. The rulings of IIFA are guidingmuriples only and do not have any kind

of binding force. This may also lead to divergemcthe Muslim world.

The commonly approve&hariah products and market can facilitate convergence in
Islamic finance at international level in the Muaslworld. This could be achieved when
there is consensus between Islamic scholars theesseOnce the Islamic form of
business is accepted and implemented at natiovell lsome kind of consensus at global
level would be required. Consensus in OIC countiied is commensurate, at least to

some extent, with EU efforts is also needed.

It is widely accepted that Islamic finance is noimune to financial crises. However, an
important question is the extent to which finanaases may impact on Islamic finance.
Venardos warns that Islamic finance may be affeatelirectly in any turmoil in the
world. 2% According to him, the slower economic growth méfget real estate and asset
finance. He further warns that reduction in pricésreal estate may indirectly affect
Islamic financial institutions as their businessiaites are directly connected to real
assets. According to him, this may decrease tlssieta and affect business. However, this
observation should be hedged with other aspedisarhic finance. Islamic finance is not
entirely related to real assets. Islamic financeuses on ethical business. It prohibits
interest-bearing transaction, excessive leveragimdjavoiding uncertainty. It encourages
sharing in profit and losses, and carry on busibasgd on mutual trust and confidence.

Venardos is also concerned that Islamic finanamstifutions may pursue aggressive
speculative investment strategies with higher aisét higher expected returns in economic
stress without adhering to fundamental and souskl management standard$.The

IFSB is working towards providing guidelines to alsuch situations. These concerns
highlight the importance of good corporate goveoeasirategies to avoid such situations.
Another important point in this regard is that isla finance does not encourage
speculative business strategies. Corporate goveenander Islamic finance may not
encourage strategies on the part of the managarath highly speculative irrespective of

the quantum of profit they may yield.

29 venardos (n 191) 3.
210 pid.
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Whether Islamic finance will be effective and caoyide an alternative financial system
at international level in general and Pakistan amtipular is a difficult and premature
question. However, the principles of Islamic finar@annot be ignored as they focus on
ethical business and preach social responsiBittyslamic finance has gained the
attention of the world after the recent global fio&l crisis. The Muslim world has started
converting its conventional finance to Islamic fieca. Recent research in the Muslim
world in general and the Western world in particlaows that Islamic finance has made
its presence known and may be considered an ditggnBinancial system. This is a
difficult task and requires extensive researchhia field. As far as the recent financial
crisis is concerned, it is widely accepted thaiséamic finance relies on asset-backed
financing, it might have responded more appropaigan capitalisnf*? No doubt, this
system is gaining importance in the Muslim world thie basis of religion but it has
potential due to its very nature. However, it canconsidered in the non-Muslim world
only when it is devised beyond the religious asmaal shows its strength as a better
financial system than the conventional financiateyn. It can be introduced in the Islamic
world generally and in Pakistan in particular. Ortcghows its acceptance and success in
the Muslim world, the non-Muslim world may take adtage of it to avoid uncertainty
inherent in conventional finance. Globalization ir@egrated markets and survival of any
system depends upon the provision of competitieelpcts®'® Therefore, Islamic finance
can provide an alternative only when gaps in Istaiiiance are filled in order to compete
in the global economy. This is an uphill task fesearchers in general and jurists in

particular.

6.19 Islamic finance and stock market indices

Muslim and some non-Muslim countries have introdustock market indices in their
jurisdictions. In non-Muslim countries this may ra# on the basis of its success or pure
competition, but rather to attract Muslim customegsiding in their jurisdiction, for
example, the Dow Jones Islamic Market Index in Bah)yrthe FTSE Global Islamic Index
in the UK*'* and theShariahcompliant index of the KSE in Pakistan.

21 Rasul (n 116) 185-6.
“2\Warde (n 177) 14.
#3\/ogel and Hayes (n 20) 200.
#4pock (n 161) 1.
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6.19.1 Shariah-compliant index of the Karachi Stock Exchange

In pursuit of government efforts to Islamize themamy, the stock exchanges in Pakistan
introduced a stock market index for those compamvb® are engaged isShariah
compliant products. The KSE introduced the Islamaex with the co-operation of Al-
Meezan Investment Management Limited. The Indecalked theKSE—-Meezan Indear
KMI-30 Indexand includes those companies who qualify to bectimpanies engaged in
business according to Islamic norms. For this psep@0 companies are selected on the
basis of the free float methodology out of thosepanies who fulfil certain conditions

prescribed by scholars with expertise in Islamve. la

The objective of the KMI-30 Index is twofold: (1he index serves as a gauge for
measuring the performance Shariakcompliant equity investment and (2) it provides
information to investors about the companies engaige business according to the
Shariah The index provides some relief to those investol® intend to invest in

securities of companies operating under Islamiarfoe.

The conditions prescribed by Islamic scholars fetetl companies to be included in

Shariahcompliant companies or screening filters are #evic:*'°

)] The business of the company must be accordingetojinctions of Islam.

i) Companies must not engage in conventional bankimgncial institutions
engaged in interest-related activities; conventiomsurance; gambling; alcohol;
cable networking; entertainment channels; advedisand media, with the
exception of business and news dissemination; an@usufacturing; normalal
(‘impermissible’) foods; tobacco; pork producti@md pornography.

1)) The debt-to-asset ratio in the company should be fean 37% (the formula is
interest-bearing debt to total assets < 37%). Deddtides every interest-bearing
investment, including preference shares.

