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Summary 

To what extent do different countries exhibit different corporate governance mechanisms? Is 

there any best corporate governance system? If yes, why it does not seem to be that effective 

in other countries? How do differences in internal and external corporate governance control 

mechanisms determine the effectiveness of corporate governance? These issues have been 

the focal point for varying legal and financial research for the past few decades. The results 

of such research have provided a strong foundation for policymakers globally. 

This thesis aimed to conduct a legal comparative study investigating the interdependent role 

of control mechanisms in corporate governance and financial reporting quality in the USA, 

UK, South Africa and Pakistan. To attain the main objective of this study – suggesting an 

efficient and effective corporate governance system in Pakistan – the internal and external 

control mechanisms of corporate governance were analysed and evaluated. The roles of the 

board of directors and of corporate ownership and control were considered internal control 

mechanisms, whereas enforcement was considered an external control mechanism.  

For this purpose, four main factors were analysed: the enforcement mechanism (public versus 

private); the role of the board of directors (conformance versus performance) and its impact 

on the promotion of effective corporate governance; the impact of ownership structure 

(dispersed versus concentrated) on corporate governance; and the effect of financial 

reporting quality on corporate governance mechanisms (BODs, ownership structure, audit 

processes and financial reporting regulations). This thesis ultimately provides suggestions for 

regulatory and legislative reforms to meet the specific corporate governance challenges in 

Pakistan. 
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Glossary 

Tunnelling: Tunnelling is an illegal business practice in which a majority shareholder or high-

level company insider directs company assets or future business to themselves for personal 

gain. Actions such as excessive executive compensation, dilutive share measures, asset sales 

and personal loan guarantees can all be considered tunnelling. The common thread is the loss 

to the minority shareholders, whose ownership is lessened or otherwise devalued through 

inappropriate actions that harm the overall value of the business and therefore the value of 

the shares owned by the minority shareholders. 

Perquisites: Any casual emolument or benefit attached to an office or position in addition to 

salary or wages. These are usually non-cash benefits given by an employer to employees in 

addition to cash salary or wages. However, they may include cases where the employer 

reimburses expenses or pays for obligations incurred by the employee. Perquisites are also 

referred to as fringe benefits.  

Depreciation: An accounting method of allocating the cost of a tangible or physical asset over 

its useful life or life expectancy. Depreciation represents how much of an asset's value has 

been used up. 

Fair value: In accounting, the fair value represents the estimated worth of various assets and 

liabilities that must be listed on a company's books. 

Qualified audit report: A qualified audit report is issued when an auditor encounters one of 

the two types of situations that do not comply with generally accepted accounting principles; 

however, the rest of the financial statements are fairly presented. 

Related party transaction: A related party is a person or entity that is related to the reporting 

entity. A person or a close member of that person's family is associated with a reporting entity 

if that person has control, joint control or significant influence over the entity or is a member 

of its key management personnel. 
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Interlocking directorate: An interlocking directorate is a business practice wherein a member 

of one company's board of directors also serves on another company's board or within 

another company's management.  

Cross holding: Cross holding is a situation in which a publicly traded corporation owns stock 

in another publicly traded company. ... Cross holding can lead to double-counting, whereby 

the equity of each company is counted twice when determining the value. 
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CHAPTER 1: INTRODUCTION TO THESIS 

1.1 Introduction 

In this socio-legal comparative study, the research aims to explore and understand the 

interdependent roles of Corporate Governance (CG) and Financial Reporting (FR) in the 

context of listed companies in Pakistan. To suggest the effective adoption of CG mechanisms 

and International Financial Reporting Standards, a comparative approach was employed. The 

structures and mechanisms of CG and FR in Pakistan were compared with counterparts in the 

United Kingdom (UK), United States of America (USA) and South Africa (SA). This 

introductory chapter presents the research background and explains the reasons for exploring 

this specific topic in a Pakistani context. Furthermore, it identifies and explains the research 

problem, aims, and objectives of this study, followed by the research questions. The rationale 

for selecting the comparative approach methodology for this study is also evaluated, with 

justifications to such questions as what to compare, how to compare, and why such a 

comparison should take place.  

1.2 Research Background 

No business can function without investment and companies; essentially, corporations 

require external investment through the sale of shares to expand their commercial activity and 

grow. Conversely, investors or shareholders prefer to invest in a company with a relatively 

stable financial position or the probability of future continuity to secure and obtain a profit on 

their investment.1 Therefore, companies must gain the confidence of potential or current 

shareholders to secure their investment in the company. To attain this goal, they communicate 

 
1 Robert E Hoskisson and others, Is My Firm-specific Investment Protected? Overcoming the Stakeholder 
Investment Dilemma in the Resource-based View (2018) 43(2) Academy of Management Review 284. 
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their financial information to the external world through financial records such as balance 

sheets, quarterly releases and financial statements. After analysing the financial information 

published in annual reports, shareholders, banks, suppliers, creditors, and stakeholders can 

obtain assurance of a company’s profitability or future continuity. The ‘true and fair view’ of 

a given company’s financial performance, as examined and assured by professional external 

auditors,2 encourages investors and stakeholders to invest in the company.  

However, a series of financial accounting scandals were witnessed in big companies 

such as Enron, World Com, Parmalat and Barings Bank3 during the 1990s, leading to their 

collapse. After witnessing these corporate collapses, investors from the USA and other 

countries lost their confidence in the market. Consequently, the market suffered a sharp 

decrease in value and a loss of interest in investing in businesses among investors. The 

effectiveness of accounting procedures and auditing processes, including the internal and 

external accountability and transparency of companies, was also brought into question. To 

curtail these scandals and increase the confidence of investors in the market, the US Congress 

passed a significant legislative reform known as the Sarbanes-Oxley Act of 2002 (SOX). This 

was followed by the UK’s Cadbury Report, which has had a fundamental influence on CG 

development globally.4 

International corporate failures and the regulatory or legislative responses thus 

incentivised researchers, regulators and stakeholders to focus on the CG system and its 

effectiveness.5 Various legal, accountancy, and financial studies emerged, focusing on conflicts 

 
2 Christine A. Mallin, Corporate Governance (6th edn, Oxford University Press 2019) 1. 
3 Daniel P. Sorensen and Scott E. Miller, Financial Accounting Scandals and the Reform of Corporate 
Governance in the United States and in Italy’ (2017)17 Corporate Governance: The International Journal of 
Business in Society 77. 
4 Badawi M. Ibrahim, ‘Global Corporate Accounting Frauds and Action for Reforms’ (2005) 26 Review of 
Business 8. 
5Elisa Giuliani , Regulating Global Capitalism amid Rampant Corporate Wrongdoing: Reply to “Three Frames for 
Innovation Policy” (2018) 47(9) Research Policy 1577. 
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of interest among different stakeholders, misalignment of goals, opportunistic managerial 

behaviour, weak internal controls, and the passive or uninformed role played by boards of 

directors.6 

The effectiveness of any CG system relies on three aspects: the presence and effective 

functioning of legal and judicial institutions for enforcement, complementing the ownership 

and control system of a country; an active, well-informed and independent board of directors; 

and a reliable, transparent financial reporting system to eliminate information asymmetry 

between management representatives and shareholders or investors. An effective CG system 

can provide more protection to shareholders, improve corporate performance, increase 

profitability and, most importantly, attract foreign investment, which can eventually improve 

the economic condition of any country.  

1.2.1 Definition of Corporate Governance 

Despite CG being the most common phrase in the business world, it is difficult to find 

a single unified definition. The dynamic, rapidly evolving nature of CG, along with its 

substantial differences across the contexts of varying countries, can be attributed to the absence 

of a cohesive definition. Two distinct approaches to this subject exist, comprising a narrow 

approach and a broader approach. 

The narrow approach explains CG solely from the viewpoint of the relationship 

between a company and its shareholders. Sir Adrian Cadbury adopted this approach when 

defining CG, saying that corporate governance is ‘the system by which companies are directed 

and controlled’.7 The same definition was adopted by the Organisation for Economic Co-

 
6 Owen JR and others, Catastrophic Tailings Dam Failures and Disaster Risk Disclosure (2020) 42 International 
Journal of Disaster Risk Reduction 101361. 
7 Adrian Cadbury, The Financial Aspect of Corporate Governance (The Final Report, Gee & Co. 1992) 15. 
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operation and Development (OECD) in 1999, which added that the corporate governance 

structure specifies the existing rights and responsibilities of the various shareholders, managers 

and directors. Moreover, it delineates the rules and procedures to guide corporate decision-

makers.8 

Justice Owen Neville adopted this same approach, defining CG as ‘the framework of 

rules, relationship, system, and processes within and by which authority is exercised and 

controlled corporations’. The narrow approach improved the traditional theoretical approach 

of agency theory, which recognises that managers run a company as agents on behalf of the 

shareholders as principles.9 Shelfer and Vishney support the narrow approach, considering it a 

process to assure investors.10 

The narrow approach to defining and explaining CG highlights corporate accountability 

to shareholders. Even some narrowly focused definitions emphasise minority shareholders and 

suggest that a country’s legal system should be sufficiently competent to specifically protect 

minority shareholder rights.11 They believe that shareholders with majority shareholding can 

expropriate minority shareholders as managers.  

The broader approach recognises CG as a complex network of relationships that 

encompass various stakeholders, including shareholders (i.e., employees, customers, suppliers, 

creditors, government, environment, and the society in which a corporation operates, to name 

just a few).12 Monks and Minow describe CG as a ‘relationship among various participants in 

 
8 OECD, Principles of Corporate Governance (OECD Report, OECD 1999). 
9 See Chapter 2.  
10 Andrei Shleifer and Robert W. Vishny, A Survey of Corporate Governance (1997) 52 Journal of Finance 737. 
11 La Porta R and others, Law and Financ (1998)106 Journal of Political Economy 1113. 
12 Jill Solomon, Corporate Governance and Accountability (5th edn, Wiley 2021) 5, 6. 
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determining the direction and performance of corporations.’13 This broad view is both more 

inclusive and embedded in stakeholder theory.  

Although it represents a relatively modern approach but sought to be existing and 

highlighted in the early years of CG by recognising the fact that controlling and giving 

directions to a company or satisfying the regulatory and accountability expectations CG work 

‘beyond the corporate boundaries’.14  However, the recent Walker review defined CG by taking 

the traditional shareholder-centred approach and elaborating the role of CG in protecting and 

enhancing shareholder interest either through the strategic direction of a company or through 

the appointment of management capable of meeting this target.15 

In a recent revision of the OECD principles from 2015, the interest and role of 

employees and other stakeholders were recognised for the long-term performance of a 

company. A similar broad view is accepted by the World Bank, which explained it as a system 

that provides equilibrium and alignment between the economic and social goals of an 

organisation by providing a framework for efficient resource utilisation, with the requirement 

of comprehensive accountability of its stewards.16 

The present study recognises corporate governance as a framework of rules and 

procedures that creates a balance of interest between different parties, specifically managers 

and shareholders, to resolve agency problems.17 CG provides rules and procedures for checks 

and balances designed to direct and control companies to ensure the protection of the rights of 

 
13 Robert Monks and Nell Minow, Corporate Governance (3rd edn, Blackwell Publishers 2004) 1. 
14 Tricker RI, Corporate Governance: Practices, Procedures and Powers in British Companies and their Boards 
(Gower Press 1984). 
15 Walker Review, A Review of Corporate Governance in UK Banks, and Other Financial Industry Entities (A 
Walker Review Secretariat, London 2009) 19. 
16 MagdiIskander and NaderahChamlou, Corporate Governance: A Framework for Implementation [Report: 
World Bank 2000]. 
17 Based on agency theory, which concerns the relationship between shareholders (principals) and managers 
(agents). Detailed discussion is available in Chapter 2 under ‘The Agency Theory’. 



Chapter 1: Introduction to Thesis 

23 

various stakeholders. Additionally, it highlights the need for appropriate corporate governance 

within an organisation to resolve organisational issues related to financial accountability and 

trust development among investors.  

This study also appreciates that companies owe broader accountability towards all 

stakeholders. While shareholder interests are undoubtedly paramount, for the protection of 

long-term company interests, it is pertinent to also consider the interests of other stakeholders. 

Why would companies preferentially consider the protection of stakeholder rights versus those 

of other investors? The answer is uncomplicated: the resulting positive financial returns that 

maximise company wealth are, undoubtedly, sufficiently convincing. Hence, this study refers 

to direction and control or monitoring, providing an appropriate basis for this research. 

Why is Corporate Governance Required? 

