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ABSTRACT

Investor protection has been the prime focus of recent research. Minority 
shareholders’ rights and their protection have been considered important for good corporate 
governance. If the rights of minority shareholders are not protected, then there would be an 
increases in the agency cost and will also enhance the cost of raising external finance. Weak 
corporate governance increases agency cost. In Pakistan, the minority shareholders rights are 
not protected in the m ^ e r  that could attract investment fom  outsider investors. The high 
agency cost in Pakistan is one of the main reasons of general public investment in public 
listed companies. The minority shareholders rights are provided in different corporate laws of 
Pakistan, but the problem is with its compliance and enforcement in true spirit. Enforcement 
mechanism can be enhanced by different means such as more powerful regulator can ensure 
comphance to minority shareholders rights. Furthermore, if  more powers are given to the 
Securities and Exchange Commission of Pakistan (SECP) and Stock Exchanges, this may 
solve some problems of compHance and enforcement. Some judicial powers may also be 
delegated to SECP for effective enforcement. The reduced agency cost with effective 
enforcement of minority shareholders rights is important^ for good corporate governance 
which can ensure investment in equity market of Pakistan.
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CHAPTER ONE 

BACKGROUlVD OF THE STUDY

1.1 INTRODUCTION

Recent financial crisis all over the worid triggered States to reform their corporate sector. 

Capital market o f  Pakistan is underdeveloped that is main reason o f bad corporate governance. 

Pakistan is an emerging market and there have been some reforms in recent years. Global trend 

of reforming their corporate sector also required that corporate sector o f Pakistan should be 

improved. Investor protection is considered important for good corporate governance which 

ensures investment in the country. This investment can be from local as well as from foreign 

investors. Minority shareholders do not have access to management o f the company because they 

do not have enough voting to elect any director on the board o f directors o f the company. They 

also do not have enough voting to have any say in the general meetings o f the company. The 

decisions are made by the majority shareholders and therefore they decide what favors to them. 

This phenomenon provides private rent seeking opportunities to majority shareholders and 

managers o f the company. Expropriation o f funds o f  the company causes bad governance and 

discourages investment. There are many ways o f getting private benefils by the majority 

shareholders. The directors and managers are appointed by the majority shareholders therefore 

they work for the .interest o f majority shareholders. The majority shareholders appoint directors 

from their family, relatives and close friends. They are given high pay and privileges, loans on

discounted rates and other privileges. This provides them opportunities to expropriate the funds

■J"
by tunneling o f funds. They can make transactions to other companies, where they have more 

interests, at favorable terms and conditions. They invest in associated companies and associated
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undertaking for purpose o f tunneling funds to get more advantages. This provides opportunities 

to tunnel funds at the cost o f minority shareholders.

Minority shareholders are not in position to make accountable to managers and directors. 

This phenomenon increases cost o f agency. Minority shareholders rights are provided in the 

corporate sector o f Pakistan but problem is their compliance in enforcement. For instance, the 

Companies Ordinance, 1984 (hereinafter referred as ‘Ordinance’) provides procedure for 

election o f directors which favor minority shareholders to elect director on the board o f directors 

and similarly the Code o f Corporate Governance 2002 and the Code o f Corporate Governance 

2012 encourage minority representative on the board o f directors but practically this is not done. 

There are some other minority shareholders rights but problem is their compliance and 

enforcement. If shareholders rights are enforced then this may decrease agency cost and protect 

minority shareholders rights.

The judiciary is main source o f providing enforcement mechanism but the judiciary of 

Pakistan is not efficient due to number o f reasons. The cases are delayed and corruption is deeply 

rooted in the system. The lack o f facilities and backlog o f cases are also a problem in disposal of 

cases. The judges are not expert in corporate sector and this cause inefficiency in the system. 

SECP has not enough powers to adjudicate the corporate conflicts. Some powers may be 

delegated to SECP and Stock Exchanges for speedy disposal o f cases.

This will ensure good governance and sense o f protection to the minority shareholders. 

This research focuses on shareholders rights and their protection in context o f Pakistan. Author 

will try td“ trace out the reasons o f agency cost and means o f  ensuring minority shareholders 

rights in public listed companies in Pakistan. The research also focuses on the ways and means

CHAPTER ONE: BACKGROUND OF THE STUDY



of reducing agency cost in Pakistan. Author will try to discuss these issues in context o f Pakistan 

and try to suggest improvement in corporate governance.

Corporate sector in Pakistan is highly concentrated’where families and State hold major 

businesses. Families and State own and control substantial numbers o f companies both as private 

and public companies. Families and State control companies in different ways. Common way to 

control companies is to hold majority shareholding, where they have at least 51% shareholding 

or more. This allows them to control the companies and consequently have control over the- 

management. There are some dispersed shareholdings but that is a rare phenomenon. Some 

shareholders have shareholdings in blocks but their percentage is not enough to challenge the 

control held by families and State.^

The control both by State owned enteiprises and family based corporations seek benefits 

due to their position on the cost o f minority shareholders. This phenomenon is called private rent 

seeking. These private benefits includes the inside trading by the beneficial owners', high pay 

and privileges to related persons (family member in case o f family owned enterprise and 

politically motivated personnel in case o f  state owned enterprises), funds flow, related party 

transactions^ loans to directors, investment in associated companies*  ̂ etc. The insiders,^ are those
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' Imtiaz Ahmed Khan, “Role o f International Organizations in promoting corporate governance in developing 
countries-A case study o f Pakistan” International Company and Commercial Law Review 23, 7 (2012), at 223.
 ̂ The term beneficial owner has been defined in Section 220 o f the Companies Ordinance, 1984. This means the 

director, chief executive, managing agent, chief accountant, secretary or auditor o f the company, and person holding 
at least 10% shareholding in the company.
 ̂ A transaction is called related party transaction when it is made with' family member’s suppHers, distributors, 

exporters etc as well as any contract with a company owned by the same group.
* The word ‘Associated Companies’ is defined in S. 2(2) of the Companies Ordinance, 1984. Associate Relation 
exists in the following situations:-

i) Owner, partner or director of a company or undertaking holds or controls shares with at least 20% 
control in some other company or undertaking;

ii) Those companies which are under common control;
iii) One company is the subsidiary of other company; and
iv) A Modaraba managed by a cornpany



f-
persons who are either majority shareholders or control the corporation either through member o f 

executive or non-executive post on either board o f directors or on management side, control the 

corporation either through member o f executive or non-executive post on Board o f Directors. 

They are also involved in management by appointing family members on key executive posts. 

This phenomenon is against the interests o f minority shareholders. The Companies Ordinance, 

1984 and the Code o f Corporate Governance, 2002 provides an opportunity to the minority 

shareholders to appoint member on the board but practically this is not an easy task.-Many rights 

are provided to the shareholders and especially to the minority shareholders but again the 

problem is their enforcement. Strong families and political forces resist reforms which are meant 

to provide fair play. Corruption is the main hindrance in good governance. The cost o f  

investment is very high due to expropriation o f company’s resources by the insiders. This also 

affects rate o f return on the investment in the form of dividend. Many companies do not pay 

dividends to its shareholders because they normally show loss. This loss is mainly because of 

mismanagement and expropriation. Many reforms have been made during the last 10 years or so 

with establishment o f Securities and Exchange Commission o f Pakistan (SECP) replacing 

erstwhile Corporate Law Authority. Many powers were given to SECP through the SECP Act 

1997. SECP took a number o f  steps for good governance.^

The SECP with the help o f Chartered Accountants o f Pakistan and Institute o f Corporate

Governance in Pakistan is working on developing good corporate governance regime where the

investor are protected and the dominant groups can be restricted to take benefits due to their

positions in the forms o f private rent seeking. The number o f proposals have been initiated and

This precise definition o f the word associate is given in, Nazir Ahmed Shaheen, Practical Approach to the 
Companies Ordinance 7984 (Rawalpindi: FLH, 2011) 7.
 ̂Rafael La Porta, Lopez-de-Silanes, Shleifer and Vishny, Investor Protection and Corporate Governance Journal of 

Financial Economics 58(2000) at 22.
 ̂Khan, “Role o f Intemational Organizations,” at 229-232.
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implemented by the Apex Regulator’ through amendments in the laws, rules and regulations as 

well as by introducing reforms through structure o f Apex Regulator, Stock Exchanges. One of 

the major steps taken by the Apex regulator was the issuance o f Code o f  Corporate Governance 

in March 2002. As per international practice^, SECP started revision o f the Code after the lapse 

o f almost ten years to incorporate further developments and short comings in previous versions 

o f the Code. It, therefore, issued draft Code o f Corporate Governance for public opinions. The 

final revised version o f the Code was issued in April 2012 with important amendments keeping 

in view new developments and requirements since issuance o f the first Code. The Code was 

included in listing regulations o f all stock exchanges operating within Pakistan. Some other 

powers were transferred to SECP from courts. Many amendments were made in the laws. SECP 

issued a number o f  rules and regulations. The problem was, however, the implementations and 

enforcement o f these laws, rules, regulations and Code. The judicial enforcement is another 

problem in this regard. A good enforcement both at administrative and judicial level can ensure 

good governance. This good governance can reduce agency cost and provide relief to rninority 

shareholders. This will help to develop market and boost economy.

This phenomenon is not limited to Pakistan or other developing countries. A lot o f work 

has been done in other jurisdictions including the United Kingdom (UK) and the United States of 

America (USA). They have identified different issues o f the private rent seeking, safeguard of 

minority shareholders and abuse o f powers by the controlling shareholders. They have also 

discussed different means to resolve the same. Pakistan can take benefits o f these jurisdictions to
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’ Securities and Exchange Commission o f  Pakistan is an apex regulator in Corporate Sector which was established 
through The Securities and Exchange Commission of Pakistan Act, 1997 which was operative on 1st o f January, 
1999.Q SJ* ^

Major jurisdictions revised their Code o f Corporate Governance after certain period o f time. The objective is to 
accommodate new developments and needs. For example, the UK issued its first Code in 1992 and later on issued 
revised versions o f  the Code in 2003, 2006, 2008 and 2010.



improve good governance. This research focuses on private rent seeking by the controlling 

shareholders and protection o f minority shareholders in context o f  publically held corporations in 

Pakistan.