Iv) The ratio of non-compliant investment to total éasséould be less than 33% (the
formula is non-compliant investment to total asse83%);

V) The ratio of non-compliant income to total reversheuld be less than 5% (the

formula is non-compliant income to total revenug%);

215 The information has been taken from the websitthefKSE, available at <http:/kse.net.pk/> Accesse
14.01.2014.
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Vi) The ratio of illiquid assets to total assets shdaddat least 25% (the formula is
illiquid assets to total assets > 25%). The illdjassets include the assets that the
Shariahpermits to be traded at value other than at{5ar.

vii) The market price per share should be at least équal greater than net liquid
assets per share calculated as total assets-dllapsiets—total liabilities to number

of shares outstandirfg’

This index provided some relief to those investoh® intended to invest in securities of
companies operating under Islamic finance. Howetlas, is a liberal interpretation of
Islamic finance but as a first step it is encounggat least towards the final destination.
At present there are 11%hariahcompliant companies on the KSE.The ratio of these
companies to total number of companies is low. Bhisws that Islamic finance has not
gained its footing in Pakistan. Bad governancepmpanied by a lack of legal, regulatory
and institutional infrastructure, is a major prablen the flourishing of Islamic finance in
Pakistan. Therefore, the improvement of the govezeanechanism is essential for the

success of companies involved in Islamic finance.

6.20 Convergence to Islamic finance and corporateogernance within the

Muslim world

The recent phenomenon of utilizing Islamic finarasean alternative or parallel to the
conventional financial system in Muslim countriesgeneral and Pakistan in particular
has raised different issues. There is a possihiigy different countries may have different
modes of financing which may conflict with each ethas far as their forms and
conditions are concerned. This premise is basdtd@wuery nature of Islamic law. Though
Islamic law provides a degree of flexibility to @mwith modern needs and requirements,
the problem with Islamic law is that th@ur'an provides general principles only. The

book is not composed of detailed rules. These jplie were practised and explained by

2% Gold, silver and paper currencies are not alloteoe traded in value other than at par; see temt136-
143.
2" The objective of this provision is that the sheatue should not wholly represent liquid assetsabse
this will become the trading of currency other tlempar which is not allowed; for example, if theue of
assets’ is £500, illiquid assets are £200 andliiss are £200 and the company has 10 sharesn@titese
values in the formula, one gets (total assetstilicassets-total liabilities)/number of shares t@unging =
(500-200-200)/10=100/10=10. This £10 is, in faclue which represents liquid assets. If the valiia o
share is less than £10, then it means the sharesesgs a liquid asset (e.g., currency, gold eegilwhich
is not allowed to be traded under Islamic law othen at par. Under Islamic law, £10 cannot beedafdr
£12 or £9. If the value of the share is greaten tha0 then this will represent at least a portibiiligquid
assets which is allowed to be traded other thaaat
18 see website of KSE, available dtttp://kse.net.pkf Accessed 14.01.2014.
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the Prophet Muhammad (peace be upon him) and caorsahe other problem was the
compilation of theSunnahof the Prophet quite a long period after his dedtich allowed
fabrication of theSunnah This created differences of opinion among Musjurists
regarding acceptance and the degree of force tithtSunnahmay exert on the creation

of rules.

The other problem is the interpretational ruleglifferent sects of Muslim jurists. Islamic
law provides jurists with leverage to explain maod@roblems in the light of existing
principles. The sources of Islamic law other thaa Qur'an and Sunnahprovide this
leverage to interpret primary sources. This may keadifferent interpretations which, in
turn, may lead to different forms of businesses gadernance mechanisms that may

cause barriers to convergence to a single modékiMuslim world.

Globalization has triggered convergence of differarporate governance norms due to
the inter-related interests of the countries, cditipe and cross-border investment. This
phenomenon raised enforcement issues in corporafermggance. The Islamic world
realizes this difficulty and established the IFSBarder to ensure commaBhariah
compliant products and regulations. However, adrigiterpretation of the sources of
Islamic law by jurists had been the main causeooicern which has led to divergence of
figh within the Muslim world. This may create problem the development of unique
Shariahcompliant products, market and corporate goveraamhberefore, there is a need
for jurists to show some kind of flexibility in ietpreting sources of Islamic law. Modern
jurists have developed techniques to overcomdliffisulty. As discussed earlier, ‘choice
and selection’, ‘amalgamation or patching’, ‘nedgssnd ‘ruses®*® may be utilized to
redefine thefigh according to modern requirements. This may heluridy different
interpretations of Islamic law and converge to ueigorporate governance and corporate
finance, at least within the Muslim world. This Wélso help Pakistan to converge to

Islamic finance in the Muslim world.

6.21 Convergence to Western corporate governance

There are basic differences between Islamic finamecd Western financial systems.

Islamic finance emphasizes ethical norms and fecasehe purposes of Islamic law both

219 Ahmed (n 18) 383-4; Vogel and Hayes (n 20) 42-52.
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in the context of corporate law and corporate goaece. It does see the interest of
investors but looks beyond the sole interest oéstors. It wants to achieve the objectives
of society as a whole and to safeguard the relig®nvell. However, the Western model
of corporate governance focuses on individual edtsr and tries to achieve what is
demanded by the market. It does focus on societyamsas business and corporate
governance are concerned but that may not be tmeapyr priority as against the

individual interests in the busines$é%.Managers in the Western form of corporate
governance may not be duty-bound to preserve ogligvhich is the basic thrust of

Islamic law. This disparity between Islamic finaraoed the Western financial system may
be minimized provided the objectives are clearlfingel and some level of flexibility is

shown at least by the Muslim jurists in their ipr@tational rules.

In the context of Pakistan it is important to symclize existing Western forms of
business practices, corporate law, corporate gawem objectives and trading in shares
with Islamic norms. The basic difference between\festern forms of business practices
and Islamic finance is the prohibition on interést.far as form of business is concerned,
most conventional forms of business are very mgtdiriic but a few are prohibited by
Shariah and must be avoided in order to create systemishen accordance with the
Shariah for instance, businesses of gambling, preparatioalcohol and pornography
may be banned. Trading in stock exchanges is verghnslamic. However, trading in
debts, debt securities, forward and future corgraatd short selling must be avoided. As
far as corporate governance is concerned, thesrigid the protection of investors are as

important in Islam as they are in the Western fofroorporate governance.