  The high incidence of auditing errors, financial assessments, and financial collapses 

begets the need for corporate governance. The continuous development and research 

concerning contemporary governance issues related to the capital market can help corporation 

managers acquire an awareness of challenges and their potential solutions, which can in turn 

help improve corporate performance.18 However, this argument received criticism by some 

scholars before 1992, or until the Global Financial Crisis (GFC) of 2008, on the grounds of the 

validity of performance, as mentioned in previous academic literature.19 The 2008 GFC thus 

provided evidence for the failure of previous CG practices in different global jurisdictions. In 

 
18 Bob Tricker, Corporate Governance: Principle, Policies and Practices (2nd edn, Oxford University Press 2012) 
64. 
19  John Taskinsoy, Higher Capital and Liquidity Regulations of Basel Standards Have Made Banks and Banking 
Systems More Prone to Financial and Economic Crises (2019). 
<https://ssrn.com/abstract=3401378> accessed on 23 March 2021.  
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turn, this motivated various states to determine the future role and nature of corporations in 

addition to making reforms in the CG regime through regulation and legislation. 

The desired performance improvement is linked to an increase in wealth among 

shareholders, yet this view typically only includes the rights and duties of directors and 

shareholders, apparently overlooking the interests of other parties, such as employees, 

stakeholders and investors. However, the enlightenment view describes other parties – 

employees, stakeholders and investors – who risk similar losses in the case of corporate failure. 

As a result, modern corporations are no longer regarded as private vehicles for the aggregation 

of profits for shareholder investments.20 The typical view of corporations sees an increase in 

the risk of deprivation of various stakeholders’ rights in favour of the protection of shareholder 

rights. 

Moreover, corporate governance is an important factor in reducing the risk of fraud and 

corporate collapse, as it provides a mechanism to monitor the management board and hold 

them accountable for any risk at the cost of shareholders.21 However, this assertion has been 

challenged by Justice Owen, who suggests that no corporation can be considered immune to 

the risk of failure, regardless of how efficient a corporate governance system it adopts. Risks 

are an integral part of any business, and no system can provide companies with complete 

protection against them.22 

By relying on good corporate governance practices, managers can enhance shareholder 

value and gain the confidence of institutional investors, who are willing to pay a premium value 

 
20 Susan Watson and Vasudev PM (ed), Innovation in Corporate Governance: Global Perspective (Edward Elgar 

2017) 2. 
21 Henry Bosch, The Changing Face of Corporate Governance (2002) 25 University of New South Wales Law 
Journal 271. 
22 Justice Neville John Owen, The Failure of HIH Insurance’ (HIH Royal Commission Report, Commonwealth of 
Australia Vol: 2 2003) 104. 
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for shares in well-governed companies.23 Consequently, efficient corporate governance 

practices are gaining worldwide recognition as part of the financial architecture that is designed 

to attract international investment, particularly in emerging economies.24 For instance, the 

OECD confirmed that companies with a record of good corporate governance can borrow or 

obtain equity on favourable terms and conditions and declared it as a key element in economic 

efficiency and growth.25 

1.2.2 Development of the Corporate Governance Code 

Pakistan 

Pakistan is distinct from the other three jurisdictions considered in this study due to its 

complex legal system, a combination of common and Islamic law, and the exceptionally 

concentrated ownership structure of business entities. The majority (50%) of the listed 

companies in the Karachi Stock Exchange (KSE) are owned by families holding more than 

75% of the shareholding. Another major ownership is in the hands of the government. Among 

the top 40 companies listed on the KSE, 14 are state-owned and showed better performance in 

terms of productivity and growth. State-owned corporations represent 52.8% of the aggregate 

capitalisation of the 40 main companies listed on the KSE. The strong control by families and 

the state of public companies highlights a genuine administration issue in Pakistan (a quick 

sentence as to why?). 

Another significant block of holders (stock or stake) is represented by the stock 

exchanges of multinational Pakistani corporations. These comprise five of the 40 listed KSE 

 
23 Mervyn E. King, King Report on Corporate Governance (King II) (Institute of Directors South Africa 2002) 12.  
24 Jean Jacques Du Plessis and others, Principles of Contemporary Corporate Governance (3rd edn, Cambridge 
2015) 20. 
25 OECD, OECD/G20 Principles of Corporate Governance [OECD Report, 2004] 11. 
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companies, constituting 17% of the capitalisation of the top listed companies.26 Of note, these 

companies are more concerned about effective corporate governance than about being listed 

and following the CG rules/laws of multiple countries. The companies implement corporate 

governance practices to reduce the cost of capital, improve top-level decision-making, enhance 

brand value and increase the success rate of financial performance. Such practices help 

companies reduce the risks of costly corporate crises and develop trust among investors. As a 

result, they act as the main source of foreign direct investment in Pakistan’s economy and can 

provide a major incentive for the state to improve the implementation of corporate governance 

rules in the country. It can also form a foundational base to attract more foreign investment. 

Examining the economic environment of Pakistan before the enforcement of the 2002 

Code of Corporate Governance (CCG) is pertinent, as businesses previously faced issues 

related to stability. In 2000, Pakistan was facing numerous challenges, such as stability in 

macroeconomic activities, restoration of confidence and trust among investors, growth rate 

augmentation, poverty reduction, and governance improvement issues. This context generated 

distrust of people in the governing agency and created ambiguity in the business industry. To 

improve public confidence, a comprehensive and multidimensional strategy was 

implemented.27 Statistics have shown that the performance of large-scale manufacturing was 

reduced to around one-half of what the country could achieve in the 1980s. The service sector 

also showed a significant reduction, falling from a 6.6% growth rate in the ’80s to a 4.1% 

growth rate in the ’90s. The major reason for the reduction in growth was the poor performance 

of the large-scale manufacturing and service sectors. This poor investment rate was also 

 
26 Cheema and others, Corporate Governance in Pakistan: Issues of Ownership, Control and the Law in Farooq 
Sobhan and Wendy Werner (eds) A Comparative Analysis of Corporate Governance in South Asia: Charting a 
Road Map for Bangladesh (Bangladesh Enterprise Institute, Dhaka 2003). 
27 Aziz Shaukat, (Minister for Finance and Economic Affairs, Islamabad, 15 June 2000) 
<www.paksearch.com/Government/STATISTICS/Survey00/Survey2000.html> accessed 26 September 2020. 
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responsible for poor growth in the ’90s when public sector investment declined from 9.1% to 

5.3% within the decade.28 

The adoption of corporate governance practices in Pakistan began in 1999 when 

legislators delegated the task of issuing a corporate governance code to the Securities and 

Exchange Commission of Pakistan (SECP),29 which enacted Pakistan’s Code of Corporate 

Governance (CCG) in 2002.30 The CCG’s drafting was initiated by the Institute of Chartered 

Accountants in Pakistan (ICAP) and finalised through the collaboration of several stakeholders, 

including academics, listed companies, and the Institute of Cost and Management Accountants 

of Pakistan (ICMA). The SECP implements the listing rules for the three stock exchanges of 

Pakistan: the Karachi Stock Exchange (KSE), the Lahore Stock Exchange (LSE), and the 

Islamabad Stock Exchange (ISE). As the clauses of the CCG are integrated into the listing 

rules, the SECP guarantees adoption of those requirements.31 

The 2002 CCG was first revised in 2012, ten years after its first issue. The second and 

latest revision to the CCG occurred in December 2017, five years after its second issue.32 These 

two revisions spanned a period of sixteen years, highlighting the casual attitude of regulators 

towards corporate governance standards. It can thus be said that governance standards are 

dynamic and need regular review to maintain their efficacy and relevance. Such diligence will 

 
28 Ibid. 
29 The SECP, established in 1997, is the primary regulator and responsible for the implementation of CCG in  
Pakistan. The SECP comprises an autonomous body operating under the control of the Ministry of Finance 
(MOF) and controls the corporate matters of companies, non-banking financial institutions and capital 
markets. 
30 Ibrahim Ali Adnan, Corporate Governance in Pakistan: Analysis of Current Challenges and Recommendations 

for Future Reforms (2006) 5 Washington University Global Studies Law Review. 

 <http://openscholarship.wustl.edu/law_globalstudies/vol5/iss2/4> accessed 26 September 2020.  
31 Haroon Hamid and Valeria Kozhich, Corporate Governance in an Emerging Market: A Perspective on Pakistan 
(2006) 1 Journal of Legal Technology and Risk Management 1, 3. 
32 ibid 
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help meet the changing needs and demands of businesses in the competitive market, both 

nationally and internationally. 

The United Kingdom 

The United Kingdom (UK) has been active in export activities to many countries for 

nearly two centuries. The high growth in international trade activities in the UK was recorded 

in the nineteenth century, after the pressing times of World War II. Following WWII, the UK 

economy remained under the influence of post-colonial institutions,33 which impacted its 

industrial growth. Moreover, the UK has a strong capital market and a structure of institutional 

investors that are active worldwide. It also has the largest and most influential investment 

institutions relative to the size of its economy, and companies are more dependent on the equity 

market than any of the large industrial economies.  

The decline of industrial fortunes in the UK occurred in the 1970s, some decades earlier 

than in the US. As a result of deregulation in 1980, the financial market and its institutes 

witnessed huge growth internationally, but the benefits to the UK economy were still limited. 

More general concerns appeared after the sequential failures of Mitsubishi Motors Corp 

(MMC), the Bank of Credit and Commerce International (BCCI), and Polly Peck.34  

These company collapses highlighted the standards of the audit and accountancy 

professions, the lack of accountability, disclosure, and transparency of boards towards 

shareholders, concerns over the adequacy of board structure and processes, the quality of 

directorial competencies, the apparent lack of corporate social responsibility, the destabilising 

impact of the increasing merger and acquisition activities, the short-term basis of corporate 

 
33 Thomas Clarke, International Corporate Governance: A Comparative Approach (2nd edn, Routledge 2017) 
198. 
34 John Taskinsoy , Higher Capital and Liquidity Regulations of Basel Standards Have Made Banks and Banking 
Systems More Prone to Financial and Economic Crises (2019). 
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performance, the spate of business fraud, and the evident weakness of corporate self-

regulation.35 

The development of corporate governance codes, formally known as the UK Combined 

Codes, represented the consolidation of different reports published by different committees. It 

was established to recommend solutions for various corporate governance issues, i.e., the 

Cadbury Committee36. It also looked at the financial aspect of corporate governance or the 

Greenbury committee37, set up to make recommendations for executive remunerations. The 

Hampel Report introduced flexibility in CG principles,38 the Turnbull Report provided 

guidelines related to internal controls,39 the Myners Report specified guidelines on the 

responsibility of institutional investors40 and the Higgs Report highlighted the role of non-

executive directors.41 These initiatives were followed by the Tyson,42 Smith,43 and Davis 

Reports,44 which contributed to the codes, rules, and review of the Companies Act 2006.45 

At the end of 2016, the UK stock market exhibited a holding of 53.9% by UK-domiciled 

companies owned by other countries.46 These companies are incorporated at the national level 

and governed under the UK Companies Act 2006. The UK has a well-developed market, as 

 
35  Watson S and Vasudev PM, Innovation in Corporate Governance: Global Perspective (Edward Elgar 2017) 2. 
 
36 Adrian Cadbury, The Financial Aspect of Corporate Governance (The Final Report, Gee & Co. 1992) 15. 
37 Richard Greenbury, Directors’ Remuneration (Gee and Co. Ltd 1995). 
38 Ronnie Hampel, Committee on Corporate Governance: Final Report (Gee and Co. Ltd 1998). 
39 Nigel Turnbull, Internal Control: Guidance for Directors on the Combined Code (ICAEW 1999). 
40 Myners Report, Myners Report on Institutional Investment (HM Treasury 2011). 
41Derek Higgs , Review of the Role and Effectiveness of Non-Executive Directors (Department of Trade and 
Industry, London 2003). 
42  Laura Tyson , The Tyson Report on the Recruitment and Development of Non-Executive Directors (London 
Business School 2003). 
43 Robert Smith, Audit Committee Combined Code Guide (FRC London 2003); Robert Smith, Guidance on Audit 
Committee (FRC London 2008). 
44 Lord Davis, Women on Board [BIS London 2011]; Lord Davis, Women on Board (BIS London 2012); Lord 
Davis, Women on Board: Five-year Summary (BIS London 2015). 
45 The Companies Act 2006 
46 Ownership of UK quoted shares, The value of ordinary shares held in UK incorporated companies listed on 
the London Stock Exchange by sector of the owner, with a country breakdown for shares owned outside the 
UK (UK Office for National Statistics RD: 29 November 2016). 
<https://www.ons.gov.uk/releases/ownershipofukquotedshares2016> accessed 26 September 2020. 
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well as dispersed and diverse shareholding that includes institutional investors, financial 

institutions, and individuals.47 However, the system is not without traditional agency problems, 

such as misuse of corporate assets by directors, lack of effective control, and lack of 

accountability for directors’ actions.48 These agency problems, including the weak 

performance of domestic companies and executive compensation that is detached from 

performance, have sparked a debate on corporate governance in the UK.49 

The United States of America 

The corporate governance systems of the USA and UK are long-established systems that have 

influenced most jurisdictions worldwide. This is perhaps due to their strong capital market and 

rapid institutional growth, which appear increasingly active internationally.50 However, this 

influential attribute of the USA has led to the gradual development of corporate governance, 

primarily in response to corporate failures. Consequently, legislative intervention has targeted 

the banking and security industries.51 

Corporate governance has been implemented through laws (hard law approach vs. the 

soft law approach in the UK),52 such as the Securities Act of 1933 and the Securities and 

Exchange Act of 1934. This implementation has led to the establishment of the Securities and 

Exchange Commission (SEC), which provided guidelines related to the prevention of market 

manipulation and insider dealing. Additionally, some self-regulatory organisations, such as the 

 
47 Christine A. Mallin, Corporate Governance (6th edn, Oxford University Press 2016) 2-8. 
48 Ibid. 
49 OECD, Financial Markets and Corporate Governance, Financial Market Trends (OECD Report, 62 OECD 1995). 