1.2 STATEMENT OF PROBLEM

In this research, the researcher has tried to discuss four issues. Firstly, what are the 

private rent seeking channels in Pakistan through which the insiders expropriate the funds of 

company at the cost o f minority shareholders? Secondly, what are the reasons o f high agency 

cost in corporate govemance in Pakistan? Thirdly, what are the problems o f compliance and 

enforcement o f minority shareholders problems in corporate sector o f Pakistan? Fourthly, what 

are the means and mechanism for reducing agency cost and enforcement o f minority 

shareholders rights in Pakistan?

1.3 HYPOTHESIS

Researcher considers that good corporate goveinance with effective enforcement 

mechanism can reduce agency cost and ensure compliance to minority shareholders rights. This 

mechanism o f reducing agency cost and improved enforcement can be effective in 

underdeveloped market o f  Pakistan.

1.4 LITERATURE REVIEW

There is scarcity o f material in Pakistani context o f Corporate Law. Some scholars have 

done some work on corporate govemance o f Pakistan.

Ghani and Ashraf have discussed business groups and their impact on corporate 

govemance in Pakistan, tliey  concluded that the expropriation o f minority shareholders is main
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phenomenon o f business groups in Pakistan. Business groups especially the family owned 

enterprises controlled the companies through different means and use their dominance for their 

personal benefits at the cost o f the minority shareholders. Families owned enterprises appoint 

family members, relatives or close friends on the board o f directors who work to safeguard their 

interests instead o f company as a whole.  ̂ Their study was limited to effect o f family owned 

enterprises on firm performance. They did not discuss the solution o f  minority shareholders 

protection.

Ali Cheema and others have discussed nature o f corporate governance in Pakistan. They 

have also examined effect o f ownership structure and control on corporate governance in 

Pakistan. They find that conc*entration o f ownership in corporate sector is a main reason for 

underdevelopment o f corporate governance in Pakistan. This underdeveloped market provides 

them opportunities to expropriate funds o f the firms. The status quo always favors vested 

interests as good governance may make them accountable to the owners. Owners always try to 

get maximum benefits out o f their investment but weak governance hinder for such 

maximization o f their investment. The dominant shareholders and managers have more 

opportunities in underdeveloped market and bad governance. '^This is a comprehensive study in 

respect o f  highlighting history and causes o f development o f corporate sector in Pakistan. They 

have discussed agency cost in Pakistan and describe judicial reform as one solution for reducing 

such agency cost but they did not underline specific judicial reform process for such a resolution.

Rasul Bakhsh and other have examined regulatory impact assessment o f SECP’s 

corporate governance code in Pakistan. They concluded that there is trend o f acceptance o f code

CHAPTER ONE: BACKGROUND OF THE STUDY

Ghani W.I. and J. Asharaf, “Corporate Governance, Business Group Affiliation and Firm Performance: 
Descriptive Evidence from Pakistan” LUMS (CMER W.P. No. 05-35) (2005), at 1 -26.

AH Cheema, Faisal Bari and Osama Siddique, “Corporate Governance in Pakistan; Issues of Ownership, Control 
and the Law” LUMS paper series (2003): 57-59.
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by the business groups but there is need o f more rigorous implementation o f the Code in light of 

prevailing corporate structure o f  Pakistan.'^ The study was based on analysis o f interviews of 

stakeholders conducted by the author. They did highlight that there is need o f rigorous 

implementation o f  the code but they failed to highlight problem o f enforcement o f code. The 

problem o f true implementation o f the Code o f Corporate Governance 2002 and subsequent code 

issued by SECP in 2012 is the nature o f code itself. The problem lays the way in which it is 

operated. Implementation o f  code is compulsory as this is part o f listing regulations but the way 

it is implemented is defective in the sense that the companies are required to just include in their 

annual reports a statement o f compliance, without 'being giving any evidence o f true spirit. 

Underdeveloped market is also not efficient enough to ensure its implementation. Developed 

market can encourage as well force companies to comply with "code as this may punish 

defaulting companies in different ways. One way is to lower share price o f  the company. Other 

way is to remove non performing managers from the board but the question is whether family 

owned companies will remove director from the board who is part o f family? This is very 

significant question in Pakistan where most o f the businesses are controlled by the families.

Mahwish Mumtaz has discussed problems o f corporate governance in Pakistan. She 

highhghted the need o f implementation o f Code o f Corporate Govemance 2002 according to 

prevailing circumstances o f Pakistan. She concluded that implementation o f foreign corporate 

govemance reforms in Pakistan m aybe counterproductive keeping in view the social, economic 

and political situation o f Pakistan. She emphasized phase implementation o f the Code and 

development o f other supporting institution o f Pakistan. This may improve corporate govemance

CHAPTER ONE: BACKGROUND OF THE STUDY

"  Rasul Bakhsh Rais and Asif Saeed, “Regulatory Impact Assessment o f SECP’s Corporate Govemance Code in 
Pakistan” LUMS Paper Series, CMER Working Paper No. 05-39 (2005) at 13-14.



in Pakistan. She has not discussed and explored the ways and means to improve supporting 

institutions. Supporting institutions such as Stock Markets, Financial Institutions and 

Institutional Investors can also play their role in improving governance mechanism.

Osama Siddique has discussed in detail the judicial problems concerning Pakistan. He is 

o f the view that the focus o f  reform programs conducted by Asian Development Bank in 2001 

and United States Aid in 2009 in Pakistan were not successful as focus o f first programme was 

on backlogs and reducing delays by increasing number o f judges in the courts. The second 

program ‘enhancing the justice with Pakistan’ was also not successful due to conflici between 

Pakistan Government and USAID. He further stated that the judicial problems o f Pakistan may 

not be resolved by increasing number o f judges and increasing the budget o f the judiciary. The 

judicial problems need special attention by the policy makers. This study was focused on 

judicial reforms in context o f general judicial system of Pakistan. He did not discuss judicial 

problems in context o f corporate sector o f Pakistan.

Reports on the Observance o f Standards and Codes (ROSC) are conducted by 

International Monetary Fund (IMF) and World Bank to assess weaknesses o f corporate 

governance o f developing countries and to highlight issues o f corporate governance in these 

developing countries and suggest different measures to improve the same. For this purpose, the 

World Bank and IMF conducted report on corporate governance o f Pakistan in 2005. This report
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Mahwesh Mumtaz, ‘Corporate Governance in Pakistan-Adopt or Adapt? Paper presented at a conference at 
Lahore on 3-5 June 2005 organized by Securities and Exchange Commission o f Pakistan (regulator) and Lahore 
University o f Management Sciences, Lahore. Available at
<http://cmer.Iums.edu.Dk/Conference2005/images/CG%20in%20Pakistan-%20Adopt%20or%20Adapt.pdf> 
accessed on 20.10.2012 (This was thesis presented in University o f Cambridge for partial fulfillment of degree of 
LLM) at 27-29.

Osama Siddique, ‘Approaches to Legal and Judicial Reform in Pakistan: Post Colonial Inertia and the Paucity of 
Imagination in Times o f Turmoil and Charige’ (2011) Development Policy Research Centre DPRC Working Paper
4, LUMS, Lahore available at <http://dprc.lums.edu.pk/components/com publications/attachments/DPRC-WP4- 
Siddique.pdf. > accessed 18.10.2012.

http://cmer.Iums.edu.Dk/Conference2005/images/CG%20in%20Pakistan-%20Adopt%20or%20Adapt.pdf
http://dprc.lums.edu.pk/components/com%20publications/attachments/DPRC-WP4-%e2%80%a8Siddique.pdf.
http://dprc.lums.edu.pk/components/com%20publications/attachments/DPRC-WP4-%e2%80%a8Siddique.pdf.
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highlighted agency problem and investor protections as main causes o f concern for policy 

makers. The report further stated that institutional incapacity and weak enforcement mechanism 

are main hindrance in investor protections. These require reforms for development o f corporate 

governance in Pakistan. This type o f report highlights causes and concerns o f corporate sector 

o f a particular country in order to provide guideline to policy makers for concerned country.

All Adnan has discussed challenges which SECP may have to" face in new corporate 

scenario. Delay in judicial decisions is one o f rhain problems in providing justice to common 

citizens in general and corporate sector in particular. His observation was that as per routine o f 

decisions in Pakistan cases normally take four to six years in courts o f first instance and 

subsequent appeal can further extends this duration. This study is limited to challenges which 

SECP may have to face after its reform agenda. This study has narrowly approached the issues 

concerning corporate sector o f Pakistan in new era o f reforms taking place all over the world.

Imtiaz Ahmed has discussed in detailed the nature o f corporate governance in Pakistan 

and the role o f financial institutions in developing good corporate governance in Pakistan. His 

conclusion is that financial institutions have contributed in improving good govemance but lack 

of enforcement is a hurdle in such reforms. The recent financial crisis triggered good corporate 

govemance all over the’ world and Pakistan was not an exception to it., International bodies 

especially the financial institutions were engaged in improving corporate govemance in 

developing countries and they invested money to improve govemance o f these countries. The 

international financial institutions provided loans to developing countries including Pakistan in 

this regard. But problem could not be resolved as these financial institutions did not focus on

The World Bank and IMF Report on the Observance of Standards and Codes (ROSC) June 2005 on Pakistan 
available at <httD://www.worldbank.org/ifa/rosc eg pak.pdf > latest accessed on 20.10.2012.
** All Adnan Ibrahim, ‘Corporate Govemance in Pakistan: Analysis o f Current Challenges and Recommendations 
for Future Reforms’, Washington University Global Studies Law Review 5, 323 (2006): 323-332.
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CHAPTER ONE: BACKGROUND OF THE STUDY

enforcement mechanism o f Pakistan. This has limited fruit o f reforms. This study was Hmited 

to role o f international organizations with reference to their interest in Pakistan. International 

financial institutions focus on reforms which are directly related to their interests.

Attiya has discussed in detail corporate ownership in Pakistan. She concluded that weak 

investors’ rights are the main problems in Pakistan in attracting investment. She further added 

that the protection is required for both majority and minority shareholders. Weak enforcement is 

one reason o f state o f ownership structure in Pakistan. Investors need some legal protection of 

their financing and concentration o f ownership is one reason o f this phenomenon. She concluded 

that the required protection for both majority and minority shareholders is defective in the sense 

that majority shareholders make blocks to protect themselves. However, the minority 

shareholders may not insist on making blocks because this limits their ability o f diversification o f  

investment. If minority shareholders rights are protected, then they may enjoy diversification and 

get maximum benefits instead o f making blocks. Other reasons o f  becoming majority are to get 

private benefits o f their holdings. They control the firms so that they can appoint directors and 

control the management and get benefits o f this control. Good governance can stop expropnation 

of funds rather than providing them more rights. She, however, did not discuss in detail how 

the minority shareholders can be protected in context o f Pakistan.