As far as good corporate governance is concerhegpiore important in Pakistan than in
any other jurisdiction. Firstly, the prevailing bagbvernance requires improvement.
Secondly, as the thrust of Islamic finance is onitgqfinancing, good corporate
governance will be important for Pakistan as thentxy moves towards Islamic finance.
Thirdly, as Islamic finance is new to modern finiagctechniques, it has not developed
investors’ rights and their protectiéfi. The Western form of corporate governance has
developed these rights and protection. As far dgsie is concerned, it inherited the

British legal and regulatory system, therefore,igtaki policymakers and legislature may

220 This discussion excludes corporate social respiitgi
221 Ahmed (n 18) 391.
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benefit from the Western form of corporate goveogam general and the UK system of

corporate governance in particular.

Islam has to play an important part in the corporagctor of Pakistan. Any future

convergence to a Western form of corporate govemanay be affected by Islamic

injunctions. The barrier of Islamic finance to téestern form of corporate governance
may not be as strong as it appears at first siglamic law is also not as rigid as it
appears. It has some inherent flexibility in itguna. Some sources and principles of
Islamic law such as ‘presumption of continuity’'uses’ and ‘necessity’ may help to
bridge the gaps between Islamic and Western fofrasrporate governance. The Western
form of corporate governance may be adopted indRakiafter adaptation in the light of
the above-mentioned principles and subject to thjeatives of Islam highlighted in this

chapter.

6.22 Conclusion

Pakistan is an Islamic republic. The constitutioespribes Islam as the state religion. It is
a practical religion which guides its subjects lhspheres of life, including financial

matters. Globalization, competition and inter-retafiinancial interests have stimulated
convergence from more developed countries to less&ldped countries all over the
world. Pakistan, being a developing county, hasilibe recipient of foreign governance
features. As both conventional and Islamic finansistems have different objectives,
convergence to a Western corporate governanceréeiattPakistan has to pass the Islamic

litmus test.

As far as convergence in corporate governance ternational norms in Pakistan is
concerned, there are two aspects involved. Firghesunique convergence to Islamic
finance and corporate governance within the Islanodd. This will also affect Pakistan.
The evolution of different schools of thoughts witithe Muslim world may lead to

divergence in Islamic finance among Muslims. Thigethence may be overcome but
there is a need to show some kind of flexibilityinterpretation by Muslim jurists. There
are different techniques in Islamic law that calphe bridge the gap between different
interpretational rules and to come to some congenBrinciples such as ‘choice and
selection’ {ktiyar and takhayyuj, ‘amalgamation or patching’tdlfig), ‘necessity’

(darurah) and ‘ruses’ Ifila) may be utilized to redefine thegh according to modern
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requirements. This may help to unify different mptetations of Islamic law, and
converge to unigue corporate governance and cdegpdmance, at least within the
Muslim world. This will also help Pakistan to comge to the Muslim world’s Islamic

finance and corporate governance.

The second aspect is convergence to the Westerrelnoddcorporate governance in
Pakistan. Pakistan is an Islamic country but, bairfigrmer British colony, it has adopted
the conventional financial system based on thadBrisystem. As Pakistan is an Islamic
country and people’s thrust was towards Islamiaisgeconomy, the government took
steps to do so. However, it has not been succefsfulifferent reasons such as bad
governance; a weak enforcement mechanism; lack whah resources and state
commitment; the absence of a legal and regulatoaméwork; and institutional

incapacity. The problem with using Islamic finanoePakistan is its utility in modern

times as the same has not been used before. Fadiesrthere is no successful model for
Pakistan within the Muslim world. According to cd&sal Muslim jurists, there is a stark
difference between the conventional and Islamiarfoial systems as both have different
objectives. Modern jurists are working on Islaminahce to make it an alternative
financial system. These efforts of providing aremdative financial system may only be
successful when gaps in Islamic finance are filledorder to compete in the global

economy.

Globalization has forced convergence of differemporate governance features where
survival of any system depends upon the provisionompetitive products. In order to
improve corporate governance in Pakistan, conversyém Western corporate governance
features but within the limits prescribed by tBkariahis needed. Firstly, as an abrupt
overnight change from the conventional to Islamimaricial system is not feasible, the
system needs to be changed through a pragmatioagprTherefore, instead of changing
the whole system, the existing system needs tyhehsonized with the Islamic financial
system. A synthesis is possible to the extent Wiastern governance features can be
adopted that are not against 8igariahunder the principle of ‘presumption of continuity’
Secondly, the features that have some kind of tefey be restructured in a way that
they are made compatible with Islamic finance. Tt@mic method of ‘ruseshfla) may
help to remove this defect. Thirdly, the featurest thave minor defects may be adopted
under the principle of ‘necessityddrurah).
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This whole process needs substantial researchand kind of flexibility on the part of
Muslims jurists. The role of Muslim jurists will danate the process. The conclusion of
the discussion is, therefore, that in convergend@/éstern corporate governance features
in Pakistan, Islamic norms may act as a litmuswdsth may not be as problematic as it
appears at first sight.
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CHAPTER SEVEN: CONCLUSION AND RECOMMENDATIONS

This thesis discussed adaptation and convergenoarrorate governance to international
norms in Pakistan. In recent years the featurexaosporate governance have been
transplanted from more developed jurisdictionessldeveloped jurisdictions. Despite the
presence of barriers to convergence such as paindency forces; and differences in
culture, religion, politics, ownership structuresprporate governance norms and
institutional structures, the process of convergei still in progress. Globalization,
efficiency and competition are the main stimuldntsconvergence.

Different governance systems have developed art@dvorld as a result of specific
political, cultural, social and religious norms.ffBrent theories have emerged, each
claiming the dominance of one system of corporateeghance over others. Convergence
towards a single model is a remote possibility ttue¢he presence of path dependency
forces, and cultural, social and religious norm#$ergfore, partial convergence in
corporate governance is more likely than uniqueveoyence. In this process, a feature of
corporate governance of one system converges otheangystem, possibly on the
presumption that it is the most efficient, but iayrbe discontinued or abolished, and the
old system be reverted to if it is not compatibiéhvexisting infrastructure or simply falls
into oblivion. Alternatively, the system may agaianverge on a corporate governance
feature of some other system. This process mayintenindefinitely. This all depends
upon the quality of adaptation and compatibilitytted recipient system with a new feature

of corporate governance.