50 See page 118. 
51 See page 125. 
52 The term soft law is used to denote agreements, principles and declarations that are not legally binding. 
Hard law generally refers to legal obligations that are binding on the parties involved and which can be legally 
enforced before a court. 
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New York Stock Exchange (NYSE) and the National Association of Securities Dealers 

(NASDAQ), were also established to strengthen CG practices within US firms.53 

Like the UK, the American market is widely dispersed; however, two important 

developments that occurred in 1970 acted as a catalyst for the corporate structure in the United 

States. The first was the emergence and growth of institutional investors as new investors, 

changing shareholding distributions. A paradigm shift from individual shareholding to institute 

shareholding took place.54 When the market stopped being perceived as a controlling and 

monitoring instrument, attention turned to introducing radical changes in boards of directors. 

For example, boards of directors were provided sufficient authority to exercise their 

responsibility. As a result, committees for critical tasks were established in large corporations 

in the 1980s.  

Meanwhile, businesses around the world considered converging their systems with this 

US approach to corporate governance.55 However, a major shock in 2001 precipitated the 

collapse of massive companies such as Enron, World Com, Tyco, Waste Management, and one 

of the ‘Big 5’ accounting firms, Arthur Anderson. This crisis sparked the introduction of the 

Sarbanes-Oxley Act 2002, which portrays the US approach to corporate governance and is 

considered the most influential piece of corporate legislation to date. This act provides rulings 

concerning the implementation of corporate governance through hard laws instead of 

discretionary codes.56 

 
53 Loranzo Segato , A Comparative Analysis of Shareholder Protections in Italy and the United States: Parmalat 
as a Case Study (2006) 26(2) North-Western Journal of International Law & Business 373. 
54 See page 211. 
55 Bob Tricker, Corporate Governance: Principle, Policies and Practices (3rd edn, Oxford University Press 2015) 
109. 
56 Ibid. 
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These interventions resulted in the pragmatic development of case law at the state level 

in response to changing circumstances.57 This culture of corporate reforms in response to 

corporate failure can be considered an important, distinctive feature of corporate governance 

development in the USA. Legislation was introduced to tackle corporate weaknesses and 

collapse during the recession. Managerial capitalism can be attributed to the neglectful attitude 

towards corporate governance issues since all shareholders and corporations were focused 

solely on the accumulation of wealth. This situation conferred managers immense power in a 

self-regulated system, which eventually created challenges for the world economy.58 

South Africa  

Among emerging markets, South Africa (SA) stands out as a case worth investigating 

in terms of how corporate governance reforms unfold.59 This country hosts Africa’s largest, 

most sophisticated economy, with major private equity holding by foreign institutions, 

illustrating the confidence level of these investors in SA’s capital market and financial 

infrastructure.60 The historical link between SA and Britain is one of the similarities with 

Pakistan; both hold a colonial legacy, which ensures that corporate law and practices are 

primarily adopted from the United Kingdom.61 This comparison prompts an interesting 

discussion regarding how any country, while retaining its historical legacy, can create its own 

laws and adopt modifications tailored to its own legal, social, economic or political 

requirements. 

 
57 Ira M. Millstein, The Evolution of Corporate Governance in the United States - Briefly Told (Forum of US-EU 
Legal-Economic Affairs, Rome, Italy, September 2001) 15. 
58 ibid. 
59 Andrew West, ‘Theorising South Africa’s Corporate Governance (2006) 68 Journal of Business Ethics 433. 
60 Mervyn King, The Corporate Citizen: Corporate Governance for All Entities (Penguin 2006). 
61 Masud MAK, Nurunnabi M and Bae SM, The Effects of Corporate Governance on Environmental 
Sustainability Reporting: Empirical Evidence from South Asian Countries’ (2018) 3(1) Asian Journal of 
Sustainability and Social Responsibility 1. 
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Under the influence of the English Companies Law 1908, the South African governing 

body introduced the South African Company Law 1973, after a local review. The common law 

continues to play a strong role, but English case law remains dominant.62 Listing on the 

Johannesburg Stock Exchange (JSE) is the primary means of raising finance. The banks 

generally maintain arms-length relationships with their clients, and single-tiered boards (a 

single body of directors that makes strategic decisions for the firm) are standard. In 1992, the 

King Committee was established under the chairmanship of Mervyn King and given the task 

of providing a set of corporate governance guidelines for South Africa. This followed the 

release of the Cadbury Report in the UK in 1992 and a subsequent increase of interest in the 

subject worldwide. The first King Report covered many of the same issues as the Cadbury 

Report, with considerable attention given to the board of directors and the protection of 

shareholders. 

Attracting international capital was an emergent need for the country, as it was facing 

economic and social instability under a post-apartheid government. During the same time 

(1993), the South African Institute of Chartered Accountants began its harmonisation and 

improvement project with international accounting standards. These developments supported 

the Anglo-American orientation of corporate governance. In companies, which were mainly in 

the hands of a minority white population, ownership was highly concentrated along with 

interlocking directorates, cross holding, and pyramidal structures. 

However, owing to the increased sophistication of corporate governance worldwide, as 

well as continuing local needs, a second King committee was established in 2000. Its main 

purpose was to review the first report and evaluate its relevance, extend the inclusive approach 

by which the interests of all stakeholders are considered, examine risk and internal controls 

 
62 Sutherland P, Companies and Other Business Entities in C G Van der Merwe and JE Du Plessis (eds), 
Introduction to the Law of South Africa (Kluwer Law International 2004) 365. 
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assurance, and provide recommendations for enforcement.63 However, much of the report was 

rather similar to developments elsewhere, particularly in the UK, including the boards of 

directors, directors’ remuneration, internal control and risk management, and accounting and 

auditing.  

This second report’s distinctive feature was the attention placed on non-financial 

corporate governance concerns, notably engagement with stakeholders and an emphasis on 

sustainability. The report emphasised both the socio-economic reality of much of the 

population and the influence of traditional African culture and values (including ubuntu).64 The 

report also included a section entitled integrated sustainability reporting and recommended that 

companies report regularly on their social and environmental engagement over and above any 

legal requirements, thus adopting a more inclusive approach to the CG framework.65 

Like any developing country, SA had to practice sound corporate governance principles 

in its private sector to attract foreign investments, gain national and international legitimacy 

and overcome poverty and slow economic growth. Following such principles also helped in 

meeting socio-economic and environmental challenges and setting the country on a path of 

sustainable development.66 Corporate governance has been a reasonably well-developed 

concept in South Africa since the 1992 establishment of the King Committee on Corporate 

 
63 Philip Armstrong, Nick Segal and Ben Davis, Corporate Governance: South Africa, a Pioneer in Africa (The 
South African Institute of International Affairs [SAIIA] 1, 2005). 
 <http://www.saiia.org.za/research-reports/corporate-governance-south-africa-a-pioneer-in-africa/> accessed 
9 July 2018. 
64 Andrew West, The Ethics of Corporate Governance: A (South) African Perspective [2009] 5 International 
Journal of Law and Management 10. 
 <https://doi.org/10.1108/17542430910936637> accessed 26 September 2020 
 
 
65 Ibid. 
66 Philip Armstrong, Nick Segal and Ben Davis, ‘Corporate Governance: South Africa, a Pioneer in Africa (2005).  
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Governance, at the instigation of the Institute of Directors of Southern Africa, and the release 

of the first King Report in November 1994.67 

These corporate governance reforms in SA did not appear to have been stimulated by 

any significant financial crisis in the contemporary corporate sector; rather, they enhanced the 

competitiveness of the South African private sector following the country’s readmission to the 

global economy following its transition to a fully-fledged democracy after the collapse of 

apartheid.68 Post-apartheid SA pursued and integrated CG in the form of the King Report. 

Firms in SA are not only required to maximise shareholder wealth but are also required to 

identify and respond to the relevant needs of stakeholders. This demonstrates the hybrid nature 

of corporate governance in SA, which not only focuses on the shareholders but also holds firms 

accountable to their stakeholders.69 

1.3 Research Significance 

Various factors motivated this study. First, like other developing and emerging 

economies, Pakistan has adopted the principles of corporate governance from other developed 

countries. These jurisdictions are considered to have rules and regulations in this field that are 

more developed or innovative than those of Pakistan, as it adopted CG rules relatively late. As 

Pakistan is a former colony of the UK, most of its laws are inspired by or adapted from the 

British legal system. 

 
67 Ibid. 
68 Apartheid was a political and social system instituted while South Africa was under white minority rule that 

enacted laws enforcing racial separation. It was used in the 20th century, from 1948 to the early 1990s. The 

apartheid system in South Africa was banned in 1994, after which Nelson Mandela became the first black 

president. 

 
69 Esinath Ndiweni, Towards a Theoretical Framework of Corporate Governance: Perspective from South Africa 
in M Tsamenyi and S Uddin, (eds) Corporate Governance in Less Developed and Emerging Economies (2008) 8 
Research in Accounting in Emerging Economies 335. 
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The corporate governance manual was introduced by the Securities and Exchange 

Commission of Pakistan (SECP) in the year 2002 and is denoted as the Code. It includes the 

recommendations from the King Report of South Africa and the Principles of Corporate 

Governance published by the Organisation for Economic Co-operation and Development 

(OECD) in 1999. The guidelines provided in the UK’s Report of the Hampel Committee on 

Corporate Governance are also included in the Code, as well as the rulings mentioned in the 

Code of Best Practice of the Cadbury Committee on the Financial Aspects of Corporate 

Governance, by the United Kingdom. The Corporate Governance Code was introduced in 

Pakistan to transform the working of organisations in a law-abiding manner. It would also 

exercise control over the behaviour of employees and directors and encourage them to adopt 

ethical business practices for carrying out commercial business activities. Consequently, the 

Code of Corporate Governance 2002 was also adapted predominantly from the Code of Best 

Practices in the UK and the King Report in South Africa.70 

The code of corporate governance in Pakistan represents ‘soft law’ or a ‘principles-

based approach’, which is the fundamental aspect underlying UK law. This contradicts the 

USA, which follows ‘hard law’ or a ‘rules-based’ approach when understanding the main 

themes of CG. Comparison with South Africa may provide another dimension to a more 

inclusive approach (including all stakeholders) of CG, as its ‘apply and explain’ principle is 

voluntary but more compulsive in actual application. Therefore, it can be said that Pakistan 

shares some level of similarity with the UK, the USA and South Africa concerning corporate 

governance principles, including similarities related to common law based on legal structure. 

However, its ownership structure is fairly concentrated compared to the widely dispersed 

 
70 Cheema and others, Corporate Governance in Pakistan: Issues of Ownership, Control and the Law in Farooq 
Sobhan and Wendy Werner (eds), A Comparative Analysis of Corporate Governance in South Asia: Charting a 
Road Map for Bangladesh (Bangladesh Enterprise Institute, Dhaka 2003). 
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ownership of the USA and the UK. Family-owned companies constitute 50% of the listed 

companies registered in the Karachi Stock Exchange (KSE), representing 75% of company 

shareholding. This concentrated family ownership promotes a different type of agency conflict 

versus the dispersed ownership structure (principle-agent). Thus, major shareholders not only 

‘own’ a company and carry substantial influence regarding key decisions of the company but 

may also raise issues concerning minority shareholder protection or the alignment of interests 

among all shareholders.  

Nevertheless, replication or guidance regarding corporate governance rules and 

regulations borrowed from countries exhibiting a different type of ownership structure and 

market control can raise doubts regarding the effectiveness of this convergence or replication. 

Extensive research focusing on the different dimensions of corporate governance and 

attempting to compare it to that of the UK or the USA has been conducted. However, no 

conclusive comparative studies exist concerning the interdependent relationship of corporate 

governance and financial reporting from a Pakistani perspective to optimise this convergence 

and yield tailor-made solutions for it.  