Sikandar A Shah has discussed in detail mergers and the rights o f minority shareholders 

in Pakistan. He has discussed protection o f  minority shareholders in the context o f mergers and 

acquisition in Pakistan. He also discussed the role o f courts in safeguarding rights o f minority 

shareholders. Lack o f judicial capacity to handle these issues is hindrance in ensuring rights

Khan, “Role o f  International Organizations,” at 232-233.
”  Attiya Javid and Robina Iqbal, “Corporate Governance in Pakistan; Corporate Valuation, Ownership and 
Financing” PIDE Working Papers 20/0:57 (2010), at 80-81.
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provided to the minority shareholders in laws. In some cases the courts did provide some 

protection but in most o f cases, the minority shareholders failed to get remedy.'^ This study was 

limited to role o f courts in providing rights to minority shareholders in mergers and acquisitions 

in listed companies o f Pakistan.

Khanna has discussed in detail in his research channels o f expropriation by dominant 

shareholders. The dominant shareholders in family and State owned enterprises use different 

devices for this purpose. They use pyramids, cross-ownership, and interlocking directorships to 

expropriate the funds o f the companies. Weak governance mechanism cannot limit these 

expropriations. This phenomenon is more common in concentrated ownership jurisdictions such 

as Pakistan where families and State has dominance in corporate sector and market is 

underdeveloped.

Imtiaz has also discussed reforms in Pakistan during last two decades. The reform agenda 

started in late nineties with establishment o f SECP through the Securities and Exchange 

Commission o f Pakistan Act, 1997. SECP replaces corporate law authority and become 

autonomous body having financial and regulatory authorities. SECP started reforming corporate 

sector. The first step towards these reforms was to issue first Code o f Corporate Governance in 

2002. This was the first breakthrough but it could not be implemented in its true spirit due to the 

nature o f Code o f Corporate Govemance in which it is implemented. SECP further revised Code 

o f Corporate Govemance in 2012 with some amendments. Some provisions in the previous Code 

were voluntary and were not required to be' implemented rather companies were guided and 

erwiouraged to implement. These provisions related to allowing and providing an opportunity to
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minority shareholders to appoint directors on the board. The other voluntary provisions were to

appoint non-executive and independent directors on the board. New Code o f Corporate

Governance 2012 has converted voluntary provisions into mandatory provisions. It has also

introduced new provisions according to new development in Pakistan.^° Ali Cheema and other

discussed in their research that Securities and Exchange Commission o f Pakistan with the help of

Chartered Accountants o f Pakistan and Institute o f Corporate Governance in Pakistan has been

working on developing good corporate governance regime, where the investors are protected and

the dominant groups can be restricted so that they could not take benefits due to their positions in

21the forms o f private rent seeking. This reform agenda o f SECP, however, was not restricted to 

issue Code o f  Corporate Governance only. Some other steps were also taken by SECP. In the 

second phase, number o f propo*sals have been initiated and implemented by the Apex Regulator 

through amendments in the laws, rules and regulations as well as by introducing reforms through

structure o f Apex Regulator, Stock Exchanges. Stock markets were also reformed with

* . » , _f 
establishing o f central depository companies (CDCs). This allowed conversion ol physical shares

into electronic forms that allowed transparency as well as quick transfer o f shares. Stock

exchanges in Pakistan were also proposed to be integrated and demutualised to have more

transparent and effective running and monitoring o f the exchanges. This process is still pending

due to political and vested interests. The situation definitely has since been improved but not

resolved. There is further need o f reforms towards the resolution o f these above highlighted

issues concerning Pakistan corporate governance.

In the western world, a lot o f research has been carried out on this topic. La Porta and 

others have discussed in detailed investor protection and corporate governance. They are o f the
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view that expropriation o f  minority shareholders by majority is common phenomenon in many 

jurisdictions especially jurisdictions having underdeveloped markets. They have discussed in 

detailed the ways which are employed by these dominant shareholders to expropriation o f funds 

of the companies. They use different techniques for such expropriation o f funds such as selling 

o f assets o f the firms or products to companies which are privately owned by them, appointing 

board members and executives who do not have relevant experience, providing loans to directors 

on favorable terms.^^This phenomenon is common in jurisdictions such as Pakistan where 

families have control over the businesses. Good governance can limit these expropriations from 

the hands o f majority shareholders but these can be done when there are reforms at broader level.

J. Coffee has highlighted minority shareholders’ rights. He said that minority protections 

depends not only general corporate laws but also other supporting institutions such as stock 

markets and financial institutions play an important role in development o f corporate governance 

which in turn enhances minority protections.^^This research has focused problems o f minority 

shareholders’ rights in the context o f UK.

I. MacNeil has discussed in detail the problems o f corporate governance in China. China 

is a socialist economy but there is rapid transformation to market economy with State having 

control over the business enterprises. He argues that the underlying significance o f minority 

shareholders’ rights and their protections is widely accepted element for development o f  

corporate governance.^'* This research is focused on Chinese context.
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Classens and others have discussed in detail nature o f corporate structure in East Asian 

countries and have discussed in detail the channels o f  private rent seeking in these jurisdictions. 

These jurisdictions are dominated by families and use different tactics to expropriate funds o f the 

companies at the cost o f  minority shareholders. Weak governance mechanism is the main reason 

of expropriation o f funds.^^

Advance jurisdictions including the UK and the USA had started good governance 

practices long before actual fmancia! crisis occurred. Academics have discussed issues and 

identified to policy makers for improvement in this regard. Substantial work has been undertaken 

in these jurisdictions but lack o f extensive research in developing countries such as Pakistan has 

been major problem. Some authors referred above have tried to explore issues concerning 

Pakistan but there is a lot o f work yet to be undertaken in this regard. These authors have 

identified and highlighted different issues o f the private rent seeking, safeguard o f minority 

shareholders and abuse o f powers by the controlling shareholders and have also discussed 

different means to resolve the same but there are still need o f substantial research and work in 

these areas. Scarcity o f research on resolving agency cost and minority shareholders’ rights in 

the context o f Pakistan was motivation o f this research. This research is different from other 

works done in context o f Pakistan in the sense that the previous works do have highlighted 

different problems in corporate govemance in the context o f Pakistan but they were limited in 

their approach to resolve these issues. This work has highlighted specific solutions to the 

problems o f minority shareholders and reduction o f agency cost in the context o f corporate 

govemance in Pakistan.
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CJiAPTER ONE: BACKGROUND OF THE STUDY

1.5 OBJECTIVES

This research is directed towards the goal o f how the investors especially minority 

shareholders can be protected and how the private rent seeking by the insiders can be minimized 

in Pakistan. The minimization o f the agency cost can help to develop good corporate governance 

in Pakistan.

1.6 METHODOLOGY

The methodology in this thesis will comprise both the theoretical and empirical aspects of 

the research. The focus will be on both the primary and secondary sources including traditional 

material including books, Articles, cases, Acts, Laws, regulation published and unpublished 

papers, seminar proceedings, Conference papers, Annual Reports o f  SECP, Karachi Stock 

Exchange, Lahore Stock Exchange, Islamabad Stock Exchange and Listed Companies. Other 

sources may include frequent visit to libraries, internet databases, search engines, electronic 

journals, and key websites.

1.7 LIMITATION OF THE STUDY

This study is limited firstly to jurisdiction o f Pakistan, secondly, to inter se problems o f  

shareholders in corporate sector o f Pakistan. This study is further restricted to problems o f  

agency cost and minority shareholders rights in corporate sector o f Pakistan.
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CHAPTER TWO 

THE NATURE OF CORPORATE STRUCTURE IN PAKISTAN

2.1 INTRODUCTION

.This chapter will focus on nature o f corporate sector o f Pakistan. The corporate sector ot 

Pakistan is highly concentrated where the families and state are major stakeholders. They 

dominate the board structure and management o f the companies. This phenomenon provides 

them an opportunity to expropriate the ftinds o f the com ppy. They also dominate the meetings 

of the shareholders. The minority shareholders are not in a position to challenge their 

expropriation and private benefit seeking opportunities. This chapter will also discuss board 

structure, managemetit, chief executive. The role o f the board and chief executive is very 

important in corporate structure because they are responsible for running the day to day affairs of 

the company. Third issue to be discussed in this chapter is the phenomenon o f separation of 

ownership from control and their effects on corporate sector o f Pakistan.

2.2 NATURE OF CORPORATE STRUCTURE OF PAKISTAN

The nature o f corporate structure is very important because this determines the corporate 

governance.structures and its related problems. In Pakistan the families, state and multinational 

companies controls major portion o f corporate sectors.'These families, state and multinational *  ̂

companies also control listed companies. They try to hold and then control the firms for their 

b en e fits .T h e y  exploit from their positions and the minority shareholders are the effectees o f 

these sectors. There is need foir good corporate governance structures ‘so that these minority 

shareholders can be protected from the exploitation o f  the majority shareholders.
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2.3 THE FAMILY BASED CORPORATIONS

The family based corporations are those corporations in which families have more than 

fifty percent shares. However there are other methods o f controlling these companies. The 

pyramiding, cross shareholding and interlocking managements are other forms o f controlling the 

companies. In such type o f companies families can control over the management and can use its 

position ignoring the rights o f minority share holders. For example they can elect the directors of 

their own choice and can perform the day to day affairs according to their own wili.^^

The most important characteristic o f such type o f company is that the company is

controlled by the family. Therefore they take all important decision at the family meeting. There

are different techniques o f controlling family owned firms. This may either be direct method

whereby the family owned majority o f shares in the company. The other method is indirect

where the company is controlled through medium o f pyramiding and cross shareholding. This

may also include through associMed and s^ubsidiary companies. The concentration o f ownership

• • 28in Pakistan is very high from its counterpart Asian countries and East Asian countnes.

The family owned enterprises are largest stakeholder in Corporate Sector o f Pakistan. 