Convergence in corporate governance takes placthree basic forms: (1) formal
convergence, (2) functional convergence and (3)traotual convergence. Formal
convergence occurs where the legal framework isgd@ according to some other legal
framework. Functional convergence occurs where &iegal change is not possible but
the system is flexible enough to respond to charggeximstances. In this process, the
system starts functioning differently without chang the legal framework. Contractual
convergence takes place where firms adopt the atmyylframework of other jurisdictions

in order to raise finance from overseas stock exgbs under the terms of a contract.
There may be practical difficulties in formal chandue to the presence of vested interests
that may resist any formal change. Therefore, fonat and contractual convergence may

dominate the process of convergence. There are smiwentages to contractual and
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functional convergence. Firstly, these forms ofv@gence can avoid possible resistance
to formal change in the legal and regulatory framew Any change that may be
introduced in a formal way may be resisted by wke#t¢erests such as families, groups
and politicians as thestatus quomay benefit them. Secondly, these forms can be
economically efficient as they can reduce the obshange that may be incurred through
formal changes in the rules and regulations. Ti@eticapital, companies can adopt some
foreign good practices through alteration in tlagticles. Once this practice is successful,
other companies may follow, which may lead to fdrraetion by the regulator and
legislature. This will not be too costly for theguator to introduce through the legal
framework. Thirdly, functional convergence can lsedion a trial basis as a test case. If it
is successful, then it can be incorporated formaiigl, if not, the change will not cost too
much. This may also provide managers, regulatasiicymakers and other corporate
actors with opportunities to access the compatybdi the new governance feature and,
once this is successful and these corporate abtmmsme familiar with the change, this
form of convergence may be formally incorporateldergfore, functional and contractual
convergence may provide a road map for policymakevgards formal convergence.
Fourthly, contractual convergence leads to funeti@onvergence which, in turn, leads to

formal convergence.

Pakistan is an underdeveloped country but an emngprgnarket. Inefficient legal,
regulatory, judicial, institutional and governanmu@ms are basic problems experienced in
the country. The regulator, legislature and poliaiers have undertaken some reforms
due to global forces and competition but a deairtiesearch has been the main hindrance
in developing the system. Therefore, the focushaf thesis was on the application and
prospects of convergence in corporate governan&alkmstan. The theory was applied in
the context of Pakistan in order to improve corporgovernance according to
international norms and in accordance with the afieg circumstances of the country.
To this end, the thesis was divided into four occhapters, each discussing one aspect of
corporate governance and concluding with recomntesrda

Chapter Three discussed the application and prtspéaonvergence in the context of
Pakistan. Path dependency, complementarity intitsif interested families and groups,
ideology, politics, and religion may be barriersctmvergence in corporate governance in
Pakistan. However, global competition, efficiencynternational organizations,
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international investors and foreign listing are edéments that are involved in improving

corporate governance in Pakistan.

Convergence in corporate governance in Pakistamedasome momentum in the early
1990s after the economic meltdown in Pakistan endbntext of the global recession and
nuclear explosion in 1998, and subsequent worldtgars. In order to improve corporate
governance, some changes were made to the legalegnthtory framework. Most of

these amendments were restrictive in nature toigeovights to investors, especially
minority shareholders. A major initiative was timroduction of the Code, but it was not
successful due to weak compliance and enforceniéetproblem lay in the nature of the
Code itself. The Code was implemented throughlistegulations, which provided non-

listing as the only penalty for non-compliance. Timeoduction of the Code as a soft law
on a self-regulatory basis may be a good idea & dbntext of Pakistan where the
corporate sector is not accustomed to good compayaternance practices, especially
foreign corporate governance features. Phased imgpltation may, therefore, be a good
idea. Alternatively, as the Code forms part ofrigtregulations, the enforcement of listing
regulations must be ensured through a penalty izt be commensurate with the
quantum of non-compliance. This will ensure comqi@with both the listing regulations

in general and the code in particular.

Chapter Four is divided into two parts. The firgtrtpdiscussed agency problems in
Pakistan. The corporate sector in Pakistan is higldncentrated and controlled by
families and the state. Though separation of owmgrand control is a problem in
dispersed ownership, the agency problem is alsibleisin the conflict between
management and the shareholders in concentrateérsiwp. The agency problem in
Pakistan may be resolved, or at least reduced, ifigreht techniques. Firstly, the
separation of control and monitoring through theresentation of minority shareholders
and institutional investors on the board of direstmay reduce the agency problem in the
country. Non-executive and independent directors alao play an effective role in this
regard. Secondly, the institutional investor indugt Pakistan is underdeveloped due to a
lack of proper regulations and the excessive rokh® state. Privatization of state-owned

funds may foster competition, which may help toalep the industry.

Part two of Chapter Four discussed minority pradectin the context of corporate

governance in Pakistan. The chapter examines swnity protection mechanisms in the
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context of Pakistan: (1) pre-emptive rights, (2)ncilative voting rights, (3) the conflict of
interest of the fiduciaries, (4) derivative actig®) the unfair prejudice remedy and
(6) winding up on just and equitable grounds. Thgctive of this part was to explore the

possibility and effectiveness of convergence ireotd improve minority protection.

Pakistan adopted a legal framework inherited fresrfarmer British rulers. The present
company law of Pakistan mimics the company law miaglehe British rulers for the

subcontinent. Provision is made for the protectbminority rights in the company law

of Pakistan. However, some important minority rggtguch as derivative action and the
controlling exploitation of corporate opportunitiese not catered for in the corporate law
of Pakistan. However, some rights that are providezbmpany law, such as pre-emptive
rights, CVS, RPTs, the unfair prejudice remedy, amdding up on just and equitable
grounds, are insufficient, out-dated and redund@ngome extent, in the context of the
new corporate scenario. Therefore, there is a teeegvamp company law in general and
the specific remedies to ensure minority rightscdssed in this thesis, in particular in

order to enhance investor protection and to imptbheecorporate sector in Pakistan.