1.4. Research Objectives 

This research aims to compare the corporate governance frameworks of the USA, the 

UK, South Africa and Pakistan to analyse the strengths and weaknesses of these countries’ CG 

regimes. This includes analysing different approaches, such as hard law, soft law, and a hybrid 

of these, to highlight the advantages and disadvantages of corporate governance practices. The 

goal of this comparison is to provide some recommendations for the corporate governance 

framework of Pakistan that can better respond to current social and economic challenges both 

nationally and internationally. This study also aims to evaluate the impact of transparent 

financial reporting on effective corporate governance, as corporate failures typically suggest 

the presence of a weak financial reporting mechanism. (Fig. 1.1) 



Chapter 1: Introduction to Thesis 

38 

Thus, the main aim of this thesis is:  

• To suggest an efficient and effective corporate governance framework for Pakistan by 

comparing it to counterparts in the USA, the UK and South Africa. 

To achieve the main purpose of this comparative study, four bases of comparison have been 

considered, as follows: 

• Analysis of the enforcement of corporate governance from public and private 

enforcement perspectives through evaluation of the variety of enforcement mechanisms 

in law- or rules-based jurisdictions. 

• Evaluation of the dynamics of the role played by the board of directors in the 

development of effective corporate governance through assessment of its impact on the 

promotion of effective corporate governance.  

• Examination of the impact of the corporate ownership structure on proposing solutions 

to agency conflicts in the form of corporate governance through analysis of dispersive 

and concentrated ownership structures. 

• Analysis of the impact of financial reporting quality on the corporate governance 

mechanism through examination of the interdependent relationship between corporate 

governance and financial reporting quality. 
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Figure 1.1 The objectives of this thesis. 

1.5 Research Questions 

• How have the public and private enforcement mechanisms of corporate governance 

contributed to the development of corporate governance mechanisms in the UK, the 

USA and South Africa, and how can these be effectively adopted into the current 

corporate governance system of Pakistan to restore investors’ confidence?  

• How can an effective board of directors promote the corporate governance mechanism 

in Pakistan by comparing it to counterparts in the UK, the USA and South Africa? 

• What is the impact of corporate ownership structure on the adoption of corporate 

governance rules or regulations? How do different ownership structures pose different 

challenges compared to the UK, the USA and South Africa? 

• What is the interdependent relationship between corporate governance and financial 

reporting quality and how does it influence the development of corporate governance 

mechanisms in Pakistan compared to the UK, the USA and South Africa? 

Enforcement Mechanism

•To investigate the regulatory framework and its implementation.

Role of Board of Directors

•To evaluate the effectiveness of monitoring and the supervisory 
role of the board.

Ownership and Control

•To analyse various forms of corporate ownership and control 
mechanisms.

Financial Reporting Mechanism

•To assess the impact of reliable financial reporting on effective 
corporate governance.
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1.6 Comparative Research Methodology 

The methodology is a branch of knowledge that deals with the common principles or 

maxims of new information. It alludes to the reasoning and the philosophical 

suppositions inherent to any natural, social or human science study, whether expressed 

or not.71 

More precisely, methodology refers to the description of methods through which a 

researcher conducts his/her research. Alternatively, it is the study of those methods deployed 

in research based on positivism or relativism, as previously discussed in this chapter. Hence, 

the combination of ‘ology’ and ‘method’ is a ‘methodology’, or, the study of methods. 

The concept of a method relates to the question of what a researcher does to conduct 

research, meaning what kind of technique or tool is used during research (e.g., survey, 

interview, observation, or content or discourse analysis). Methodology, however, relates to the 

idea of ‘how the researcher conducted the research, which indicates how the various research 

techniques have been identified and how the data has been collected and analysed. In short, it 

is how knowledge is gained. Hence, the method used for this study is qualitative,72 while the 

methodology employed for this thesis is exploratory, using an interpretative, descriptive 

approach. 

Research design provides a framework for the collection and analysis of data.73 For this 

research, a choice was made by evaluating different dimensions of the research process, such 

as experimental, cross-sectional, longitudinal, case study, or comparative dimensions. 

 
71 McGregor and others, Paradigm, Methodology and Method: Intellectual Integrity in Consumer Scholarship 
(2010) 34 International Journal of Consumer Studies 419. 
72 Polkinghorne  and Donald E, Language and Meaning: Data Collection in Qualitative Research (2005) 52 
Journal of Counselling Psychology 137. 

73Bryman Allen, Social Research Methods (5th edn, Oxford University Press 2016) 40. 
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Subsequently, the appropriate research design was selected and the remainders rejected for this 

study.  

Experimental research design, though often used in social science research and 

typically conducted by natural science researchers,74 is occasionally employed by the social 

researcher in the field of psychology and organisation studies.7576 In social science, some 

researchers use it as a yardstick to measure quantitative research.77 However, experimental 

research is rejected for this study, as the corporate governance mechanism involves multiple 

institutions, groups, and individuals, which cannot be given an experimental treatment in a 

controlled environment to observe the impact of regulatory reforms, even within a single 

country. 

A cross-sectional research design provides another framework for data collection and 

analysis. Bryman defined cross-sectional research design as ‘the collection of data on a sample 

of cases and at a single point in time to collect a body of quantitative and quantifiable data in 

connection with two or more variables which are then examined to detect patterns of 

association.’78 This research design is commonly known as survey design, which is often 

associated with questionnaires and structured interviews. However, these methods were 

declined for the current research, as the corporate governance mechanism involves multiple 

institutions, groups, and individuals, which cannot be subjected to a cross-sectional research 

design in a controlled environment to observe the impact of regulatory reforms, even within a 

single country. 

 
74 ibid 44. 
75 See Rosenthal R and Jacobson L, Pygmalion in Classroom’ (1968) 3 The Urban Rev 16. 
76 Bryman (2016) 52. 
77 Ibid. 
78 Lincoln YS and Guba EG, Naturalistic Inquiry (Sage Publications 1985) 316. 
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A longitudinal design is another distinct social science research design for collecting 

and analysing data. This research design, which involves either a planned or unplanned panel 

or cohort study, dictates two occasions of data collection on the same variables and on the same 

people to improve the understanding of causal influences over time.79 However, this research 

design is not viable for this study since various groups and institutions are involved, for which 

penal or cohort allocation is not viable in terms of time and cost even on a single occasion, 

much less two different occasions. 

Case study design entails the detailed and intensive analysis of a single case, which can 

constitute an institution, organisation, event, community, or family. This research design can 

be associated with qualitative as well as quantitative research methods.  

Comparative research design can be explained simply as the study of two or more 

contrasting cases or situations with the aim of better understanding a given social or legal 

phenomenon. The most obvious form of this research design is cross-cultural or cross-national 

research.80 According to Hantrais, this research design involves ‘when individuals or teams set 

out to examine particular issues or phenomenon in two or more countries.’ It includes 

expressing the intention of comparing their manifestations in different socio-cultural settings 

(institutions, customs, traditions, value systems, lifestyle, language, thought, patterns) using 

the same research instruments.81 Thus, this study aims to investigate the explanation provided 

by similarities and differences to develop a deeper understanding of effective corporate 

governance in different national contexts.  

The current study employs the model of cross-national research, which compares what 

is known in one country (A) with what is converged from country A into country B. Thus, this 

 
79 ibid 
80 Bryman [2016] 65. 
81 Linda Hantrais, Comparative Research Methods (1995) 13 Social Research Update. 
<http://sru.soc.surrey.ac.uk/SRU13.html> accessed 22 July 2019 
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study compared aspects of corporate governance in the USA, the UK and South Africa (known 

principles of corporate governance) with the corporate governance structure in Pakistan 

(converged from the other three countries).  

1.6.1 Comparative Research Design Deployed for This Study 

The present research is a comparative study based on a cross-national research model 

and qualitative research strategy. It takes the form of a multiple-case study involving 

examination of the corporate governance structure of more than one country. Multiple-case 

studies are being promoted by some scholars for their improvement on theory-building.82 

Moreover, the comparison may itself suggest concepts that are relevant to emerge theory.83 

Such a cross-national study provides novel and deeper insight into issues of central concern in 

the compared countries. In identifying previously unknown gaps, this approach makes research 

more concise and helps establish a comparison analysis method through which different 

cultural perspectives can be better understood. It furthermore enables the analysis of other 

cultures from a native viewpoint alongside an external perspective. 

However, not all scholars are convinced of the utility of cross-national multiple-case 

study research. First, this approach narrows the scope of research by focusing more on how 

cases can be contrasted rather than the context of the issue itself.84 Second, it necessitates 

greater compromises in methods than a single-country focus research study. Third, the 

selection of countries for comparison affects the quality or comparability of the data, meaning 

reliability depends heavily on the selection of the country. Last, the amount of available time 

and financial resources also influences the quality of comparison. 

 
82 Kathleen M Eisenhardt, Building Theories from Case Study Research [1989] 14 Academy of Management 
Review 532; Robert K Yin, Case Study Research Design and Method (4th edn, Sage Publications 2009). 
83 Bryman (2016) 67. 
84 Gibb W Dyer and Allan L Wilkins, Better Stories Not Better Constructs to Generate Better Theory: A 
Rejoinder to Eisenhardt (1991) 16 Academy of Management Review 613. 
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The ability to allow the distinguishing characteristics of two or more cases to provide a 

theoretical reflection on contrasting findings is key to the comparative design.85 The 

comparative design method is hybrid in nature, including such different constructs as 

quantitative research, which is an extension of cross-sectional design, and qualitative research, 

which is an extension of case study design.86 The present research employs comparative 

analysis, which includes qualitative research methodology, in its research design. Comparative 

analysis is best suited for the current research since it includes a legal comparison that involves 

another branch of knowledge; namely, comparative law. Methods in this field were not 

invented by comparative lawyers, however, but were instead borrowed from social science and 

applied to comparative law research.87  

1.6.2 Comparative Law Approach 

Comparative law is considered ‘traditional’, ‘conventional’ or ‘critical’88 and presents 

definitions that appear rather strange, circular, vague, and open-ended.89 It is defined as ‘an 

intellectual activity with the law as its object and comparison as its process’.90 Broadly, 

comparative law can be defined as a body of rules and principles. It primarily constitutes a 

method of looking at legal problems, legal institutions, and entire legal systems. Using that 

method, it becomes possible to make observations, and to gain insights, which would be denied 

to one who limits his study to the law of a single country.’91 

 
85 Gib W Dyer and Allan L Wilkins,  Better Stories Not Better Constructs, to Generate Better Theory: A 
Rejoinder to Eisenhardt (1991) 

 
86 ibid 
87 Esin Örücü, The Enigma of Comparative Law: Variation on a theme for the Twenty-First Century 
(MartinusNijhoff 2004) 53. 
88 Ibid.  
89Alan Watson , Legal Transplant: An Approach to Comparative Law (Scottish Academic Press 1974) 171, 
90 Konard Zweigert and Hein Kotz, An Introduction to Comparative Law (3rd edn, Oxford: Clarendon 1998) 2. 
91 Marco Ventoruzzo, The Role of Comparative Law in Shaping Corporate Statutory Reforms (2014) 52 
Duquesne Law Review 151. 



Chapter 1: Introduction to Thesis 

45 

However, for others, it ‘was not solely the isolated study of foreign legal systems by 

specialised scholars but was seen as a commitment to comparative methodology throughout 

legal scholarship aimed to produce actionable knowledge for domestic reform.’92 

Comparative law encompasses principles for digging into any legal issue at either an 

institutional or state level and involves comparing more than one country or institution with 

the goal of suggesting reformatory actions in the country hosting the research.93 

The comparative law approach was selected for this research largely because the first 

corporate governance code in Pakistan adopted basic rules and regulations from different 

countries in a comparative approach, which seemed most feasible in the Pakistani legal and 

business environment.94 This code is analysed in the forthcoming discussion in Chapter 7 of 

this thesis. Moreover, despite the lack of precisely delineated advantages and objectives of 

comparative law, its clear impact on law reforms and policy development cannot be 

overlooked. It serves as a tool for the universal theory of law, harmonisation and unification of 

international practices, and closing the gap in the law in judicial decisions.95 Due to its ever-

increasing popularity, it has been deemed ‘tomorrow’s science’.96 

What to Compare  

The question of what to compare in a comparative law approach is inextricably linked 

to the question of comparability. All things are comparable, whether unique or identical, which 

we typically decide by placing them side-by-side.97 Comparability generally requires that 

compared things must be comparable, which is reflected in two legal maxims – ‘like must be 

 
92 Jedidiah Kroncke, Law and Development as Anti-Comparative Law (2012) 45 Vanderbilt Journal of 
Transnational Law 477 
93 Ibid. 
94 Securities and Exchange Commission of Pakistan, Code of Corporate Governance 2002 (SECP 2002) 
95 Bryman (2016) 163. 
96 Goff of Chieveley Lord R, The Future of Common Law (1997) 46 International and Comparative Law 
Quarterly 745, 748. 
97 Ibid.  
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compared with un-like’ and ‘similia similibus’.98 A wider interpretation of comparability 

requires ‘a variable common to each instance and the variable [to] have the same meaning for 

each instance.’99 Moreover, to obtain a logical, rational comparison, the institutions under 

investigation must be naturally or functionally comparable100 or approximately similar. 