The families are dominant in corporate structure o f Pakistan both in private^  ̂as well as in public 

companies. According to statistics more than 50% of private companies are held by two

members and mostly are husbands and wives just to fulfill minimum requirement o f members for

• X 30a pnvate company.
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2.4 THE STATE-OWNED CORPORATIONS

The state owned corporations are those corporations which are owned and control by the 

state as it is clear from the name. In such type o f companies more than fifty percent shares are 

hold by the state. The state makes important decisions relating to the corporations. The state 

appoints its own directors and controls all the affairs o f the companies.

The state is second largest stakeholder after families in corporate sector o f Pakistan. The 

state owns companies both as incorporated and un-incorporated enterprises. Many state owned 

enterprises are operating as listed as well as private companies. During last two decades State 

corporatized many state owned enterprises and some are on the agenda o f the State. As far as lop 

40 listing companies at Karachi Stock Exchange are concerned, the state^' owns 14 out o f top 40 

listed companies. These state owned companies account for 52.8% Capitalization o f total 

Capitalization o f 40 listed companies.^^

The State-owned enterprises are politically motivated and every Government after 

coming into power takes controls o f these companies. The Directors and Management o f the 

Boards remain on such positions on the sweet will o f the State. The focus o f  Government is not 

the qualification and experiences rather the political affiliation o f  the person for appointment on 

Boards.^^

2.5 MULTINATIONAL COMPANIES

The multinational companies are third major stakeholders in the equity market of 

Pakistan. As far as top 40 listed companies at Karachi Stock Exchange is concerned, there arc 5
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CHAPTER TWO: THE NATURE OF CORPORATE STRUCTURE IN PAKISTAN

multinational companies which^ constitute 17% capitalization in top 40 listed companies at

Karachi Stock Exchange o f Pakistan. 34

The presence o f foreign companies both as listed and non-listed private companies in 

corporate sector o f Pakistan is a healthy sign for economy o f country. These are major source of 

foreign direct investment in the country. These can pursue the state to play its role to improve its 

overall Corporate Governance with empowered and effective regulator. The State can pursue 

further foreign direct investment if  there is improved Corporate Governance.

This means that multinational companies have major part in Corporate Governance in 

Pakistan. These can set standards and precedent for local listed companies o f  Pakistan.^^

2.6 ROLE OF BOARD OF DIRECTORS IN PAKISTAN

The board structure means the directors o f the companies. There are different numbers of
'4

the directors in different types o f the companies. There is one director in single member 

company^^, two members in private company^^, three directors in the public company^^ and 

seven directors in the listed companies.

These directors are appointed trough the proper procedure. Only natural persons are 

appointed as directors o f the companies.

Cheema, “Corporate Governance in Pakistan,” 23-9. 
Khan, “Role o f International Organizations,” 23-4. 
S. 174 (1) (a) o f the Ordinance.

”  S. 174 (1) (b) o f the Ordinance.
S. 174 (1) (c) o f the Ordinance.
S. 174 (2) o f the Ordinance.
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There are two types o f  the directors;; first those who just attend the meetings o f the 

directors, these are known as the non executives directors. Second are those who involve in the 

day to day affairs o f the companies.

The role o f board o f directors is very important because they manage the company. There 

are advantages and disadvantages o f the board. Since in big companies it is not possible in 

involve each and every members o f  business affairs therefore the powers are delegated to these 

board members to run the company. This is advantage but at the same time since members are 

not involved in business affairs therefore they can take personal benefits at the cost o f  the 

members. However, the power is with the members to appoint̂ *̂  and remove directors*̂ * who are 

not performing. But the power to remove a director is very difficult one. In some countries the 

power to remove director is very easy. A  simple majority o f members can remove a director in 

UK."'

Problem in Pakistanis that the family owned enterprises and state owned enterprises 

appoint directors o f their family members, friends and relative who work for their interest. It is 

not feasible for minority shareholders to appoint director or even remove a director from board. 

It is therefore problematic for the minority shareholders to be minority. The majority 

shareholders expropriate the funds o f the company at the cost o f  minority shareholders.

2.7 ROLE OF MANAGEMENT IN PAKISTAN

The word management connoted to board o f directors. Normally all the members o f the 

board o f directors are not involved in management. Some are involved in management but some
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are riot. Those who are involved in management are called executive directors and other as non­

executive directors.

There are all some persons who are not part o f  board o f directors but they run the affairs 

of the company with executive directors. These persons are appointed by the board o f directors. 

Board can hire and fire these personnel for managing affairs o f the company. These persons act 

on the direction o f the board o f directors. Board is to make policy and management is to execute 

that policy.

The management is iri fact are main actors in company affairs. They can take advantage 

o f their positions. Again dominant families try to appoint executives o f their choice who works 

for their benefits.

2.8 POSITION AND ROLE OF CHIEF EXECUTIVE IN PAKISTAN

%
Sections 198 to 204 o f the Companies Ordinance 1984 relate to the chief executive o f the 

company. In these provisions it is discuss how to appoint the chief executive and whai the 

procedure for his appointment and his removal is and what the restrictions on its appointment are 

and so on.

Every company appoint the chief executive as it commences its business for the period at 

least till the first annual general meeting unless he resigns or otherwise ceases to hold office or as 

the period is fixed by the directors o f the company and that period is expired.

The directors o f the company appoint the chief executive o f the company within fourteen 

days o f its vacancy falling vacant or after the election o f the directors.'*  ̂ The chief executive can
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be any person or an elected director. No person shall be appointed as the chief executive o f the 

company who is ineligible to be the director o f the company. The chief executive's office term 

should not exceed from three years but he will continue his duties tilLthe appointment o f new 

chief executive or till the express termination o f office.

The terms and conditions for its appointment shall be determined by the directors o f the 

companies in annual general meeting in accordance with the provisions o f  the articles o f the 

company.^ The chief executive if  not a director o f  the company he shall be deemed as the 

director o f the company and entitle all the rights and privileges subject to the liabilities o f his 

office.

The directors o f  the company by the special resolution can remove the chief executive o f  

the company before the expiry o f  its term or the company by special resolution.*^  ̂ The chief 

executive o f the public company shall not directly or indirectly engage in any business which is 

of the sartie nature in which he is working as a chief executive."^  ̂The chief executive o f a public 

company disclose to the company in writing the nature ,of his personal business and his interest 

therein/^

Chief executive is the head o f the operational directors as well as the other directors. So 

the position o f chief executive is very important. In the good governance if  chief executive and 

directors are separate than the accountability can be performed in the better way as in .the 

meeting o f the directors, the chief executive will defend his own acts. He may be influential in 

meeting o f  directors because o f  his key position.

CHAPTER TWO: THE NATURE OF CORPORATE STRUCTURE IN PAKISTAN

S. 200 o f the Companies Ordinance 1984.
S. 202 o f the Companies Ordinance 1984.
S. 203 (1) o f the Companies Ordinance 1984.
S. 203 (2) o f the Companies Ordinance 1984.

23



The position o f  chairman o f board o f directors is very important. He is considered to be 

the leader o f  the board and ensure that board plays an effective role in fulfilling all its 

responsibilities prescribed under the Companies Ordinance and the Code o f Corporate 

Governance/^ Chairman o f the board o f directors preside over the meeting o f board o f directors. 

The chairman o f board o f directors is responsible for conducting meeting o f board o f directors. 

Chairman o f board o f directors is also presiding over the general meetings o f shareholders and to 

conduct the same. He is to ensure that minutes o f the meetings o f the board o f directors are 

recorded appropriately.^^ The chairman o f board o f directors is normally the chief executive. The 

old version o f Code o f Corporate Governance prescribed that the chairman o f listed company 

shall preferably be elected from among the non-executive directors o f the listed com p an ies.It  

also provided that the board o f  directors will clearly define the respective roles o f both offices. 

This provision o f the Code clearly separated the office o f the chief executive and the chairman of 

the board. The problem with this provision was that it was not mandatory rather recommendatory 

provision. The new Code o f Corporate Governance has further emphasized on the office o f the 

chairman o f  the board to be separated from chief executive officer. It says that the chairman of 

the board and chief executive officer shall not be the same person unless specifically provided in̂  

any other law. It also provides that the chairman shall be elected from amongst non-executive
K

directors.^* This provision may enhance accountability process as the chairman o f the board can 

act independently o f the executive directors. He will not defend executive decisions o f the 

executive directors.
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2.9 SEPARATION OF OWNERSHIP AND CONTROL

The concept o f  separation o f ownership and control was first elaborated by two 

professors Barle and Means in 1932. This theory is called Barle and Means theory. Since then 

there has been academic debate on this theory. According to this theory there is a disperse 

ownership. Disperse ownership means that shareholders are dispersed and no shareholders have 

enough shares to control the company. The management is controlled by those'persons who are 

not owners. Means the owners do not have control rather control is taken over by the 

professionals who may own some shares but they are not owners in the sense to control the 

company. Therefore these managers expropriate the funds o f the company because ot their 

control over the company and use those funds o f the company for their personal benefits. The 

real owners who are shareholders suffer loss and get less benefits which they otherwise would 

s have had they operated the companies with their own. This management take such decisions

which benefit them. This theory become very popular and is still form part o f academic 

discussion despite the fact that the dispersed ownership is very limited and is generally exits only 

in the UK and the USA. In most o f the countries there is concentrated ownership. In Pakistan, 

India, Japan, Germany and all other countries there is the concentrated ownership.

But the problem with concentrated ownership is then again separation of ownership and 

control in the sense that some owners who are minority shareholders do not have control over the 

firms and therefore majority shareholders control the firms and appoint management o f their 

choice and then get benefits. So problem in concentrated ownership is between the minority 

shareholders and majority shareholders. In other words there is problem between the owners 

N themselves.
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The problem in dispersed ownership and even in concentrated ownership is that there are 

too many owners o f a single company and it is impossible to collect all the owners for any matter 

relating to the company to take action against those directors who are not working for the 

benefits o f the c o m p a n y .S o  there may be such rules and regulations which can be helpful for 

all the shareholders o f such type o f companies, so as the protection can be given to all the 

shareholders. The regulator or courts can provide remedies to these dispersed shareholders and 

also to minority shareholders in concentrated owners.

2.10 CONCLUSION

Highly concentrated owriership at corporate governance o f Pakistan is main cause of 

agency problem. The family owned enterprises appoint family members, relatives and close 

friends on key positions o f the company and provide those benefits at the cost o f minority 

shareholders. The state owned enterprises also appoint political motivated persons on the board 

o f directors without giving importance to their qualification and experience. This causes bad 

governance in state owned enterprises. The role o f directors and chief executive is very 

important because they play key role not only in day to day affairs o f the company but also 

influential in the general meetings o f the members.