Chapter Five focused on the improvement of the reefoent mechanism in Pakistan in
the light of convergence theory. Investor protetti® not merely the provision of rights,

but the quality of enforcement as well. The ‘lanbiboks’ is important in the first phase of
reforms but ‘law in action’ must be improved in teecond phase for better corporate
governance and investor protection. This chaptedyaad and examined the ‘law in

action’ in Pakistan. It recommended different meaisnproving ‘law in action’ through

reforms in Pakistan.

The enforcement mechanism is embedded in the systere the courts and market play
an important role in corporate governance. Thecjady has a significant role to play in
the ‘law in action’. Therefore, an efficient judacy is the key to good corporate
governance in a given system. The judicial systerRakistan is inefficient, and fails to
provide justice to the general public even in geheivil and criminal matters. The
situation is worse when it comes to issue relatesotporate matters that are considered
technical in nature. Corruption, inordinate delayslisposing of cases, judicial cost, lack
of expertise on the part of judges and the inedficy of the whole judicial system are the
main problems. Reforming the whole system is ndy engthy and costly, but may not

solve the problem of corporate matters as this watjuire further special training of

299



judges. The state has established a number ofadiged courts and tribunals in many
fields that are performing better than the genemlrts. The phenomenon of creating
specialized courts, or establishing agencies, gudsiial authorities or tribunals in order
to enhance enforcement capacity has already startachumber of jurisdictions in Asia
and other parts of the world. Therefore, specidlieeurts may be established in Pakistan
to deal with corporate matters presided over byg@sdwith special knowledge and
experience of corporate law, accounting, financeé aconomics. This may reduce not
only the burden on the general judiciary, but maguee efficiency in corporate matters as
well, which may enhance the enforcement mechaniEiaflistan as far as corporate

governance is concerned.

The other important aspect of law in action is tapital market of Pakistan which is
underdeveloped. This market failed to adhere toptamce and to exercise enforcement.
Institutional investors are passive and the takeowvarket is not performing due to an
illiquid market. There is a need to reform this kadrin Pakistan, bearing in mind the
particular circumstances prevailing in the coun®Resistance from families and vested
interests can be overcome by piecemeal reformseimarket. The market can be divided
into two segments, namely (1) the primary marked &) the secondary market. The
primary market may require more disclosure and d@mge than the secondary market.
International accounting standards, compliance whth Code, controlling related party
transactions and other disclosure may be mandégatyres of this market. The secondary
market may require less disclosure and complialiternational accounting standards,
compliance with the Code and related party tranma€tmay be optional. The primary
market will be attractive to multinational companieand big public companies.
Reputational concerns may attract them to enlisthan primary market. This may be
useful to small and dispersed investors who wishinigest in the primary market.
Institutional investors may invest in both the painp and secondary market as they have
experience in, and knowledge of, where to invekeylcan also use their position and
voting power to ensure compliance. The secondamnkehanay be attractive to small and
new firms, and once they get exposure and knowptitential benefits of the primary
market, they may enlist on this market. The bondmgchanism will be a stimulant for

them to shift to the primary market, which may eestompliance and enforcement.

Chapter Six dealt with the role of religion in thpplication of convergence theory. The

Constitution of Pakistan prescribes that Islamhis state religion. Islam is a practical
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religion which guides its subjects in each and eJerld, including financial matters.
Therefore, any convergence to foreign corporateegwance features in Pakistan has to

pass through the Islamic litmus test.

Convergence in corporate governance has two aspecH, is the convergence to
corporate governance in the Islamic world. The ewoh of different schools of thoughts
in the Muslim world may lead divergence in corperfihance and corporate governance.
This is primarily due to the nature of interpretatl rules of Islamic law. However, this
divergence may be overcome but there is a needhdw some kind of flexibility in
interpretation by the jurists. There are differeatthniques in Islamic law that can help to
bridge the gap between different interpretationdés and to come to some consensus.
Principles such as ‘choice and selectioiktiyar and takhayyuj, ‘amalgamation or
patching’ (alfig), ‘necessity’ {arurah) and ‘ruses’ fila) may be utilized to redefine
Islamic law {igh) according to modern requirements. This may helpirtidy different
interpretations of Islamic law and converge to ueigorporate governance and corporate
finance, at least within the Muslim world. This halso help Pakistan to converge to the

Muslim world’s Islamic finance and corporate goaroe.

The second aspect is convergence to a Western najdebrporate governance in
Pakistan. Pakistan is an Islamic country but itd@dspted a conventional financial system
based on the British system as a former Britislormpl As Pakistan is an Islamic country
and its people were forced to Islamize its econdimy,government took some steps to do
so. However, these efforts were not successfuliiberent reasons such as a dearth of
research; human resources; a legal and regulatmmefvork; institutional incapacity; and
of the state’s commitment. The problem with usistarhic finance in Pakistan is its
application in modern times. Furthermore, themeasuccessful model within the Muslim

world that may be applied in Pakistan.

In order to improve corporate governance in Pakjsthere is a need to converge to
Western corporate governance features but witladithits prescribed by th8hariah As

an abrupt overnight change from a conventionalnitng system to an Islamic system is

not feasible, the system needs to be changed thrstigps. In the first step, instead of
changing the whole system, the existing systemsigete synchronized with the Islamic

financial system. A synthesis is possible to theemixthat Western governance features

can be adopted that are not against $tariah under the principle of ‘continuity of
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permissibility’. In the second step, features thatve some kind of defect may be
reorganized in such a way that they are made cabhpatith Islamic finance under the
methodology of ‘ruses’. In the third step, sometdess that have minor defects may be
adopted under the ‘principle of necessity’. This oleh process requires substantial
research and some kind of flexibility on the partMuslims jurists. Islamic norms may
not act as a strong barrier, as it is normally eored, for convergence to a Western form

of corporate governance.
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ANNEXURES

Annexure |: Pyramiding structure and its effects oncontrol
X

L M N

Suppose X is a holding company with the followihgueholdings:

Percentage
in shareholding
Shareholders (%)
X1 51
X2 20
X3 10
X4 10
X5 9

Also, suppose X has three subsidiary companies asdhy M and N with the following
shareholdings:

L = subsidiary
Percentage
in shareholding
Shareholders (%)
L1=X 75
L2=X1 1
L3 10
L4 10
L5 4
M = Subsidiary
Percentage
in shareholding
Shareholders (%)
M1=X 51
M2=X1 24
M3 10
M4 10
M5 5
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N = subsidiary

Percentage

in shareholding
Shareholders (%)
N1=X 51
N2=X1 1

N3 30

N4 10

N5 8

Explanation:

1. X1 having 51% shareholding in holding company X tools the company and
consequently controls all the subsidiary compahie$! and N in the following

way:

a. Insubsidiary company L, X1 haves 1% direct conairad 75% indirect control
through holding company X, which has 75% sharehgldin L. As X1
controls X by having 51% shareholding in X, X1 #fere has indirect control
in L.

b. In subsidiary company M, X1 has 24% direct consmodl 51% indirect control
through holding company X, which has 51% sharehgidin L. As X1
controls X by having 51% shareholding in X, X1 #fere has indirect control
in M.

c. In subsidiary company N, X1 has 1% direct controd 1% indirect control
through holding company X, which has 51% sharehgidin L. As X1
controls X by having 51% shareholding in X, X1 #fere has indirect control
in N.
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Annexure |l: Judicial structure in Pakistan

Shariat Appellate Bench
of the

SUPREME COURT OF
PAKISTAN
(Civil, criminal and

Supreme Court of Pakistan

l

constitutional jurisdiction)

l

Federal Shariat Court
(Hudood cases and to chec
the compatibility of any law

with the injunctions of Islam)

Courts under

High Court
(Civil, criminal and
constitutional jurisdiction)

l l

Hudood laws . )
(Court of session) DIS'[.I’I.C'[ Court Coqrt pf Session
(Civil cases) (Criminal cases)
Senior Civil Judge Judicial Magistrate
Court of Civil Judge 1% 2 and ¥ Class
1%, 2" and ¥ Clas:

Special and
Administrative Courts
and Tribunals

Figure 11.1: The judicial structure of Pakistan
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Annexure lll: Administrative court structure in Pak istan

SUPREME COURT

OF
_ PAKISTAN
President of Securities and Exchange
Pakistan Commission of Pakistan
A 4 \4 A 4
Federal Ombudsman High Court Federal Insurance
and Ombudsman
Tax Ombudsman
A\ 4

Special and Administrative Courts
and
Tribunals

Figure Ill.1: Administrative court structure in Pak istan
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Annexure IV: Federal Administrative Courts and Tribunals in Pakistan

Table AIV.1: Federal Administrative Courts and Tribunals in Pakistan

S. no.| Name of courtf Relevant law Objective and forum for appeal
1 Banking The Financial To recover loans from defaulteré\ppeal
Courts Institutions against the decision of the Banking Court
(Recovery of can be filed with the High Court within
Finances) 30 days’
Ordinance, 2001
2 Special Courts The Offences in To conduct a speedy trial of certain
for  Banking| Respect of Banks | offences committed in respect of bariks.
Offences (Special Courts) | Appeal against the decision of the Courts
Ordinance, 1984 | can be filed with the respective High
Court within 30 days.
3 Anti-Terrorism| The Anti-Terrorism| To provide for the prevention of
Courts Act, 1997 terrorism, sectarian violence and for| a
speedy trial of heinous offences and for
matters connected therewith  and
incidental theretd. Appeal against the
order of the Court can be filed with the
High Court within seven days.
4 Accountability | The National To provide for effective measures for the
Courts Accountability detection, investigation, prosecution gnd
Bureau Ordinance,| speedy disposal of cases involving
1999 corruption, corrupt practices, misuse?
abuse of power, misappropriation |of
property, kickbacks, commissions and for
matters connected and ancillary |or
incidental theretd. An aggrieved person
may file an appeal against the order of the
Court with the respective High Court
within 10 days
5 Drug Courts | The Drugs Act, To regulate the import, export,
1976 manufacture, storage, distribution and
sale of drugs.Appeal against the

! See preamble to the Financial Institution (RecpwéiFinance) Ordinance, 2001.

% See s. 22 (1) of the Financial Institution (Reag\af Finance) Ordinance, 2001.

® See preamble to the Offences in respect of Ba®rsdial Courts) Ordinance, 1984.
“ See s. 10 of the Offences in respect of Banksdi@p@ourts) Ordinance, 1984.

® See preamble to the Anti-Terrorism Act, 1997.
® See s. 25 of the Anti-Terrorism Act, 1997.

’ See preamble to the National Accountability Bur@adinance, 1999.
8 See s. 32 of the National Accountability Bureadi@ance, 1999.

° See preamble to the Drugs Act, 1976.
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S. no.

Name of court

Relevant law

Objective and forum for appeal

decision of the Court can be filed with t
respective High Court within 30 day.

Special Courts
for Emigration
Offences

5 The Emigration
Ordinance, 1979

To deal with emigration matters. Appe
against the order of the Court can be fi
with the respective High Court within 3
days*!

Labour Courts

The Industrial
Relation
Ordinance, 2002

To deal with the law that relates to t
formation of trade unions, regulation a
improvement of relations betwe¢
employers and workmen, and avoidar
and settlement of any differences

disputes arising between thém.An

aggrieved party may prefer any appea
the High Court® within 30 days-*

Court of
Special Judge
(Customs,
Taxation and
Anti-
Smuggling)

The Customs Act,
1969

and service charges, and other a
matters that may include taxation
anti-smuggling®> Appeal against th
order of the Special Judge can be fi
with the Special Appellate Court with
60 days-° Similarly, an appeal against
order of the officer of customs can
filed with the Collector (Appeal) withir
30 day$’ and an appeal against the or
of the Collector (Appeal) can be file
with Customs Appellate Tribunat®.The
ag-grieved person or any offic
authorized by the Collector may refer
qguestion of law arising from the order
the Tribunal to the respective High Co
within 90 days-’

To levy and collect customs duties, jee
Il

Income Tax
Appellate
Tribunals

The Income Tax
Ordinance, 2001

To entertain appeals against the order
the Commissioner of Income Tax. Thg
is limited right of appeal against the org

ne

al
ed
30

he
nd
2N
nce
or

to

ied
nd

[1°)

ed
n
an
be

s of
Bre
ler

of these tribunals. Any party can ask {

he

19 See s. 31 (7) of the Drugs Act, 1976.
1 See s. 24-A of the Emigration Ordinance, 1979.
12 See preamble to the Industrial Relation Ordinaf6ey.