What to compare is addressed at two levels: macro-comparative and micro-

comparative. These levels complement each other, with micro-comparison presupposing its 

macro counterpart.101 The comparison of the legal systems of different nations is a macro-level 

comparison also referred to as the ‘grand system’ approach,102 while the micro-level is also 

known as the narrow approach or ‘the country and western tradition’, as it concentrates on 

‘some aspects of private law doctrine and official legal system of the western nation-states.’103 

The narrow meaning of macro-level comparison has been employed in the present 

research, which is based on normative inquiry, in which comparisons are established between 

the legal systems of countries from the same legal family. It is known as the common law, 

which is extensively practised in Pakistan. It is known as an extension of the common-law 

system and is based primarily on the country’s religious system. It is a broader approach that 

includes the legal system and law as rules in a historical, political and socio-economic 

context.104 However, these aspects have not been included in this research, as their inclusion 

would not provide a consistent, focused direction to this study.  

How to Compare 

 
98 Ibid.  
99John Henry Merryman JH, ‘Comparative Law and Scientific Explanation’ in JN Hazard and WJ Wagner, (eds) 
Law in USA in Social and Technical Revolution (Bruyland 1974) 92. 
100 Ibid.  
101 Ibid.  
102  William Twining, Comparative Law and Legal Theory: The Country and Western Approach in ID Edge (edn), 
Comparative Law in Global Perspective (Transnational Publisher 2000) 32. 
103 Ibid. 
104 John Henry Merryman, Comparative Studies: A Legal Dialogue (1999) 47 The American Journal of 
Comparative Law 3. 
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The initial steps taken for this research (Fig. 3.3) included the construction of a research 

question(s) and the selection of a legal system. Four variables for comparison were selected: 

the enforcement mechanism, the role of the board of directors, the ownership and control 

mechanism, and financial reporting quality. These sub-questions help answer the main 

question, which focuses on a better corporate governance mechanism in Pakistan.  

Traditional comparative law, as discussed in many books and articles, includes the 

comparison of the laws of various states, typically with the primary concern of comparing 

current laws. However, a comparison of current laws with past laws, known as a ‘diachronic 

comparison’, can also be drawn.105 The selection of countries for comparison depends on the 

depth of a focused comparison and the generalisability of a wide-ranging study.106 Sometimes, 

the comparison of two countries alone may present an inaccurate or overemphasised 

comparison, whereas the comparison of three or more can provide a more accurate 

assessment.107 The present study compares the corporate governance rules and regulations 

between four countries: Pakistan, the USA, the UK and SA.108 These countries were selected 

based on an understanding of the language, availability of primary and secondary resources for 

data collection, availability of academic research within the countries and, above all, the 

adoption of the corporate governance code in Pakistan, which is based on the other three 

countries. 

 

 
105 McEnvoy S, Descriptive and Purposive Categories of Comparative Law in Pier Giuseppe Monateri (ed), 
Methods of Comparative Law (Edward Elgar 2012) 144, 150. 
106 Jakko Husa , A New Introduction to Comparative Law (Hart 2014) 108; Francis Pakes, Comparative Criminal 
Justice (3rd edn, Routledge 2015) 20. 
107Mathias Siems , Comparative Law (2nd edn, Cambridge 2018) 17. 
108 Discussed earlier in this chapter. 
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Figure 1.2 Initial considerations for comparative research.109 

Second, the prime consideration for comparative law research is the description of laws 

to be compared for selected countries. Siems highlights three different perspectives that can be 

adapted to analyse a foreign law or foreign legal system, which include the perspective of the 

researcher’s own legal system, the viewpoint of other legal systems, or a neutral stance.110 A 

description of law from the researcher’s perspective is based on their own domestic knowledge. 

Such description is not deemed proper, as the researcher’s preconceptions may entail potential 

bias and cannot be included in research.111 However, it is worth noting that lawyers and legal 

experts are trained within a legal system; thus, the possibility of understanding foreign legal 

systems based on an understanding of their domestic legal system cannot be overlooked. 

Opinions are split regarding other approaches to describing foreign law; one suggests 

that the comparatist should present legal material in the same way as a lawyer of the foreign 

 
109 Developed by the researcher. 
110 ibid 108. 
 
111 Ibid. 
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legal system in question.112 Another opinion posits that the functional method provides the 

comparatist with a natural way of analysing legal systems regarding socio-economic 

problems.113 This study aligns with the second stance in analysing the corporate governance 

and corporate laws of the countries in question. Comparisons are made from a neutral point of 

view and analysis presented in a simultaneous way, addressing the first topic/variable for all 

countries under comparison, then the second topic, et cetera.114 

The third aspect of comparative law is the identification of similarities and differences, 

followed by a description of the law. However, explaining the reasons underlying differences 

and similarities is more valuable than simply assembling the laws of several foreign countries. 

Hantrais described such work as ‘confined to the presentation of meticulously detailed parallel 

description of national legal codes and systems.’115 Additionally, critics often consider 

comparatists as ‘assemblers’ due to the lack of proper comparison.116 

Hence, the question of ‘why’ becomes the guiding principle for comparative law 

research. To address this challenge, the researcher adopted different tables of several categories 

and concepts as a tool for comparison, which served as a good starting point for the analysis of 

differences and prioritised the focus on the ‘why’ aspect of comparison.117 

The fourth and final initial consideration for comparative law research is how to 

recommend or suggest reforms for the researcher’s home country to improve the fairness and 

 
112 Ibid. 
113 Bryman (2016) 163. 
114 In the initial stages of research, the researcher adopted the successive method for data analysis: the first 
section dealt with one country, the second with another, and so on. However, in the later stage, the 
researcher changed their stance, finding the new approach more logical and reasonable for avoiding personal 
bias regarding the domestic legal system.  
115 Linda Hantrais , International Comparative Research: Theory Method and Practice (Palgrave Macmillan and 
St Martin’s Press 2009) 35. 
116Pierre Legrand , Fragments on Law as Culture (W. E. J. Willink 1999) 3. 
117 Ibid. 
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efficiency of the legal systems compared.118 Since it is recommended to do so with some 

precautionary measures, this includes conducting a comparative law study with an open mind 

and not pre-emptively confirming the pre-existing view.119 Furthermore, it is equally important 

to view one’s own legal system ‘as if through the eyes of an outsider’.120 Finally, to avoid the 

risk of imposing one’s own values in consideration of what is best for others, the researcher 

should avoid suggesting that any foreign country follow a comparatist legal system.121 

Why Compare? 

Answering this question in the context of legal studies requires both a wider perspective 

and a practical perspective. The wider perspective on this issue is that comparative law research 

improves and consolidates the knowledge of the law, especially in context.122 This approach 

enables analysis of a legal phenomenon by juxtaposing the unknown with the known. It is often 

the differences, not the similarities, that help develop theories.123 

The use of comparison in law can be justified by a practical perspective as well, as 

found in the work of many comparative lawyers. One purpose justifiable in comparative law 

research includes representation by legislative law reforms. This involves using foreign law as 

a model to modernise or improve domestic law.124 The researcher asserts the same practical 

purpose as described for this study, looking into similar legal systems addressing the same 

problem (efficiency of corporate governance) in different ways (better or more efficient), 

solutions from which the researcher can learn and derive a suitable domestic answer.  

 
118 Ibid.  
119 Ibid.  
120 Vranken M, Western Legal Traditions: A Comparison of Civil and Common Law (Federation Press 2015) 6. 
121 Ibid. 
122 Bryman (2016) 35. 
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124 Ibid 121 
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Another practical standpoint of comparative law is the filling of gaps in domestic law 

by taking aid from foreign solutions. Although not always desirable, as domestic law can better 

respond to domestic issues, there must be some foreign element, such as the involvement of 

international law in a case. Otherwise, by using a foreign solution, judges are not a legitimate 

tool for creating law.125 

1.7 Reliability of This Study 

The criteria for the trustworthiness of qualitative research are ambiguous and rather 

confusing, as discussed above. Along with the conventional criteria of reliability, validity and 

objectivity, some scholars have adopted parallel criteria of credibility, transferability, 

dependability, confirmability and authenticity.126 This study asserts that the basic idea behind 

all such criteria is to establish the scope, significance and trustworthiness of research. 

Furthermore, the present researcher believes that trust in research can be established 

through an effective study design, followed by findings and recommendations that follow a 

consistent process. Findings should be suitable for generalisation and contribute to the existing 

knowledge. Supervisor recommendations, along with critical peer reviews, constitute a further 

step in confirming the rigour of research recommendations. The present researcher confirms 

that this process has been followed throughout this study.  

The research problem identified for this study has a significant scope. Though data has 

not been collected primarily by the researcher, credible sources have been adopted for data 

collection, removing the risk of bias. The data have been collected from primary and secondary 

sources such as government policies, court decisions and corporate governance rules and 

legislation in Pakistan, the USA, the UK and SA. Other sources include reports published by 

 
125 LeCompte MD and Goetz JP, Problems of Reliability and Validity in Ethnographic Research’ [1982] 52 
Review of Educational Research 31. 
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the government of Pakistan and international organisations (e.g., the UN, IFC, UNEP FI and 

OECD), SECP policies, reports, and decisions, official documents, and companies’ annual 

reports.  

The application of legal research validates contemporary research. The outcome of this 

study provides recommendations, which can be suggested as guidelines to government 

authorities and the SECP to modify the CCG and provide protection to all stakeholders, 

including shareholders. This research may also provide the parameters for companies and 

investors to make considerable changes in their working strategies, which would ultimately 

improve CG practices in Pakistan. Every finding and recommendation provided in this study 

is supported by valid evidence that confirms the credibility of this research. 

1.8 Data Collection 

Undoubtedly, data collection is essential to any research project and plays a large role 

in determining the quality of research. Qualitative studies commonly obtain data from three 

key sources, individually or in combination: analysis of documents, direct participant 

observations, and in-depth interviews.127 This study identified the method of document analysis 

as the most appropriate method for this research. While keeping the research objective in mind, 

document analysis was selected to suggest better corporate governance rules and procedures in 

Pakistan through the comparison of Pakistani corporate governance practices to those in the 

USA, the UK and SA. The research objective was attained through document analysis of listed 

company documents (e.g., annual statements) of all countries in consideration.  

Participant observation was rejected for this study since no human participation was 

considered. Similarly, interviews or questions were not considered feasible for this research, 

 
127 Tim May, Social Research: Issues Methods and Practices (3rd edn, Open University Press 2001) 138; Michael 
Patton, Qualitative Research and Evaluation Methods (3rd edn, Sage Publications 2002) 4; Keith Punch, 
Introduction to Social Research (2nd edn, Sage Publications 2005) 139. 
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as potential contributors would comprise government representatives, regulators, investors, 

directors, and managers from the listed companies of all four stock exchanges of the countries 

involved. Hence, data collection would involve multiple participants from more than one 

country, which seemed infeasible for this research due to time and cost limitations. Hence, 

legislation, publication, and the annual reports of the listed companies, along with academic 

analysis of these main sources, fulfilled the purpose of obtaining reliable data. Desk-based 

research employing a document analysis method by using both primary and secondary sources 

was thus demonstrated as the most suitable data collection tool for this study. 

1.9 Data Analysis 

Document analysis is a form of qualitative research, in which documents are interpreted 

by the researcher to provide a topic of assessment voice and meaning.128 Data analysis of 

official and public data can contribute greatly to data collection.129 However, data analysis 

includes several approaches, like grounded theory, analytical induction, thematic analysis, and 

narrative analysis. Due to word count limitations, only a brief introduction will be provided 

here, along with the approach adopted for this study. 

The method of analysis depends on the nature of the document130, depending on 

whether the document is based on formal131 or informal132 communication. Some researchers 

consider the context of great importance, in the sense that the document is produced alongside 

its intended audience, whereas some researchers may rely solely on the substance of the 

document rather than the context in which it was written.  

 
128 Glen A Bowen , Document Analysis as a Qualitative Research Method (2009) 9 Qualitative Research Journal 

27. 
129 Lisa Webley, Adversarialism and Consensus? The Messages Professional Bodies Transmit About Professional 
Approach and Professional Identity to Solicitors and Family Mediators Undertaking Divorce Matters (IALS: 
London 2008). 
130 The mode of selecting and extracting data from documents. 
131 Legislation, case reports, newspaper articles or policy documents. 
132 Informal discussions, private letters, solicitor file notes, et cetera. 
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 The data analysis approach is not without limitations. First, documents are susceptible 

to systematic scientific analysis, in keeping with positive tradition.133 However, this concern 

does not apply to this study, as it is neither positivist nor scientific. Rather, it is a socio-legal 

study that primarily supports and employs the document analysis method.134 It furthermore 

relies on the argument that documents reflect or report reality, describing an event, perception, 

or understanding. 