CHAPTER TWO: THE NATURE OF CORPORATE STRUCTURE IN PAKISTAN

Iain MacNeil, “Activism and Collaboration among Shareholders in UK Listed Companies”, Capital Markets Law 
y o « rn a /4 (2010): 3.

2 6



CHAPTER THREE 

CHANNELS OF PRIVATE RENT SEEKING IN PAKISTAN

3.1 INTRODUCTION

This chapter discusses channels o f  private rent seeking in Pakistan. The dominant 

shareholders and managers use different techniques to expropriate funds o f the company. This 

chapter focuses techniques o f private rent seeking employed by the insiders in expropriating the 

funds o f the company at the cost o f the minority shareholders. The first issue which is discussed 

in this chapter is the insider trading employed in the stock market o f Pakistan by the insiders. 

The second issue is the appointment o f irrelevant persons as members on the board o f directors. 

This allows them to expropriate funds o f the company. Third issue which is to be discussed is 

related party transactions and consequently tunneling the funds o f  the company. The fourth issue 

that is to be discussed is the role the corporate governance in limiting rent seeking opportunities 

by the insiders.

3.2 PRIVATE RENT SEEKING AND EXPROPRIATION OF THE FUNDS

As discussed earlier^  ̂ the ownership structure in corporations in Pakistan is concentrated 

means that few shareholders own shares in the form of blocks. The blocks in the sense that they

54own 51% or more shareholding iii companies and due to this they can control the companies. 

The State and families are major stakeholders in corporate sector o f Pakistan. The control both 

by State owned enterprises and family based corporations seek benefits due to their position on
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the cost o f  general public. This phenomenon is called private rent seeking. These private 

benefits includes the inside trading by the beneficial owners, high pay and privileges to related 

persons (family member in case o f family owned enterprise and politically motivated personnel 

in case o f  State owned enterprises), funds flow, related party transactions^^( A transaction is called 

related party transaction when it is made with family member’s suppliers, distributors, exporters etc as 

well as any contract with company owned by the same group), loans to directors, investmeni in 

associated companies etc.

The insiders are those persons who are either majority shareholders or control the 

corporation either through member o f executive or non-executive post on either board o f  

directors or on management side.^’

The phenomenon o f private rent seeking is common in concentrated ownership structures 

such as Pakistan. The controlling shareholders o f  companies can control the management due to 

their shareholdings in the companies. They can appoint directors on the board on their will. They 

can remove and appoint them whenever they so wish. This is not problematic for them due to 

control held by them. They normally appoint persons from their families, friends and persons of 

their confidence in family owned enterprises. On the other hand, the directors in State owned 

enterprises are appointed having political association. So these directors act for the benefits of 

these families and Government. «

In Pakistan, the high percentage o f concentration o f ownership by the families provides 

them an opportunity to get private benefit o f the controlling the companies. The minority
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shareholders who cannot control the firms due to small shareholding are the main affectees of 

this phenomenon. The directors who are considered to be the supervisors o f the affairs o f the 

company and to act for the benefits o f all shareholders do not perform their legal and moral roles 

due to a number o f reasons. Firstly, because they are appointed by the majority shareholders, 

therefore, they try to safeguard their interests. Secondly, they are under pressure o f these 

majority shareholders because they know that they may be removed from directorship if  they 

will not work for the benefits .of the majority shareholders. Thirdly, they are also involved in 

personal benefits and expropriation o f funds o f  the company at the cost o f minority 

shareholders.^^

There are number o f methods by which the majority shareholders and management 

expropriate the funds o f the company.^ This private rent seeking by the majority shareholders 

and the management causes market underdevelopment and problem of financing.^' The families 

finance their companies either from their personal sources or from bank loans.^  ̂ Therefore, they 

are not interested in good governance o f  corporate sector which is essential for external 

financing.^^ These families are not aware o f the potential benefits o f good govemance.^'^ Once
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the corporate sector is governed efficiently, there, will be more entrepreneurial activities and new 

projects due to external finance. The reason o f  the smaller external investment in Pakistan is the  

weak governance mechanism in the country. The minority shareholders are main victims o f this 

private rent seeking, therefore, there is need to provide some safeguard to them so that they can 

invest money in the companies without fear o f being expropriated by the majority shareholders. 

This could be done- by protecting minority shareholders from expropriation o f majority 

shareholders and by the management. SECP has done number o f reforms for this purpose but the 

same is not enough to attract external finance and development o f the market.

3.3 INSIDE TRADING

Inside trading means a person doing business by using o f his position for his personal 

benefits and interest, not thinking about the company’s interest and it will be definitely done on 

behalf o f  the other’s money and the public would suffer. A director must not take advantage of 

his position including the duty not to make a personal profit firom his position and a number of 

statutory provisions designed to eliminate conflicts o f interests and abuses by the directors of 

their position.

According to section 224 o f the Companies Ordinance, 1984 the directors who make any 

gain by the purchase and sale o f the securities within six months such directors have to report 

and tender the amount o f such gain to the company , and also he shall send and intimation to the 

registrar and SECP.

The researcher would like to add the insider trading is normally common where the 

market is not developed and the regulator is also not vigilant. There have been number o f crisis 

in the market where the majority shareholders and the brokers were able to expropriate the
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money o f small investors. The market o f Pakistan is very small, narrow and illiquid due to this, 

the brokers, management and controUing shareholders can take advantage o f their positions. The 

brokers, who hold, substantial shareholding o f listed companies can move the stock market at 

their will and therefore take advantage o f such fluctuation. They can manipulate the market by 

artificial raise in the prices o f shares and start purchasing shares at high value or through iheir 

mutual trading once the market goes up the innocent shareholders purchase shares and they 

suddenly through shares in the market and share price goes down very q u ic k ly .T h e  small 

shareholders who are not aware o f this fact purchase shares at very high value and then sell it at 

very low price with fear that they may lose everything. They try to avoid big loss and therefore 

compromise at comparatively less loss.

The other phenomenon is undertaken by the majority shareholders and the management. 

They sell their shares when they know that the price o f shares will go down and purchase shares 

from innocent small shareholders when they know that the price o f  shares will go up. They are in 

position to know these facts because they are involved in the affairs o f the company. They 

exploit their position and cause harm to the minority shareholders.

The third phenomenon is the regulator. There are chances o f regulator being expropriate 

the minority shareholders because they are known to the fact o f fluctuation in the price o f listed 

companies. The employees o f SECP are also insider but the law does not prohibit them from sale 

and purchase o f shares. The employees o f SECP should also be included in the law as being 

insider. They should also be under the regulations o f  insider.
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A circular was issued by SECP^^asking its employees to take permission from authorities 

before sale and purchase o f shares but that circular was not implemented in true sense. The idea 

is to include them in the legal prohibition and the rules o f  insiders should also apply on the 

employees o f  SECP.

3.4 PAY AND PM VILEGES

Section-191 o f the Companies Ordinance, 1984 does not regulate the amount that a 

director is to receive as remuneration from the company for his services. The Ordinance has left 

the matter to the general meeting o f the shareholders. Table A provides that remuneration of 

directors shall from time to time be determined by the company in general meeting subject to the 

provisions o f the Companies Ordinance, 1984. It further provides that the remuneration o f the 

directors for performing extra services including the holding o f the offices o f the chairman shall 

be determined by the directors or the company in the general meeting in the light of their articles.

The remuneration to' be paid to any director for attending meeting o f the directors shall 

not ex ce ^  the scale approved by the company or the directors as the case may be in accordance 

with the provisions o f the articles o f the company.

The directors who normally belongs to the family members and friends in family owned 

companies and politically motivated persons in State owned enterprises also expropriate the 

funds o f  the company through hefty pay and privileges. The shareholders invest in the company 

for three reasons. Firstly, they invest to get management in the company and to run the company. 

Secondly, they invest to get dividend from the profits o f the company. Thirdly, they invest to get 

capital increase by increase in share price. The first option is not possible in big companies
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because as one have to invest substantial amount which normally beyond the capacity o f general 

investors. However, this is possible in small companies as the investment required is not a huge 

amount o f money. The second option is to get dividend. The dividend is normally not paid 

because the company’s profit is expropriated. Some companies manipulate the accounts of 

company and therefore show loss. The funds o f the company are utilized and showed as 

expenses. These expenses are basically the hefty pay and privileges o f the directors and other 

management who are family rhembers. The family members are not interested in the dividends 

because, the same ratio o f  dividend has to pay to the minority sharehol<lers; therefore, they try to 

take money benefits in the form o f pay and privileges instead o f dividend. The third option is 

also not feasible because when company do not show profits, then how the' shares o f the 

company will rise. The minority shareholders are, therefore, the main victims o f this 

phenomenon. The other reason is that even if  the company show profits but the market does not 

represent .true value o f  the shares. The insiders manipulate the market. There is need to redress 

all these issues, otherwise, the minority shareholders will remain the victims o f these 

phenomenon.

3.5 APPOINTMENT OF FAMILY BASED AND POLITICALLY MOTIVATED 

IRRELEVANT EXECUTIVES AND NON-EXECUTIVES IN FAMILY-OWNED AND 

STATE-OWNED ENTERPRISES RESPECTIVELY

The researcher would like to add the other problem in public companies is that the 

members o f the family are appointed irrespective o f  their qualification and experience. In the 

researcher point o f view the purpose is to give them maximum benefits. The family stretch 

money o f the money through these tactics instead o f declare dividend. Similarly, the political 

motivated persons are appointed in the State owned companies ignoring the relevant experience
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and qualification. This is another form o f corruption which is common in public companies. This 

causes multiple damages to the company. Firstly, because they are incapable o f performing 

duties, therefore, the companies suffer Heavy losses. Secondly, they are part o f family; therefore, 

they are given maximum benefits. The funds o f the company are wasted and therefore the 

company does not perform well and loses in profits. Thirdly, the company cannot manage its 

finances and liabilities. This may cause threat o f bankruptcy. Fourthly, the company fails to give 

dividend due to lack o f profits. Therefore, there is a need to check the qualification o f the 

directors. Though, the shareholders are given powers to appoint directors but there are fewer 

chances o f merit because family holds such amount o f shares that they can appoint directors of 

their choice. The minority shareholders cannot or do not have any say in the general meeting. 