13 See s. 48 of the Industrial Relation Ordinanc€220
1 See s. 47(3) of the Industrial Relation Ordinarg8?2.

!> See preamble to the Customs Act, 1969.
16 See s. 185F of the Customs Act, 1969.
7 See s. 193 (1) of the Customs Act, 1969.
8 See s. 194-A of the Customs Act, 1969.
9 See s. 196 of the Customs Act, 1969.
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S. no.| Name of courtf Relevant law Objective and forum for appeal

tribunal to file a reference to the High
Court to clear up any question of 1&f.
An appeal can also be filed with the
Supreme Court against an order of the
High Court on such referenék.

10 Environment | The Pakistan The objective of the Act is the protectign,
Appellate Environment conservation, rehabilitation and
Tribunals Protection Act, improvement of the environment;

1997 prevention and control of pollution; and

the promotion of sustainable
development? These tribunals are fina
fact-finding authorities in cases related to
the environment. These tribunals also
entertain complains, and appeals agajinst
legal action of the Environmental
Protection Agency. Private individuals
are also eligible to approach the tribunals
to seek relief for their grievances against
the alleged polluters. Appeals against the
order of the Federal Agency or Provincjal
Agency can be filed with the
Environment Tribunaf§ and an appeal
against the final order of the tribunal can
be filed with the High Court within 30

days**
11 Insurance The Insurance Jurisdiction of these tribunals is to judge,
Appellate Ordinance, 2000 | adjudicate on/or to determine claims and
Tribunals disputes relating to insurance business.

The appeal against the decision of these
tribunals are to the High Court only when
the claim amount is equal or more than
R100,000, otherwise no appeal lies
against decisions of these tribun@ls.
Further-more, an appeal is not |to
Appellate Bench of the SECP as per
section 33-34 of the SECP Act 1997.

12 Service Article 212 of the | These  tribunals have exclusive
Tribunals Constitution of the | jurisdiction with respect to terms and

20 See s. 133 of the Income Tax Ordinance 2001.
1 See s. 134 of the Income Tax Ordinance, 2001.
2 See preamble to the Pakistan Environment Protedti, 1997.
2 See s. 22 of the Pakistan Environment Protecticty ¥997.
% See s. 23 (1) of the Pakistan Environment Pratediict, 1997.
% See s. 124 (2) of the Insurance Ordinance, 2000.
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S. no.| Name of courtf Relevant law Objective and forum for appeal
Islamic Republic of conditions of the service of civil
Pakistan through | servants®
the Services
Tribunals Act,
1973
13 Special Courts The Control of To control the production, processing and
(Control of Narcotics trafficking of narcotics drugs and
Narcotics Substances Act, | psychotropic substanéé.Appeal against
Substances) | 1997 the order of the Special Court comprising
a judicial magistrate will be to the Specjal
Court comprising a Session Judge | or
Additional Session Juddé€. Appeal
against the order of the Special Court
comprising Session Judge will be to the
High Court?®
14 Federal The Establishment| The objective of the Ombudsman is |to
Ombudsman | of the Office of diagnose, investigate, redress and regtify
(Wafaqi Wafaqgi Mohtasib | any injustice done to a person through
Mohtasib) (Ombudsman) maladministration by persons holding
Order, 1983 public offices®® Any party aggrieved by
the order or decision of the Mohtasib may
prefer representation to the President of
Pakistan within 30 day?¥.
15 Federal Tax | The Federal Tax | To entertain complaints against the
Ombudsman | Ombudsman officer of the Federal Bureau of Revenue
Ordinance, 2000 | (FBR) collecting income tax, sales tax,
customs duties and federal excise duty.
Any party aggrieved by the order pr
decision of the Mohtasib may prefer| a
representation to the President |of
Pakistan within 30 day?¥.
16 Federal The Insurance This is an autonomous dispute resolution
Insurance Ordinance, 2000 | authority that resolves insurance disputes
Ombudsman between policyholders and participating

companies independently and impartia
The objective of the office of th

ly.
e

%6 See preamble to the Services Tribunals Act, 1973.

%" See preamble to the Control of Narcotics SubstAcg, 1997.

8 See s. 48 (1) of the Control of Narcotics Substarfct, 1997.

? See s. 48 (2) of the Control of Narcotics Substarfct, 1997.

%0 See preamble to the Establishment of the Offic&/afagi Mohtasib (Ombudsman) Order, 1983.
31 See s. 32 of the Establishment of the Office ofatfeMohtasib (Ombudsman) Order, 1983.

%2 See s. 32 of the Federal Tax Ombudsman Ordin2068,
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S. no.| Name of courtf Relevant law Objective and forum for appeal
Ombudsman is the quick disposal of the
grievances of insurers. Appeal against
the order of the Ombudsman can be filed
with the Securities and Exchange
Commission of Pakistan within 30 da¥/s.

17 Commercial The Import and The objective of the Act is to control the

Courts Export (Control) | import into, and export from, Pakistah.
Act, 1950 Appeal against the decision of the
Commercial Court can be filed with the
High Court within 30 day&®
18 Integrated Utility | Proposal to The purpose of these courts is to deal
Courts incorporate through with defaulters and theft of electricity and

the amendment of
the Gas Utility
Companies Act,

gas>’

2010

% See website of Securities and Exchange CommissiBiakistan available at
<http://www.secp.gov.pk/ID/id_complaints.asp> Acges 04.12.2013.