Another potential concern regarding document analysis is that it may not provide the 

necessary information required to answer the research question. The reason is that every 

document is produced for a specific purpose and its audience may not necessarily match the 

research outcome. Some documents provide inconsistent or incomplete data or leave the 

researcher with a knowledge gap, creating the need to consult more documents. Thus, the 

researcher must collect more data than originally planned.135 

The evaluation and investigation of the subjectivity of documents are key for document 

analysis in building an understanding of the data. It supports the claim of the credibility of the 

research,136 as no document is completely exempt from the bias of its content and creator. For 

many researchers, documents offer confirmation of strategic guidelines, legislative aims, and 

identifications of potential weaknesses or good practices in a legal framework.137 This is 

precisely the purpose of choosing the document analysis method for this study. 

 
133 Alen Bryman , Social Research Methods (3rd edn, Oxford University Press 2008) 515. 
134 David Silverman, Qualitative Research (3rd edn, Sage Publications 2011) 77. 
135 Glen A Bowen, Document Analysis as a Qualitative Research Method (2009) 9 Qualitative Research Journal 
27. 
136 Zina O’Leary, The Essential Guide to Doing Your Research Project (2nd edn, Sage Publications Inc. 2014); GA 

Bowen, Document Analysis as a Qualitative Research Method (2009) 9 Qualitative Research Journal 27. 
137 Herbert Kritzer, ‘The Data Puzzle: The Nature of Interpretation in Quantitative Research’ [1996] 40 
American Journal of Political Science 1; Herbert Kritzer, ‘Conclusion: “Research is a Messy Business” An 
Archaeology of the Craft of Socio-Legal Research’ in Simon Halliday and Patrick Schmidt (eds), Conducting Law 
and Society Research: Reflections on Methods and Practices (Cambridge University Press 2009) 140. 
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For this study, data have been collected from both primary and secondary resources. 

Table 1.1 provides a detailed account of the list of primary and secondary data used for this 

study. 

 

 

 

 

Primary data Secondary data 

Corporate laws 

Statutes 

Code of Corporate Governance  

Financial statements  

Disclosure statements of companies 

Business reports of companies  

Government publications  

World Bank reports  

Published research  

Cases  

Judicial decisions  

 Thesis  

 Surveys  

 Conference proceedings 

Internet  

Books  

Journal articles  

Online journals  

Working papers  

Newspapers  

Business magazines  

Business news  

Business shows  

Government publications 

Table 1.1 Adapted by the researcher. 
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1.10 Ethical Considerations 

As previously mentioned, this study relies on data available from official websites in 

Pakistan, the USA, the UK and SA. While this data is publicly archived, it is not sensitive and 

did not require a password for access, and no state policy prohibits the use of this data. In other 

words, the data selected for this study met the preliminary conditions.138 Additionally, no 

special ethical considerations regarding privacy or anonymity were required. Moreover, this 

study is not empirical. However, some cases have been referenced as examples or to strengthen 

the argument. The publicly available data have been used with proper referencing and 

acknowledgement in line with academic conventions to meet the ethical requirements of this 

research. 

 

 
138 Larry Pace and  Mary Livingstone , Protecting Human Subjects in Research (2005) 10 Electronic Journal of 
Ethics and Organizational Studies 35, 39. 
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CHAPTER 2: THE THEORETICAL BACKGROUND OF CORPORATE 

GOVERNANCE 

2.1 Introduction 

This chapter analyses the theoretical background of corporate governance by 

comparing theoretical frameworks in different corporate governance models around the world. 

This investigation builds up a thorough understanding of various legal or regulatory models 

adopted in different countries. It includes a discussion on different theories in corporate 

governance, which was established with the agency theory, extended into the stewardship and 

stakeholder theories, and evolved to encompass the resource dependency, political, legitimacy, 

and social contract theories. These theories address the cause and consequence of variables 

such as the formation of board structure, audit committees, independent non-executive 

directors, duties of upper management, and their organisational and social responsibilities 

rather than regulatory structures.139 In addition to these theories, the concept of corporate 

governance in Islam will be discussed, as Islamic law is one of the sources of law in Pakistan 

and analysis of corporate governance from this angle will help formulate suggestions for 

modification to the current governance structure in the country.  

Models of corporate governance around the world, like Anglo-Saxon, Continental 

European, Islamic, or some country-specific models (e.g., Germany, Japan, France) exhibit 

visible differences; however, they all arise from basic models. Thus, differences between 

different corporate governance models can be attributed to the adoption of varying principles 

from one or more models, which are then customised according to a given country’s specific 

social, economic, legal or religious requirements.140 

 
139 Pankaj M Madhani, Diverse Roles of Corporate Board: Review of Various Corporate Governance Theories 
(2017) 16(2) The IUP Journal of Corporate Governance 7. 

140 Samy Garas and Suzanna ElMassah, Corporate Governance and Corporate Social Responsibility Disclosures’ 
[2018] Critical Perspectives on International Business. 
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This study aims to conduct comparative socio-legal research among four different 

countries – the United States of America (USA), the United Kingdom (UK), South Africa (SA) 

and Pakistan – to identify similarities and differences between the structures and mechanisms 

of corporate governance and financial reporting. The shareholder model (Anglo-Saxon), as 

found in the UK and USA and adopted by Pakistan as an ex-colony of the UK, is discussed. 

The adoption of UK domestic legal structure by South Africa, also an ex-colony, and its 

combination of both the shareholder (Anglo-Saxon) and stakeholder (Continental European) 

models into the ‘Hybrid Model’, is also discussed.141 

2.2 Theories Based on Shareholder Perspective 

2.2.1 The Agency Theory 

Much of the research on corporate governance derives from agency theory (Figure 2.1). 

The early, 1932 work of Berle and Means suggests corporate governance as a governance 

activity in which ownership and management are separate units. This structure results in 

principal-agent problems arising from the dispersed ownership of modern corporations. 

According to Berle and Means, a board of directors plays a crucial role in monitoring 

organisational activities and minimising problems brought about by the principal-agent 

relationship. In this context, managers represent the agent, while owners and the board of 

directors, both of which hold monitoring responsibilities, represent the principal.142 The 

literature concerning corporate governance highlights two specific factors of agency theory. 

First, corporations are reduced to two participants – managers and shareholders – whose 

 
141 Adnan ATM and Hilda Tandigalla, The Dramatic Shift in Emphasis from a Shareholder-Dominated Approach 
to a Stakeholder-Oriented Corporate Governance Model (2017) 12(2) European Journal of Business and 
Economics. 
142 Brahmadev Panda and Leepsa, Agency Theory: Review of Theory and Evidence on Problems and 
Perspectives (2017) 10(1) Indian Journal of Corporate Governance 74. 



Chapter 2: The Theoretical Background of Corporate Governance 

59 

interests are assumed to be both clear and consistent. Second, humans are self-interested and 

largely unwilling to sacrifice their interests for the interests of others.143 

The pivotal work of Alchian and Demsetz144 and Jensen and Meckling145 describes the 

firm as ‘a nexus of contracts’ established between various individuals related to a firm 

internally or externally, such as shareholders or stakeholders, resulting in the development of 

the agency theory. This concept is based on the conception of a firm as ‘a legal person’. Thus, 

a firm is considered to be under contractual obligations, not only with employees but with 

additional connected parties like suppliers, creditors or customers.146 Such contracts are created 

with the intention of parties acting in their own self-interest towards maximisation of the firm 

value, reduction of agency costs, and adoption of those accounting policies or models that are 

most helpful in reflecting their performance efficiency positively.147 

Academic literature on agency theory suggests that the agency role refers to the function 

of the board of directors acting on behalf of the shareholders. This function requires boards to 

serve shareholder interests by ratifying or conforming to managerial decisions, as well as 

monitoring the implementation of adopted decisions to bring success to the organisation.148 As 

 
143 Félix Zogning, Agency Theory: A Critical Review’ (2017) 9(2) European Journal of Business and 
Management 1. 
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Leverage and Insider Ownership (2017) 9(3) International Journal of Economics and Finance 21. 
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the board of directors is connected with two important functions (monitoring and governance), 

its composition is a critical element.149 

 The focus of agency theory on the relationship between principal and agent (e.g., 

shareholders and corporate managers) has created uncertainty due to various information 

asymmetries.150 Given the separation of ownership from management, actions taken by 

managers do not maximise shareholder wealth. However, their firm-specific knowledge and 

expertise benefit them more than the owners. Hence, a monitoring mechanism is required to 

protect shareholder interest.151  

This emphasises the role of accounting in reducing agency costs in an organisation. It 

includes written contracts tied to the accounting systems as a crucial component of corporate 

governance structures. It ensures that when a manager is rewarded for their performance, such 

as through accounting profits, they will continually attempt to increase profits, leading to an 

increase in their bonus or remuneration. The manager can be rewarded through various 

accounting methods, such as window dressing, including the following year’s profit in the 

current year, or not disclosing upcoming losses against current-year profit, which may result in 

presenting higher profit for the year.152 

 The agency theory thus examines the agency problem related to persuading the agent 

to act in the best interests of the principal. This results in agency costs; for example, the cost 

involved in monitoring and disciplining the agent to prevent abuse.153 Agency cost can be 

 
149 Rose M Baker, The Agency of the Principal–Agent Relationship: An Opportunity for HRD (2019) 
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defined as the sum of monitoring expenditure by the principal to limit the aberrant activities of 

the agent. This cost includes bonding expenditure by the agent, which guarantees that certain 

actions of the agent will not harm the principal or ensure the principal. The expenditure is 

compensated if such actions occur, as well as the residual loss, which is the dollar equivalent 

of the reduction of welfare. As a result, the divergence between the agents' decisions and those 

decisions maximises the welfare of the principal.154 

 However, agency problems are closely related to the ownership structure of the given 

country. Countries with dispersed ownership structures, where the separation of ownership and 

control is highly visible, may experience principal-agent problems, which can prompt 

dissatisfied investors or shareholders to exit by selling their shares. Consequently, the share 

price of the company decreases. This phenomenon may provide a disciplinary mechanism for 

self-centred management behaviour. Alternatively, in countries with concentrated ownership, 

principal-principal conflict can position minority shareholders at the risk of expropriation by 

majority shareholders, as in the case of family-owned companies seeking to gain private control 

benefits.155 

A substitution mechanism between the institutional protection mechanism of 

shareholders and the concentration of ownership has empirical156 and contemporary157 backing. 

This idea suggests that weaker regulatory and implementation institutions in a country may not 

provide effective shareholder protection and encourages a concentred ownership structure, like 
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family ownership.158 The variation in shareholder protection due to differences in legal 

regulatory institutions greatly influences the internal and external aspects of corporate 

governance in different countries.159 

 

 

Figure 2.1 The agency model.160 

The agency model assumes that individuals have access to complete information and 

investors and possess significant knowledge of whether governance activities conform to their 

preferences or not. According to an agency model, the board understands investor 

preferences.161 Therefore, according to agency theorists, the solution for mitigating the agency 

problem is an efficient market that includes corporate control, management labour and 

corporate information.162 
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Even though agency theory provides valuable insight into corporate governance, it 

applies more readily to countries that have adopted the Anglo-Saxon model of governance, 

such as the UK and the USA.163 Such a principal-agent model is sometimes problematic, 

however, as there is no legal agency relationship between shareholders and directors. 

Moreover, directors have a ‘sui generis’ position for making different corporate decisions that 

cannot be reasonably challenged.164 

The Agency Problem 

The economic term ‘agency relationship’ does not bear the exact meaning of its judicial 

counterpart. The economic concept of ‘agency’ concerns the costs that arise from a delegation 

of organisational activities rather than the precise nature of the judicial relationship to which 

delegation is connected.165 In law, agency is regarded as the fiduciary relationship that arises 

when one person (the principal) manifests assent to another person (the agent). It specifies that 

the agent shall act on the behalf of the principal and exercise control over agency operations. 

The agent may either manifest assent or consent to act.  

There are two implications in the agency relationship: first, the agent should perform 

an act on behalf of the principal; second, the principal should have the ability to control the 

agent. In the corporate context, it remains controversial whether directors can be seen as an 

agent of shareholders on the ground, as they are no longer considered owners of the company. 

It can thus be concluded that there is no direct or explicit contractual relationship between both 

parties. For instance, it is the company rather than the shareholders that employs directors, so 
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directors should be agents of the company only. More importantly, shareholders, as principals, 

have little control over directors.166 

Although not all countries accept that the powers of the board of directors are original 

and undelegated, it is widely agreed that directors’ managerial prerogatives, as a rule, do not 

require shareholder assent. Directors are expected to exercise their independent business 

judgement. In other words, agency theory cannot explain the ‘sui generis’ position of directors. 