The regulator should check through appropriate manners the appointment o f directors at least in 

listed companies. There is a need o f legislation in this regard.

3.6 LOAN TO DIRECTORS

Another iinportant issue o f  private rent seeking is the loan to the directors. The Companies 

Ordinance, 1984 prohibits the loan to the directors and prescribes it a criminal offence and 

prescribes imprisonment up to six months with or without fine. The approval is required from 

SEC? for the purpose o f  giving loans to the directors. Section 195 o f the Companies Ordinance 

1984 prohibits giving loans to directors. It also prohibits giving guarantee in respect o f  loan to 

directors form any other lenders.

A company with the approval o f  the SECP can make Joan* or give guarantee or provide 

security for a loan made by any person to a director who is whole-time employee o f the 

company, provided, such loan is obtained by the employee-director for the following purposes;
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•  Acquisition or construction o f a dwelling house;

•  Purchase o f land for construction o f a dwelling house;

•  Defraying cost o f any conveyance for personal use;

•  Purchase o f household effects;

•  Defraying any medical expenses o f himself or any relative.

The provisions o f  section 195 o f companies ordinance 1984 elaborates the types o f loan 

which are not covered by the directors;

•  Any loan made, guarantee given or security provided by a private company or by 

a banking company;

• Any loan made or guarantee given by a holding company to its subsidiary;

Though, there is a strict criterion for giving loans to the directors but there are chances o f  

misuse o f the procedure. The directors may take loan for number o f purposes prescribed by the 

law. The new amended law in 2002 has further enhanced the criterion for loan to the directors. 

The law prescribes that when loan is given to a director, the mark up should not be less than 

borrowing cost o f the company. ̂ ^This has enhanced minority protections to some extent as far as 

loan to directors is concerned.

3.7 INVESTMENT IN ASSOCIATED COMPANIES

Another safeguard in minority protections is the limitations on investment in associated 

company. Section 208 o f Companies Ordinance 1984 is related with the investment in associated

CHAPTER THREE: CHANNELS OF PRIVATE RENT SEEKING IN PAKISTAN

Proviso to Section 295 (5) o f the Companies Ordinance 1984

35



companies. According to the provisions o f section 208, a company can make investment in any 

o f its associated companies or associated undertaking subject to the following conditions:

•  A  special resolution is passed by the company at a general meeting;

•  The resolution must indicate;

>  Nature o f investment

>  Period o f investment

>  Amount o f  investment

>  Terms and conditions

>  Return on investment should not be less than borrowing cost

Any change in the nature or terms and conditions o f the loan shall be made only by a

special resolution. All investments should be made by a company on its own and shall be made

and held by it in its own name. Recently, the SECP has issued regulations called ‘the Companies

(Investment in Associated Companies or Associated Undertakings) Regulations 2012’ to further

regulate the investment in Associated Companies and Associated Undertakings. These

regulations provide in detail the requirements besides those mentioned in S. 208 of the

Ordinance for investment in Associated Companies and Associated Undertakings. These

regulations require from providing maximum information to the members before general

meeting and they have the right to inspect this information before meeting. This information is

required to be annexed with the notice meant for transaction o f special business required under

68clause (b) o f  sub-section \  o f  section 160 o f the Ordinance. The objective is to provide them
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sufficient opportunity to discuss the same in general meeting and to raise objection if  any 

regarding these investments.

The regulations also prescribed certain conditions and restrictions for investment in 

associated companies and associated undertakings.^^The company is required to maintain 

register o f all such investments and same is required to be available for inspection o f members.

SECP has taken number o f steps to protect the interests o f the minority shareholders but 

the problem with this provision is that the investment can be made with approval o f general 

meeting. As discussed in the above pages that passing a special resolution by the controlling 

shareholders may not be a problem because they hold substantial amount o f voting securities. So, 

this safeguard is not enough to control investment in associated companies.

3.8 RELATED PARTY TRANSACTIONS ( ^ T S )

In Pakistan, the company law requires certain transactions in which the director or officer of the 

company has some interest to be disclosed and approved by the board o f directors. The 

directors^’ and officers^^ o f the concerned company are required to disclose their interest in any 

transaction to be made by the company. Such director is prohibited from taking part and vote in 

meeting o f board o f directors meant for consideration and approval o f such transaction,^^ The 

court may declare any such director who contravene the aforementioned provisions to be lacking
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fiduciary behaviour^"  ̂ and such director shall be ineligible for such post for a period o f five 

yearsJ^

The scope o f RPTs in Pakistan is limited. The law includes only those transactions within 

the meaning o f  RPTs in which director or officer has some interest in that transaction. This did 

not include the other persons which may come within definition o f  related party. These may 

include persons other than directors and officers o f the company. These may include dominant 

shareholders, associates, relatives, and fnends. It is necessary to enhance the scope o f RPTs 

because majority shareholders may escape from prohibition.

In Pakistan, the Code o f Corporate Governance was amended on 12.12.2008 and this 

amendment was made applicable since January 1, 2009 to make board o f directors o f all 

companies incorporated under the Companies Ordinance, 1984 responsible for all related party 

transactions.^^Amended provision^^of code imposes responsibility on board o f  directors to 

review and approve all transactions with related party and then place before the audit committee. 

Board is also made responsible to discuss the RPTs which are not on arm’s length price. Board is 

to give justification for those transactions which are not on arm’s length price and also place it 

before the audit committee for their consideration. Board is made responsible lo deiemiinc price 

o f such transactions. The company is also required to maintain a record o f all such ti'ansactions. 

The same provision is maintained under new version o f the Code.

Term related party has not been defined in the Code o f Corporate Governance 2012 or in 

the Companies Ordinance, 1984 which may create confusion. Similarly, the determination of
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price, consideration, and approval o f RPTs from board o f directors may not solve the purpose of 

minority protections. In Pakistan the corporate sector is concentrated in which the famiHes hold 

major shareholding in even listed companies. The directors are normally family members, 

relatives or friends and, therefore, .under direct influence o f the controlling shareholders. 

Therefore asking board to consider, determine, and approve the RPTs will not achieve any 

purpose. The minority shareholders will not have any role in these transactions and to make 

accountable the related parties.

3.9 TUNNELING OF FUNDS

iliere are many methods o f expropriation o f funds o f  the company by controlling 

shareholders and the management. The profits o f the company are utilized by the controlling 

shareholders and management for their personal benefits. This problem is severe in public listed 

companies. The turmeling o f flinds o f the company is a major source o f utilizing funds o f the 

company for their personal benefits at the cost o f minority shareholders. These include but not 

limited to transferring o f ftinds to other associated and holding companies which are owned by 

the controlling shareholders and management. They may transfer frinds to those companies in 

which they have more financial interests. The method may include making contracts with these 

companies at less than the market value. This may include supplying to their private owned 

companies or partnership raw material from companies where they are managers at less than 

market value or purchase from their own companies or partnerships raw material at more than

78the market value. The object is to give them maximum benefits. The reasons for these 

transactions are that they will get more cash flow rights from their private companies or
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partnership than they will otherwise get from public companies where they work or controlling 

shareholders. The minority shareholders therefore get less than they deserve as compared to their 

investment. The funds o f the company ar  ̂ for all shareholders because they are all owners and 

not just the controlling shareholders or managers. There is need to check these transactions and 

to save the funds o f the company, from the hands o f the controlling shareholders and the 

managers. The SEC? has tried to control these transactions through provisions in the law and the 

Code o f Corporate Governance 2012 but the same will be effective only when these are enforced 

in effective manner because mere making provisions are not enough unless these are enforced. 

So there is need o f enforcement mechanism either by the regulator, stock exchange or judiciary.

3.10 ROLE OF CORPORATE LAW TO LIMIT RENT SEEKING BY CONTROLLING  

SHAREHOLDERS

The rent seeking opportunities are common in underdeveloped market such as Pakistan.^  ̂

There are many ways o f controlling these rent seeking opportunities. The problem of

A
underdeveloped markets is not to eliminate these opportunities rather it can be minimized at the 

first instance. TKe corporate law which deals with matters concerning. corporate sector is the 

main tool to handle these issues. The corporate law which include but not limited to the 

Companies Ordinance 1984, SEC? Act 1997, the Securities and Exchange Ordinance 1969, 

Listing Rules o f three stock exchanges, Code o f Corporate Governance 2012 a:nd many other 

rules and regulations introduced by SEC? can limit these rent seeking opportunities. But as 

discussed in the preceding pages that there is a need o f enforcement mechanism to redress these 

issues. There may be some type o f redresser mechanism at SECP or stock exchanges for
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complaints o f minority shareholders.^® The judicial capacity is also required to be enhanced for 

this purpose.^’Therefore, for good governance, it is necessary to protect minority shareholders.

This will cause development o f  market^  ̂ and more equity finance in the companies and will 

encourage investment.*'^ More protections o f  the investors will encourage more local investors as 

well as foreign investment as well.^  ̂ This will boost economy o f the country and therefore 

development o f the country as well.

3.11 CONCLUSION

The ineffective and bad corporate govemance in Pakistan allows insiders to expropriate 

funds o f the company at the cost o f the minority shareholders. The system provides insiders 

tunneling o f funds. They employ different techniques to expropriate funds. Board o f directors 

which is main body to run the affairs o f the company is controlled by the majority shareholders 

and that board fails to restrict majority shareholders from expropriation o f the fiinds o f the 

company. This allows ineffective govemance to prevail in the system.
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CHAPTER FOUR  

MINORITY SHAREHOLDERS’ PROTECTIONS

4.1 INTRODUCTION

This chapter will discuss in detail the minority shareholder rights and their protection in 

the system. The first issue to be discussed is the availability o f the rights o f the minority and the 

problems faced by the minority shareholders in the corporate sector. The second issue to be 

discussed is the compliance and enforcement o f minority shareholders rights. The third issue to 

be discussed is the agency problem in Pakistan and the ways and means to reduce this agency 

cost in the corporate sector o f Pakistan.