% See s. 130 (2) of the Insurance Ordinance, 2000.
% See preamble to the Import and Export (Controt) A850.
% See s. 5A (8) of the Import and Export (Controt),AL950.
3’See the daily English newspaper ‘Dawn’ available http://www.dawn.com/news/1033228/cci-approves-
national-power-policy-2013> Accessed 04.12.2013.
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Annexure V: Provincial Administrative Courts and Tribunals in Pakistan

Table AV.1: Provincial Administrative Courts and Tribunals in Pakistan

Name of
S. no court Relevant law Objective and forum of appeal
1 Revenue | The West The objective of the Act is to create and maintain
Courts Pakistan Land the record of rights, assessment and collection of
Revenue Act, land revenué. The courts consist of officers
1967 appointed by the government in the revenue
department. These include Assistant Collectors,
Collectors, Commissioners and the Board| of
Revenue. The law prescribe their powers and
functions®The order of the Assistant Collector|is
appealable to the Collector and order of the
Collector is appealable to the Executive Distfict
Officer (EDO) (Revenue) and order of the EDO
(Revenue) is appealable to the Board of Revenue.
The appeals are subject to conditions that if
original appeal is confirmed on first appeal then
there will be no further appeal. Similarly, if on
appeal, the order of revenue officer (Assistant
Collector) is reversed or modified by the
Collector, then the order made by EDO
(Revenue) shall be final. Appeal to Board |of
Revenue can only be on point of law.
2 Consumer These courts are| The objective of the courts is to provigde
Courts established by | protection and promotion of the rights and
provinces under | interests of the consumers and speedy redress of
their respective | consumer complaints Appeal against the order
consumer of the Consumer Court can be filed with the
protection Acts. | respective High Court within 30 days.
In Punjab there is
the Punjab
Consumer
Protection Act,
2005. In Khyber
Pakhtoonkhawa,
there is the

! See preamble to the West Pakistan Land Revenu#9%&at.
2 Fagir Hussain (Registrar of the Supreme Courtakistan), ‘Judicial System of Pakistan’ (2011) &aksle
at Supreme Court of Pakistan’s website at <httpulifusupremecourt.gov.pk/web/page.asp?id=594 >

Accessed 20.12.2013.

% See s. 161 of the West Pakistan Land Revenuel86f.
* See preamble to the Consumer Protection Acts.
® See s. 33 of the Punjab Consumer Protection AG52
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Name of

S. no. court

Relevant law

Objective and forum of appeal

NWFP Consumel
Protection Act,
1997. In
Islamabad and
Baluchistan there
is the Islamabad
Consumer
Protection Act,
1995 and the
Baluchistan
Consumer
Protection Act,
2003
respectively. To
date there has
been no
consumer
protection Act in
Sindh.

3 Rent
Tribunals

The Punjab
Rented Premises
Act, 2009

The objective of the Act is to regulate t
relationship between a landlord and tenants,
to provide a mechanism for settlement of th
disputes in an expeditious and cost-effec
mannef An appeal against the order of {
Tribunal can be filed with the District Court.

he
and
eir
ive
he

4 Family
Courts

The West
Pakistan Family
Courts Act, 1964

The objective is to provide the expeditig
settlement and disposal of disputes relating
marriage and family affais Appeal against th
order of the Family Court lies with the Hig
Court. In some cases the appeal may be
with the District Court when the order is pass
by any judge below the rank of District Judge.

us
to

W

Jh
filed
sed

5 Services
Tribunals

The Punjab
Service Tribunals
Act, 1974

The objective of the establishment of the
tribunals is to exercise jurisdiction regardi
matters relating to the terms and conditions
services of civil serviceS. Appeal can be fileg
with the District Judge within 30 days.

2Se

of
)

6 Anti-

The Anti-

The objective of these courts is prevent

® See preamble to the Punjab Rented Premises A9, 20
" See s. 29 of the Punjab Rented Premises Act, 2009.

8 See preamble to the West Pakistan Family Courts1864.

° See s. 14 of the West Pakistan Family Courts 2964.

19 See preamble to the Punjab Service Tribunals ¥#4.

1 See s. 28 of the Punjab Rented Premises Act, 2009.
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Name of

S.no.| court Relevant law Objective and forum of appeal
Terrorist | Terrorist Courts | terrorism, sectarian violence and the speedy frial
Courts may also be of heinous offence¥ Appeal against the order of
established by the court can be filed with the High Court withjn
respective seven days?
Provincial

Governments in
addition to the
Federal
Government
under the Anti-
Terrorism Act,

199712
7 Drug The Drugs Act, | The objective of these courts is to regulate the
Courts 1976%° import, export, manufacture, storage, distribution

and sale of drug®. Appeal can be filed with the
High Court within 30 day$’

25ee s. 13 (1) of the Anti-Terrorism Act, 1997.
13 See preamble to the Anti-Terrorism Act, 1997.
1 See s. 25 of the Anti-Terrorism Act, 1997.
!> See s. 31 of the Drug Act, 1976.
'8 See preamble to the Drug Courts Act, 1976.
" See s. 31 (7) of the Drug Courts Act, 1976.
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Annexure VI: Penalty structure in corporate law in Pakistan

PENALTY

FINE
Assistant e '
Registrar sk | WINDINGUP |

Registrar Joint )
Registrar High
Court
Court of — Civil
Session High Court
Court

Supreme Court

(Only when paid-up
capital is one million
Pakistani rupees or
more or the court ha
granted leave to appeal

Supreme Court 0
Pakistan

Figure VI.1: Penalty structure in corporate law in Pakistan
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Annexure VII: Corporate judicature in Pakistan

SUPREME COURT

High Court

Court of Session Appellate Bench

] ]

Commission
Civil Courts compring single
Commisssioner

|
] ]

Executive Directo

or Authorised Registrar of

Directors Companies
| I
b b b
. . . . : Addistional
Assistant Registr Deputy Registrar Joint Reqistrar Registrar

Figure VII.1: Corporate judicature in Pakistan
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Annexure VIII: Listing structure in the United King dom

Financial Conduct Authority (FCA)

United Kingdo‘rh Listing Authority (UKLA)

London Stock"Exchange (LSE)

|

! !

Regulated Market Non-regulated Market
Non-Listed Listed
Virt-x AIM PSM

4
Official listing

l l

UK Main International Main Market

Figure VIII.1: Listing structure in the United King dom
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