An agent is a person who is employed to perform an act on behalf of the principal, which 

implies that the principal should have the right to control the behaviour of the agent. However, 

shareholders generally cannot give directors of boards binding instructions.167 Shareholders as 

principals cannot even require directors (agents) to pay them dividends. The duty of obedience 

as a rule of agency does not exist in the shareholder-director relationship.168 

In general, directors are arguably more specialised than shareholders, which results in 

increased authoritative powers of the board compared to shareholders. It includes creating an 

optimal structure that helps in optimising operational efficacy.169 The board is subject to the 

law and the company’s constitution and is regarded as a principal, promoting economic 

efficiency. However, if directors of public companies are not pursuing personal interests, it is 

difficult for a court to blame the directors for not maximising shareholder wealth. The business 

judgement rule170 and UK and USA case law all make it apparent that whenever self-interest 

is not involved and a reasonable effort has been made, courts in both countries will not second-

guess the business judgement of directors. In such a situation, the court shows great deference 
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to the board’s decisions and a noticeable reluctance to overturn them, even if decisions are not 

ideal or harm shareholder value.171 Therefore, it can be concluded that the ‘sui generis’ position 

of board directors confers autonomous managerial power and discretion that is inconsistent 

with the authentic agency theory.172 

The dominant position of shareholders cannot be underestimated, however, as they 

provide capital and do not demand immediate compensation. Shareholders accept the 

compensation adjusted by corporate performance or ‘in the form of a share of whatever value 

is realized’.173 This may seem hard for most other stakeholders, like creditors, suppliers or 

customers, which may justify the special status granted to shareholders. 

However, the monetary capital contributed by shareholders is exactly the amount 

invested by them. It would be meaningless to compensate shareholders immediately after they 

provided money, as there would be no significant increase in their investment amount. 

Shareholders obtain shares as soon as they provide capital; shares are themselves valuable 

assets and can be sold at any time, even seconds after receiving the shares (assuming that the 

share price raises during those few moments). This distinction between shareholders and other 

stakeholders helps justify shareholders’ preferential position or residual status.174 

2.2.2 Resource Dependency Theory 

The provision of resources is an important function of a corporate board. This concept 

underlies the foundational basis for resource dependency theory (RDT), supported by various 
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researchers like Boyd175; Daily and Dalton176; Gales and Kesner177; Hillman, Cannella, and 

Paetzold178; Pfeffer179 and Pfeffer and Salancik.180 They supported this theory by asserting that 

‘when an organization appoints an individual to a board, it expects the individual will support 

the organization, will be actively involved in its problems, will variably present it to others, 

and will try to aid it’.181 

It provides four benefits that can be received from the board, including advice and 

counsel, legitimacy, a channel of communication between the firm and shareholders, and 

access and support from external stakeholders that can provide the authority to make 

commitments. Thus, this theory suggests that corporate performance is directly associated with 

the board's ability to provide resources. The ability to provide effective resources helps reduce 

dependency on the firm and external contingencies.182 It also helps eliminate uncertainty,183 

lower transaction costs184 and promote the survival of the firm.185 
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More precisely, the RDT perception of the board as the provider of the resources has 

broader implications than merely acting as the evaluator of management. By providing 

expertise186 and administrative advice,187 building a legitimate public image of a company,188 

and linking the firm with other shareholders (including stakeholders),189 there is increased 

accessibility to resources such as capital.190 This theory also includes aiding in strategy or other 

important firm decisions, meaning the board provides multiple resources to a company. In 

addition to monitoring and controlling roles, the RDT proposes strategy and service roles.191 

Different ways through which control, service, and resource dependency roles could be 

exercised are further described.192 However, despite the difference in terminology, RDT 

conforms to the broad array of the board’s roles beyond its purpose of confirming management 

activities.193 

 The range of resources a board can provide constitutes ‘board capital’. It is understood 

as ‘the sum of actual and potential resources embedded within, available through, and derived 

from the network of relationships possessed by an individual or social unit’.194 Thus, the term 
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includes both human capital and rational capital,195 which explains the primary qualifications 

and experience of the board that in turn contribute to the better performance of a firm. 

Board capital can be understood in four major dimensions.196 First is the dimension of 

advising and counsel provided by lawyers, financial representatives, top management of other 

firms, public affairs or marketing specialists, former government officials and community 

leaders, and other directors who provide important expertise, experience and skills to facilitate 

advice and counsel.197 In this dimension, both the inside and outside directors execute advisory 

and counselling roles that form an integral part of the board capital functionary. From this 

perspective, the role of inside management is considered vital since it provides greater access 

to information and directly contributes to framing the business and strategic policies of a 

company. Essentially, insiders can provide more effective human capital performance benefits 

to a company.198 

The second dimension of board capital is the reputation of a board’s legitimacy. One 

study found that a firm with a more prestigious board receives a better initial public offering 

(less underpricing).199 Pfeffer and Salancik200 also observed that ‘prestigious or legitimate 
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persons or organizations represented on the focal organization's board provide confirmation to 

the rest of the world of the value and increase the value of the organization’.201  

The third dimension of board capital considers the board as a channel of communication 

between the internal and external stakeholders of a firm. This ability to provide information 

transparently and promptly helps reduce transaction costs, thereby reducing information 

asymmetry and uncertainties within a firm's environment.202 

Finally, the fourth dimension of board capital involves the acquisition of resources from 

outside the firm based on directorial ties, which help secure resources.203 This study asserts that 

integrating both theories will prove more valuable than simply relying on one or the other. The 

combination of both theories will help identify and analyse the turning points of costs and 

benefits in terms of corporate ownership structure.204 Thus, resource provision and 

expropriation of shareholder rights by managers can be evaluated through a resource 

dependency lens. 

2.3 Theories Based on Stakeholder Perspective 

2.3.1 Stakeholder Theory 

This theory focuses on the issues concerning the stakeholders in an institution. It 

suggests that a firm consistently strives for a balance between the interests of its diverse 

stakeholders to ensure that each interest area receives some degree of satisfaction.205 The 
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stakeholder theory is better than the agency theory in explaining the role of corporate 

governance, highlighting the different constituents of a firm.206 However, the shareholder-

oriented theory receives criticism for being too narrow,207 as it identifies shareholders as the 

only interest group of a corporate entity.  

From both the shareholder perspective and a traditional view of the firm, the 

shareholder is specifically recognised by corporate law, regulations, and a major part of the 

world because they are the owners of the companies. From this perspective, the firm has a 

fiduciary duty to maximise shareholder returns and put their needs first. However, the 

contemporary view converts the inputs of investors, employees, and suppliers into forms that 

are marketable to customers. This process, along with an increase in their investment, is 

considered an appropriate return to shareholders. Therefore, it can be said that the stakeholder 

model focuses on the needs of investors, employers, suppliers and customers. However, 

controversial issues arise with the inclusion of different organisations such as governmental 

bodies, political groups, trade associations, trade unions, communities, associated corporations, 

prospective employees, and the public in the stakeholder domain. Moreover, in some scenarios, 

competitors and prospective clients can be regarded as stakeholders to help improve business 

efficiency in the marketplace.208 

Stakeholder theory has become increasingly renowned as various researchers establish 

that a corporate entity’s activities impact the external environment. This theory requires 

accountability to the organisation so that all interests of involved parties are addressed. 

Therefore, stakeholders cannot simply be regarded as shareholders. Moreover, it suggests that 
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companies exist within a society, not in isolation, so they are no longer an instrument of 

shareholders alone but rather have responsibilities to the larger society. This shareholder-

related aspect has garnered increasing appreciation in recent times. However, it has also been 

recognised that economic value is primarily contributed by individuals or organisations that 

work voluntarily; that is, when they cooperate, they eventually improve everyone’s position.209 

The enlightened stakeholder theory is an extension of stakeholder theory; however, problems 

relating to empirical testing of the extension have limited its relevance.210 

The classification of stakeholders into different segments such as consubstantial, 

contractual and contextual stakeholders was proposed by Rodriguez211 (Figure 2.3). 

Consubstantial stakeholders are stakeholders that are essential for the business’s existence. 

Contractual stakeholders are those holding formal contracts with the business (e.g., financial 

institutions, suppliers and subcontractors, customers). Contextual stakeholders are 

representatives of the social and natural systems in which the business operates and play a 

fundamental role in building business credibility. The acceptance of their activities within such 

arenas as public administration, local communities, societies, and countries renders them 

opinion-makers of the company.212 Thus, the company must safeguard the interests of all who 

contribute to value creation for a given corporation, making specific and diverse investments 

in physical, human, and social capital. These specific investments ex-ante do not provide 

evaluated independence to the firm’s functioning.213 
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Figure 2.2 Stakeholder classification.214 

Stakeholder theory requires understanding, appreciating, and assiduously applying this 

theory to achieve the overall corporate objectives. The continuity of a corporation also requires 

an inclusive approach toward its stakeholders to protect and preserve their interests. Thus, the 

conformance role of those who manage the company, such as boards, includes an assurance of 

delivering long-term value to stakeholders. This value further enhances the performance of a 

corporation.215 

The agency model assumes that individuals have access to complete information and 

that investors acquire significant knowledge of whether governance activities meet their 

interests or not. Moreover, the board has sufficient knowledge of investor interests and 
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preferences so that company decisions are made following the interests of the investors.216 

Thus, agency theorists suggest that an efficient market is the ultimate solution for diminishing 

the agency problem like an efficient market for corporate control, management labour, and 

corporate information.217 Although the agency theory offers a thorough understanding of 

corporate governance, it applies primarily to Anglo-Saxon countries like the UK  and USA.218 

2.3.2 Legitimacy Theory 

  Legitimacy theory is another theory conceptualising corporate governance as ‘a 

generalised perception or assumption that the actions of an entity are desirable, proper, or 

appropriate with some socially constructed systems of norms, values, beliefs, and 

definitions’.219 Similar to social contract theory, it is based upon the notion that society and an 

organisation are under a social contract. A firm receives approval from the society to operate 

and is thus accountable to the society regarding operations, as the society provides a firm with 

the authority to own and use natural resources and hire employees.220 

Profit maximisation is a measure of corporate performance. The legitimacy theory 

views profit as an all-inclusive measure of organisational legitimacy.221 Like stakeholder 

theory, the legitimacy theory also emphasises that an organisation must consider the rights of 

the public at large, not just the rights of the shareholders. Failure to consider the expectations 

of the society at large may result in sanctions like the restriction of a firm’s operation and 

resources, as well as a decline in product demand. A large area of empirical research specifies 
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that legitimacy theory is useful for the study of social and environmental reporting. It also 

proposes a relationship between corporate disclosures and community expectations.222 

2.3.3 Political Theory 

The political theory argues for a system of developing voting support from shareholders 

rather than purchasing voting power. Hence, this political influence may confer shareholders 

the power to direct corporate governance within an organisation. This theory also supports the 

involvement of government representatives in corporate decision-making as a more cultural 

consideration.223 Moreover, it aids the allocation of corporate powers, profits and privileges 

with the government's favourable backing. This scenario is evidenced by many countries like 

China or Pakistan, whose governments have either major shareholding in companies 

(privatisation) or wield immense influence on the development of governance. Thus, politics 

enter into the mechanisms or governance structures of firms.224 

2.3.4 Stewardship Theory 

The stewardship theory, contrary to agency theory, presents a distinct model of 

management and holds the assumption that managers are good stewards who act in the best 

interest of the owners225 (Fig. 2.3). The social psychology theory, which provides the 

theoretical background of this theory, focuses on the behaviour of executives: ‘The steward’s 

behaviour is pro-organizational and collectivists and has higher utility than individualistic self-

 
222 W Van Zijl , C Wöstmann  and W Maroun , Strategy Disclosures by Listed Financial Services Companies: 
Signalling Theory, Legitimacy Theory and South African Integrated Reporting Practices (2017) 48(3) South 
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223 Andreas G Scherer and Christian Voegtlin , Corporate Governance for Responsible Innovation: Approaches 
to Corporate Governance and Their Implications for Sustainable Development (2020) 34(2) Academy of 
Management Perspectives 182.  
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Evidence from Emerging Economy (2020) 6(3) Heliyon e03520. 
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Chapter 2: The Theoretical Background of Corporate Governance 

75 

serving behaviour. The steward’s behaviour will not depart from the interest of the organization 

because the steward seeks to attain the objectives of the organization’.226 

With shareholders, however, comes the maximisation of wealth utilisation of a 

steward’s abilities to optimised levels. Thus, organisational success will not only fulfil most of 

the requirements but also provide an opportunity for a clear mission to stewards. Moreover, 

this theory argues for the balance of tensions between different beneficiaries and other interest 

groups.227 It also supports a strong relationship between managers and the firm’s success, 

which eventually motivates managers to protect and maximise shareholder wealth through firm 

performance. Thus, by increasing the performance of a firm, a steward satisfies most 

stakeholder groups in an organisation, as the priorities of all interested groups are well-served 

through increased wealth.228 

However, this theory is more lenient regarding the separation of the roles of chair and 

CEO, promoting the appointment of a single person for both positions. It also includes the 

formation of a majority of specialist executive directors rather than non-executive directors.229 

This approach is supported by the argument that a single person representing both CEO and 

chairman of a company possesses the sole responsibility and power of determining the strategy 

and subsequent fate of a company. The greater empowerment of these unified roles highlights 

this theory’s inclination towards facilitation and empowerment versus monitoring or control. 