4.2 THE MINORITY SHAREHOLDERS’ RIGHTS

The protection o f  minority shareholders’ rights is very ’̂ important for good corporate

governance. The minority shareholders who do not have access to management in the company

are the main affectees o f  bad governance. There are many minority rights which are considered

as necessary. The first important right is to receive notice o f the meeting o f  shareholders. The

law provides protection in the sense that it is the duty o f  the directors to send notice o f meeting 

86to every shareholder. The objective o f the notice o f the meeting is to provide them with the 

information that if  they are willing to participate and to discuss any issue. Therefore, they can 

prepare themselves, for the meeting. This right is attached with the shares and is therefore, a 

general right for every shareholder. However, this is for the protection o f minority shareholders 

in the sense that the minority they are normally not involved in the affairs o f the company or 

meeting and therefore majority may be aware o f the meeting and its agenda but minority ma>- not
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be abreast with the meeting and its agenda. This is an important right and is normally available in 

all jurisdictions including Pakistan.

8 7The second important right is to take part in the general meeting o f the company, where 

important issues are discussed and resolutions are approved. The shareholder may participate 

personally or through proxy. This right is also attached with shares. Every shareholder has the 

right to participate in the general meeting irrespective o f  the number o f shares. A shareholder 

who has just one vote has the right to participate in the meeting o f the company. He can discuss

n o

issues and take part in the voting for passing the resolution. The problem with this right is that 

the decisions are made by the majority shareholders. The majority rule allows the majority to 

approve the resolution o f  the company. Minority shareholders cannot pass resolution at their own 

but they have at least right to discuss it and to raise their concerns in the meeting.

 ̂ * * 89The third important right is to appoint directors o f the company. The Ordinance 

provides this right to the shareholders. The shareholders can also remove director from the

90company . Section 178 o f the Ordinance provides mechanism for the election o f directors. The 

elections o f directors are conducted through cumulative voting system. Though this method 

provides opportunity for minority shareholders to appoint directors on the board but practically 

this is a difficult task. In cumulative voting system, the shareholder has votes equal to the 

number o f shares multiplied by number o f directors to be elected.^  ̂ For example, if  there are four 

directors to be appointed and member has one hundred shares, in this case he will have four
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hundred votes. He can give all his votes to one candidate or may divide between different 

candidates. Minority shareholders may have their combined candidate and give all their shares to 

that and thus can appoint one or more directors on the board.

The other important minority rights are right to get dividend, to receive periodical reports 

o f the company, sell the shares at their will and transfer the same, recourse to the regulator, slock 

exchange or judiciary for the compensation o f their complaint.

Receiving dividend is the right o f the shareholders. It becomes right only once it is 

declared by the general meeting on the recommendation o f the directors.'^’ The shareholders can 

decrease dividend but they cannot enhance the rate o f dividend declared by the board o f  

directors. Once it is declared by the board and approved by the general meeting, then it becomes 

duty o f the company and any default in payment o f the dividend is liability o f  the chief 

executive.^^ The time period which was mentioned earlier is not removed and power is delegated 

to Commission to announce period within which thb company has to pay dividend after its 

declaration. '̂* However, there is problem with regard to declaration o f dividend. The dividend is 

declared by the board o f directors. This is exclusive jurisdiction o f the directors to announce 

dividend. The general meeting just gives ex post facto  approval o f such dividend. Genera) 

meeting has very limited powers in this regard. The general meeting cannot increase or e\ en 

announce any dividend when it is not recommended by the board o f directors. There are some 

restrictions in the Companies Ordinance with regard to declaration o f divided. First is the
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dividend must be declared out o f profit o f the com p an y .T h ey  cannot declare dividend when 

company is in loss. Secondly it cannot be declared by selling assets o f the company unless the 

business o f the company is selling and buying assets.D irectors may not even declare dividend 

when company is in profit. They may declare come profit as dividend and retain some profit as 

funds in case o f financial difficulty o f the company. The directors may declare bonus shares or 

right shares instead o f dividend. Bonus shares are issiied in lieu o f  cash dividend. When directors 

consider that company needs some finance and they also want to give benefit to shareholders 

they issue bonus shares instead o f cash dividend. They can also raise finance through righis 

shares.

To receive periodical reports is also right o f the shareholders. Under the Companies 

Ordinance, 1984 the company is required to provide and disseminate certain periodical reports to 

its members. There are more restrictive conditions for preparation and distributing periodical 

reports to its members. The listed companies are required to prepare and disseminate to its 

members quarterly^ ,̂ half yearly^  ̂ and annual reports^^. The strict conditions with regard to 

listed companies are meant to provide more safeguard to public in listed companies. The UK has 

dispensed with private companies fi-om calling general meeting and passing resolution.'^* The 

private companies may submit written resolutions o f directors and members without fulfilling the 

formalities o f the general meeting.*^  ̂This trend may also be intiroduced in Pakistan because this 

will decrease the cost o f private companies. The calling of, general meeting bears some cost
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depends on the size o f  the company. Therefore, there is no harm if private companies in Pakistan

are dispensed with fulfilling the formalities o f the general meetings on the pattern o f the UK. 103

The selling and transferring shares in private companies are restricted. The members o f  

the private companies are not allowed to transfer their shares at their will.*̂ "̂  They have to take 

permission o f the board o f directors. This restriction is provided in the articles o f association of 

the company. The board o f directors cannot restrict absolutely which means that if  the 

shareholder wants to purchase shares, they can put limits with regard to the selling o f sKares. 

They can either purchase themselves or may ask to sell shares to particular p&son. The reason 

behind this logic is that the private companies are considered as quasi partnerships. This means 

that they are considered like partnership regarding the selling o f shares and change in the 

management. Though, legally these are not partnerships but courts in England consider them as 

quasi partnerships for the purpose o f change in managements and transfer o f s h a r e s .T h e  

private companies are formed, managed, and operate like partnerships. Discussion o f private 

companies is beyond the scope o f this thesis. The research will remain focus on public listed 

companies, as there are no such restrictions on the shareholders. They have the right to sell their 

shares at any time to any person without approval o f the board o f directors or majority 

shareholders. There may„ be problem o f selling shares on the market in those cases where the 

market is not developed and there are no buyers. However, the right is there and shareholder can 

sell at any time.
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The rights are provided but the important thing is their enforcement. There are different 

techniques o f  such enforcement. The first available right is to file a complaint to SEC? and Stock 

Exchange. The'other right available is to go to the court o f redresser o f complaint.

The Companies Ordinance 1984, SECP Act 1997 and many other laws which are 

administered by SECP provide powers to SECP to impose penalty on directors, chief executives, 

officers and on companies for default o f the relevant provisions. These laws also provide powers 

to Commission to listen complaint o f the shareholders. Similarly, Listing Regulations, Securities 

and Exchange Ordinance 1969 provide similar powers to Stock Exchange to take cognizance o f  

the complaint o f the shareholders and forward the cases to SECP for final decision. In Bawany 

Sugar Case'*̂ ,̂ SECP imposed penalty on the directors for not keeping proper accounts o f the 

company under sub section 2 and 3 o f section 227 o f  the Companies Ordinance 1984.

The most important right o f the shareholders with regard to complaint, mismanagement 

and oppressive conduct is with the courts. The court can take cognizance in two circumstances. 

First, where any provision o f the law provides punishment o f imprisonment, then SECP cannot 

take cognizance o f these cases. These cases are normally tried in Court o f Session; however, the 

High Court bench can also take cognizance o f these cases. Second, where the power is delegated 

to the court to try offences, the courts will take cognizance o f these cases and the regulator 

cannot take these matters. For instance, takeover, merger and acquisition cases cannot be 

finalized unless approved by the courts*® .̂ Other instances are mismanagement and-oppressive

CHAPTER FOUR: MINORITY SHAREHOLDERS’ PROTECTIONS
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remedy*^^ winding up by the courts  ̂ etc. There are many instances where the courts have been 

moved in mismanagement o f the company. In Pakistan Associated Biscuits International Ltd v 

English Biscuits Manufacturers (pvt) Ltd, remedy was provided to the minority shareholders where 

company was mismanaged by the majority shareholders.

The problem o f inefficiency, corruption, delay and cost is main hindrance o f providing 

remedy to the minority shareholders.'^^ Minority rights and their protections can be effective 

only when these issues are redressed. The SECP is also not free o f corruption and inefficiency . " 

A strong regulator can also ensure minority protections. Judiciary has been very active in recent 

years especially after the start o f the lawyers’ movement for the “reinstatement of the Chief 

Justice o f Pakistan, Iftikhar Muhammad Chaudhry, however, there are still problems at the lower 

level in the judiciary o f Pakistan. Therefore, there is a need o f reforms at lower judiciary such 

as to eliminate corruption and other problems. Strong and independent judiciary as well as 

regulator can ensure minority protections.''^

4.3 PROTECTION OF MINORITY SHAREHOLDERS’ RIGHTS

The protection o f minority shareholders’ rights has been considered in recent academic 

debate. There is almost consensus that.the protections o f minority shareholders’ rights arc 

important for the development o f capital markets. The developed market ensures good corporate
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governance. There are many ways to protect minority shareholders. The most important is the 

legal protection o f minority rights. The corporate law and enforcement ensure minority 

shareholders’ rights. Some scholars view that the minority rights can also be ensured by different 

other techniques. These include but not limited to developed market,, listing rules, securities 

laws, judicial system, regulator and other norms which are developed in a particular system. ‘

In Pakistan, the minority shareholders rights are provided in the Companies Ordinance, 

1984. However, these rights are not enforced in its spirit that is why the stock market is less 

attractive for investors. The main reasons for concentrated ownership in P^istan are the lack o f  

minority shareholders rights’ protection. Once these rights are protected, this will ensure 

investment not only from domestic investors but also from foreign investors.

There are many issues o f minority protections. Though rights are provided in the 

Companies Ordinance, 1984 but these are not ensured. For instance, participating in general 

meeting and to discuss issues and to cast votes is provided in the law but the cost factors 

involved in this process is the main hurdle. The shareholders who have small stakes in the equity 

capital o f the company do not feel incentive to participate in the meeting due to cost factor. The 

voting is not allowed to be casted through post or by electronic voting. In modern era, the 

participation, discussion and casting votes in possible through internet. This process has become 

popular in modem world. However, in Pakistan, even if  any company intends to do that will be 

considered as not fulfilling the conditions o f the law. The Companies Ordinance, 1984 requires 

from companies to call general meetings o f the shareholders. The objective o f the meeting of 

shareholder, inter alia, is to approve any resolution or elect directors. The law does not allow this
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49



process electronically. That is why if  any company do this electronically, the regulator may not 

accept this process as this will not fulfill requirements o f law. Therefore, companies do not adopt 

that procedure. If the voting at least is allowed through post or through emails, this will decrease 

the cost and may pursue the minority shareholders to cost their votes and to feel some sense ot 

participation in the affairs o f the company.

Cumulative voting system which is considered as minority right is not implemented in its 

true spirits because the system allows shares with enhanced voting rights which may create 

problem for cumulative voting system. The management o f the company also do not consider in 

the interest o f the company to allow minority shareholders to appoint director on the board. 

Therefore, they do not promote this method. They consider it as involvement in their family 

business. In a recent survey, most o f  the companies are not aware o f  the potential benefits o f the 

cumulative voting. It is necessary to ensure that the companies follow this methodology and 

allow the minority shareholders to appoint director on the board. The Code o f Corporate 

Governance 2012 in Pakistan also laid emphasis on the companies to encourage minority 

representative on the board.'’^This was voluntary provision in the Code o f Corporate 

Governance 2002 but the new version o f the Code o f  Corporate Governance 2012 has made this 

provision as mandatory. So, it is duty o f the companies to ensure minority representation on the 

board and to facilitate minority shareholders to elect their representative on the board. This is 

another minority protection mechanism but it will be seen as to what extent this new Code has 

effect on the attitude o f the management o f the listed companies.
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The law also provides rights to the minority shareholders to recourse to regulator or the 

courts in case o f any dispute or violation o f rules or breach o f directors’ duty. The question is the 

cost o f such proceeding which the minority shareholders have to bear in case o f any litigation. 

The problem o f such litigation is that the minority shareholders will not have evidence on the 

issues because they do not have access to information and records o f the company. Therefore, 

this is problematic for minority shareholders. The other issue is the awareness o f the minority 

about their rights. If they know about their rights and positive outcome o f the litigation, then they 

may get benefits o f such litigation. The problem of corruption, delay and expense in the litigation 

hinder in bringing any action. Therefore, the management does not have any fear o f litigation.

There are some instances o f minority shareholders rights where the courts have been 

moved by minority shareholders. Courts did provide remedy but in some instances they failed to 

get remedy fi-om the courts. In Pakland Cement ltd, the court held that it is not purpose o f the 

court to indulge in the commercial merits or viability o f the decisions reached by the majority

= 1 1 Q

and denied remedy to the minority shareholders. Remedy was provided in Pfizer Laboratories 

case where merger was declared unjust and oppressive.’*̂  In Kohinoor Raiwind Mills Ltd v 

Kohinoor Gujar Khan Mills ltd, court did not accept merger case on the objection o f the minority 

and so remedy was provided to minority shareholders in this case.^^^In Dewan Salman case, 

remedy was not provided to the minority shareholders. In this case, one member did not vote for 

mergei* in the meeting and objected to the merger. The court did not accept this objection and 

held that the basis o f  objection is not valid and price determined was according to market.
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value/^' In Brooke Bond Case, the court sanctioned the merger on the basis o f the resolution of 

the general meeting as well as on the basis that the petitioner failed to bring on the record o f the 

court that there were some irregularities in the merger.‘̂ ^Similarly, in Atlas Autos case’̂  ̂ and 

Lipton case,*̂ "̂  the court sanctioned merger and did not accept the objections o f the petitioner.

4.4 AGENCY COST AND ITS REDUCTION

The agency cost is a technical term which is not used in an economic term which means 

that the cost incurred by the shareholders to supervise the activities o f the directors. Here the 

shareholders are principals as they are the owners o f  the company because they invested in the 

company whereas the directors are agents because they work on behalf o f shareholders. In 

modem form o f  company this is very important to control the agency cost. The controlling of 

agency problem is an important factor in the survival o f companies. This if  uncontrolled will 

destroy whole organization structure o f the company. There are different methods of 

controlling agency cost. Statutory, Comm9n law and human ingenuity in devising coniracis 

determine the magnitude o f agency cost. There always have been incentives to reduce agency 

cost.'^^ The legislature tries to solve this problem through statutory and non statutory regulations. 

As discussed above, the enforcement o f statutory legislations is very important to ensure 

reduction o f agency cost. If agency cost is reduced, then this will ensure minority shareholders 

rights.
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In Pakistan agency cost is very high. The reason is weak enforcement mechanism, 

regulator and the judiciary. The families and State is strong enough to resist any reform agenda 

of SECP, which could ensure the rights o f the shareholders. Therefore, there are very less 

chances o f protection o f  rninority shareholders, unless the Regulator is given full authority which 

is beyond political and families influence. There is also need o f judicial reforms in Pakistan. 

This can ensure protection o f rights o f  the shareholders.'^^

4.5 CONCLUSION

The agency cost in Pakistan is very high. Bad governance allows majority to expropriate 

the funds o f the company at the cost o f  the minority shareholders. The reason is weak 

enforcement mechanism. The families and State is strong enough to resist any reform agenda of 

SECP, the objective o f which is to ensure rights to the shareholders. If regulator is given full 

authority which is beyond political and families influence, there will be less chances of 

expropriation o f funds and this will ensure protection to minority shareholders. There is also 

need o f judicial refonns in Pakistan. This can ensure protection o f  rights o f the shareholders.
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CHAPTER FIVE 

CONCLUSION AND RECOMMENDATIONS

The agency cost in Pakistan is very high due to many reasons. These include but not 

limited to private rent seeking and expropriation o f funds o f  the company by the majority 

shareholders. There are many channels o f expropriation o f funds o f the company by controlling 

shareholders and the managers. The controlling shareholders and mangers can expropriate funds 

of the company by different techniques. These include but not limited to insider trading, pay and 

privileges o f  the directors and managers, appointment o f irrelevant family based or politically 

motivated executives on heavy remunerations, self dealings, related party transactions etc. The 

minority shareholders are the main affectees o f these private benefits by the controlling 

shareholders and the management. The management is normally appointed by the controlling 

shareholders. They work for the benefits o f the controlling shareholders. The management is 

elected and appointed by the controlling shareholders amongst the family members in the family 

controlled companies and politically motivated persons in the State owned companies. The 

directors and managers are engaged in self dealings and therefore expropriate the funds of the 

companies at the cost o f the minority shareholders. This enhances the agency cost o f the

investment. The bad governance in corporate sector cannot protect the interest o f the minority

 ̂ i
shareholders. The protection o f investors especially minority shareholders are necessary for 

investment both fi'om local as well as form foreign investors. This can boost the economy o f the 

country. ,

There has been international trend o f protecting minority interests. The developed 

jurisdictions such as the UK and the USA have focused on more monitoring and disclosure.
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s.

These jurisdictions have also introduced codes o f corporate governances based on best practices. 

The developed jurisdiction took lead in this process and the developing countries piggyback on 

these developments."* Pakistan was not an exception to this universal trend and therefore, there 

were also number o f developments in the corporate sector. The first major development was the

%
establishment o f the SECP under the SEC? Act 1997 replacing erstwhile corporate law authority. 

The SECP was operative from P' January 2000. The objective was to give more powers to the 

regulator to ensure good governance in the corporate sector. The SECP took number o f steps for 

improvement in corporate governance and in particular to protect minority shareholders.

The SECP with the help o f the Chartered Accountants o f  Pakistan and the Institute o f  

Corporate Governance in Pakistan has been working on developing good corporate governance 

regime, where the investor are protected and the dominant groups can be restricted to take 

benefits due to their positions in the forms o f private rent seeking. There are a good number of 

proposals that have been initiated and implemented by the Apex Regulator through Amendments 

in the laws, rules and regulations as well as by introducing reforms through the structure o f Apex 

Regulator, Stock Exchanges. One o f  the major steps taken by the Apex Regulator was the 

issuance o f  Code o f Corporate Governance in March 2002. The Code was made part o f  listing 

regulations o f three stock exchanges o f Pakistan. Some other powers were transferred to SECP 

from courts. Many amendments were made in the laws. SECP issued a number o f  rules and 

regulations.

SECP started revision o f  the Code o f Corporate Governance 2002 after lapse o f almost 

ten year to incorporate further developments and short comings in the previous version o f the 

Code. It therefore issued draft Code o f Corporate Governance for public opinions. The final

CHAPTER FIVE: CONCLUSION AND RECOMMENDATIONS

55



revised version o f the Code o f Corporate Governance 2012 was iss“ued in April 2012 with 

important amendments keeping in view new developments, changing governance concerns, 

practices and economic circumstances and international best practices and requirements since the 

issuance o f first Code. Major steps were taken under the new Code o f Corporate Governance 

2012 for protection o f  minority shareholders. The Code o f Corporate Governance provides that 

every listed company must have at least one independent director, and maximum executive 

directors should not be more than to 1/3*̂  o f  total number o f  directors. It also provides separation 

o f office o f chairman from chief executive officer o f the listed companies. It empowers Board of 

Directors to appoint, remove, and fix remuneration and conditions o f employment o f the chief 

financial officer, company secretary and the head o f internal Audit. Earlier this power was with 

chief executive officer. Objective is to provide transparency in the affairs o f the companies.

The problem was, however, the implementations and enforcement o f  these laws, rules, 

regulations and Code. The judicial enforcement is another problem in this regard. A good 

enforcement both at the administrator and the judicial level can ensure good governance. This 

good governance can reduce agency cost and provide relief to minority shareholders. This will 

help to develop market and boost economy.

This phenomenon is not limited to Pakistan or other developing countries. A lot o f work 

has been done on other jurisdictions including the UK, USA. They have identified different 

issues o f  the private rent seeking, safeguard o f minority shareholders and abuse o f powers by the 

controlling shareholders. They have also discussed different means to resolve the same. Pakistan 

can take benefits o f  these jurisdictions to improve good governance.
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In Pakistan agency cost is very high. The reason is week enforcement mechanism, 

regulator and judiciary. The families and State is strong enough to resist any reform agenda of 

SECP the objective o f  which is to ensure rights to the shareholders. Therefore unless Regulator is 

given full authority which is beyond political and families influence there are very less chances 

of protection o f minority shareholders. There is also need o f judicial reforms where rights are 

ensured to the shareholders. The problem o f corruption, delay and expenses in litigation hinder in 

bringing any action by the minority shareholders. Therefore, the management does not have any 

fear o f litigation and therefore problems o f mismanagement persist which cost to the minority 

shareholders. Good governance can ensure reduction o f agency cost o f the minority shareholders 

which can ensure market development and economic growth.
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