When a single person holds the position of CEO and chairman is held by a single 

person, the fate of the organisation and the power to determine strategy becomes the 

 
226 John Dumay,  Mattio La Torre and Federica Farneti , Developing Trust through Stewardship (2019) 20 
Journal of Intellectual Capital.  
227 Robert E Till and Mery B Yount, Governance and Incentives: Is it Really All about the Money? (2019) 159(3) 
Journal of Business Ethics 605. 
228 Jacob Torfing and Tinna Ø Bentzen, Does Stewardship Theory Provide a Viable Alternative to Control-
Fixated Performance Management? (2002) 10(4) Administrative Sciences 86.   
229 John Obermann and others, Mutualistic Symbiosis? Combining Theories of Agency and Stewardship through 
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responsibility of that single person. Thus, the focus of the stewardship theory is on structures 

that facilitate and empower rather than monitor and control.230 

 

 

Figure 2.3 The stewardship theory. 

2.4 Anglo-Saxon Model 

The Anglo-Saxon model of corporate governance is a system through which 

supervision and control are exercised over a corporation. This system has functioned for a long 

time in the UK, USA, Canada and Australia and is considered the most influential model, 

though practically speaking it has some deficiencies, like any other system.231 The likely reason 

behind its strong influential quality is the presence of strong capital markets232 in these 

countries. 

Based on this, the Anglo-Saxon model has also been called an ‘outsider’ or ‘market-

based system’. This model has affected the purpose of corporations globally, championing the 

protection of shareholder interests.233 The maximisation of shareholders and protection of their 

rights also distinguish this model. Stakeholders are apparently excluded from this model;234 

 
230 Arayssi M and MI Jizi MI, Does Corporate Governance Spillover Firm Performance? A study of Valuation of 
MENA Companies (2019) Social Responsibility Journal. 
231 Thomas Clarke, International Corporate Governance, A Comparative Approach (Routledge 2017) 129. 
232 It is a market where buyers and sellers engage in the trade of financial securities like bonds, stocks, etc. 
Participants, such as individuals and institutions, undertake the buying or selling. 
233 Ibid 232. 
234 Alam MK and others, ‘An Overview of Corporate Governance Models in Financial Institutions’ (2019) 8(4) 
International Journal of Management and Sustainability 181 
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however, stakeholder rights are protected to some extent through contracts and regulations, 

despite not representing major participants in the corporation.235 This model thus relies heavily 

on the agency theory.236 

One significant feature of the Anglo-Saxon model is its reliance on the widely-

dispersed equity ownership structure, in which institutional shareholders constitute a 

substantial part of the shareholding.237 Individual shareholders investing in companies were 

initially more prevalent, but institutional shareholders gradually became more dominant, for 

many reasons. Individual shareholders tend to make close connections with the company, but 

this proves less impactful on the policies and activities of directors.238 Institutional investors 

like hedge funds, pension funds, mutual funds, and investors block have a perceptible impact 

on the board of directors in terms of policies, decisions and voting. The importance of 

individual shareholders cannot be overlooked, however, as they provide liquidity to the stock 

market.239 

To meet the expectations of company shareholders, a firm generally seeks short-term 

profitability and efficiency instead of long-term profitability, survival and growth.240 Executive 

remuneration (the most famous example being stock options) is often linked to firm 

performance, aligning the management’s interest towards the aforementioned motives.241 

Share prices are ideally kept high, as per the expectations of shareholders, and transparency 
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requirements and high levels of continuous disclosure are desired to keep the market 

informed.242 Disclosures regarding strategic, financial, and non-financial information are 

provided by companies for investor awareness and per the demands of codes for respective 

countries. 

The Anglo-Saxon model, a one-tier board structure,243 is followed by including both 

independent and executive directors on the board. The role of independent or non-executive 

directors is vital, as they are the ones who primarily safeguard the interest of shareholders.244 

The chairman works closely with the chief executive officer (CEO), and the board has board 

committees for auditing, remuneration and nomination. However, in the USA, the roles of 

chairman and chief executive officer are sometimes combined, in contrast to Germanic and 

other models.245 A strong stock market is another feature of this model and plays an important 

role in some countries. Countries with such models may also have a strong external takeover 

market, which serves as a protective mechanism for the investor.246 The Anglo-Saxon model 

also emphasises protection of the interests of minority shareholders through codes, company 

laws and security laws.247 

2.5 Islamic Corporate Governance Model  

In Pakistan, no laws or regulations may be repugnant to Islamic law (Shariah) or 

injunctions,248 in compliance with which the Securities and Exchange Commission of Pakistan 
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(SECP) introduced Shariah Governance Regulation 2018 (SGR) for both Shariah-compliant 

companies and financial institutes.249 Although this thesis aimed to compare the contemporary 

corporate governance issues of Pakistan compared to the UK, USA and South Africa, it is yet 

pertinent to evaluate corporate governance from an Islamic perspective in a Pakistani context.  

Islamic law (Shariah) is a set of religious regulations that refers to ‘the way’, not the 

body of law. These guidelines inform two major aspects of society – the obligatory worship of 

God (Ibadah) and the non-obligatory arena of commercial or financial dealings (Muamilat). 

The major sources of rules and principles are the Quran (the holy book of Muslims) and the 

Sunnah (sayings of Prophet Muhammed PBUH).250  

The safeguarding of faith (din), human self (nafs), intellect (aql), property (nasl) and 

wealth (mal) is the main objective of Shariah. Most importantly, Shariah objectives are ‘not 

burdened with methodological technicality and literalist reading of the text’.251 For example, 

along with human dignity and freedom, economic development, science, and technology are 

also regarded as important Shariah objectives.252 The society is ruled by Shariah law, not by 

the rulers or the people; these are the mere executors of the Islamic law as Vicegerent of God 

and are bound to use this authority in a custodial role, not as a source of power.253 

Islamic economic ideology is based on the concept of socio-economic justice, with a 

view towards distributing resources within a society, without exception. The Islamic model of 

corporate governance, or Shariah Governance (SG), does not differentiate between material 

and spiritual goals. Thus, a personal interest in fulfilling economic needs should be based on 

 
249 The detailed analysis of this regulation is in Chapter 3. 
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the moral values that will eventually contribute to the collective interest of society.254 

Conversely, conventional models mainly focus on material aspects (e.g., wealth maximisation 

of majority shareholders). The stakeholder model, however, resembles the SG model, as SG 

also aims for the wealth maximisation of shareholders through the protection of stakeholder 

rights.255 

The Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI) 

developed the Shariah Governance Framework (SGF) primarily for Islamic financial 

institutes,256 whereas several Islamic countries adopted this framework for companies aiming 

to register as Islamic- or Shariah-compliant companies in the stock market. The SGF is the set 

of arrangements through which financial institutes ensure effective oversight, responsibility 

and accountability of the management, Shariah committee, and board of directors.257  

The SGF acknowledges the ex-ante and ex-post processes from other internationally 

recognised governance standards. Additionally, it has introduced some key functions for the 

implementation of Shariah Governance, such as Shariah boards, Shariah committees, 

management, Shariah compliance, and research functions. For each Shariah function, AAOIFI 

developed a distinct framework for oversight, accountability and responsibility, independence, 

competency, confidentiality, and consistency.258 

Though a discussion on the comparability of conventional and Shariah governance lies 

beyond the scope of this study, Shariah Governance nevertheless appears to provide a remedy 

to the problems of conventional CG systems. It could potentially help redesign the conventional 

model by recalling the moral values and ethics that seem to have been lost or at least 
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undermined in conventional CG systems.259 The previously discussed Anglo-Saxon model 

enables a culture of excess power and wealth for corporation CEOs, financial institutes, and 

the capital market by setting ‘maximisation of wealth’260 as the core business objective. The 

cultivation of greed culture may leverage already powerful parties to enrich themselves at the 

cost of shareholders, investors and stakeholders.261 

2.6 Conclusion 

This chapter explored different corporate governance theories to develop the theoretical 

underpinning of corporate governance. Theories have been analysed from two aspects (i.e., 

shareholder and stakeholder perspectives). The Anglo-Saxon model of corporate governance 

has been adopted by most countries to deal with corporate governance issues by bringing 

variation into the model. Unlike the UK and USA, South Africa follows the hybrid model, 

despite being an Anglo-Saxon country; likewise, any implementation of law in Pakistan is 

under the influence of Islamic law principles. 

Analysis in this chapter revealed that the reason behind the adoption of various models 

around the world is based on the adoption of one or more theoretical views. Most of the 

countries discussed emphasise the perspective of shareholders, based on agency theory, by 

considering them the ultimate owners of a company. The intent of resolving the agency 

problem (e.g., principal-agent) is thus to protect shareholder interests. However, a concentrated 

ownership structure in most developing or emerging economies gives rise to principal-principal 

conflict and requires the protection of minority shareholders. The resource dependency theory 

focuses more on the resources provided by the board of directors in the form of monitoring, 
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advisership, counselling, and access to external resources. It is structured on the belief that firm 

performance can be enhanced through qualities of the board, such as independence, 

qualifications, skills, or experience. Alternatively, the stakeholder, stewardship, legitimacy, 

and political theories present the broader viewpoint of all stakeholders and exhibit a more 

contemporary or enlightened view of corporate governance. Thus, after presenting the 

theoretical perspective of corporate governance in general, the next chapter of this thesis 

examines the corporate governance structure in Pakistan.  
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CHAPTER 3: CORPORATE GOVERNANCE LANDSCAPE IN PAKISTAN 

3.1 Introduction 

This study aims to provide policy recommendations for corporate governance in 

Pakistan through a comparative law approach. It is thus pertinent to examine the corporate 

governance landscape of Pakistan before comparing it with different jurisdictions in this study. 

Pakistan is distinct from the other three countries included in this study due to its 

complex legal system, combination of common and Islamic (Shariah) Law, and exceptionally 

concentrated ownership structure of corporations. A predominantly insider market with large 

blockholders like states, families and institutions presents a clear challenge to the protection of 

minority shareholder rights.262 

This chapter explores the corporate governance mechanism in Pakistan through 

discussion on the scope of the Code of Corporate Governance and the Companies Act 2017. 

Reforms in the Pakistan equity market are analysed to evaluate their impact on the development 

of a corporate governance framework. An analysis of contemporary and Shariah governance is 

also included to demonstrate the influence of the Islamic perspective in moulding CG structure 

in Pakistan. Finally, the financial reporting (FR) mechanism is evaluated to exhibit the 

interdependent relationship between FR and CG in Pakistan. 

3.2 Corporate Governance Mechanism in Pakistan 

The corporate governance mechanism in Pakistan consists of the Code of Corporate 

Governance (CCG) and the Companies Act 2017. As previously discussed, the judicial

 
262 See Chapter 6 for a detailed discussion. 
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framework of Pakistan is influenced by both foreign (British) and local doctrines and norms, 

which in turn influence the structure, hierarchy and procedure of the judiciary in Pakistan.263

For corporate matters, the Securities and Exchange Commission of Pakistan (SECP) is an 

appropriate forum for filing a complaint. SECP also has appellate benches to hear the appeals 

of any decision given by SECP.264 However, if the punishment consists of both a fine and 

imprisonment, rather than just a fine, the general courts become the appropriate forum for 

deciding corporate matters.265 The ascending hierarchy of the courts in Pakistan is the Session 

Court, the High Court, and the Supreme Court.266  

Handling specific matters in general courts with insufficient corporate and financial 

knowledge is a severe challenge to effective CG enforcement in Pakistan. Thus, establishing 

specific courts for specific corporate matters could improve enforcement. This approach is not 

novel; several countries employ a similar structure. The Financial Court in China, Commercial 

Courts in Malaysia, the Financial Reporting Council (RFC) in Hong Kong, the CG Office in 

the Philippines Stock Exchange, the Enforcement Division in Bursa Malaysia, the Audit 

Oversight Boards in South Korea and Malaysia, the economic courts in Russia,267 the labour 

courts in Germany,268 and the tribunals in India are all good examples. 

3.2.1 Corporate Governance Code 

The corporate governance mechanism in Pakistan includes the Code of Corporate 

Governance 2019 (the Code) and the Companies Act 2017 (the Act). Fraud and failures in 
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corporations like NICL, PTCL, PR, NPP, PIA, Mehran Bank, Taj Company and modarabas269 

highlighted the need for corporate governance regulations in Pakistan. These failures are 

primarily linked to the absence of any effective reporting or accountability mechanism, which 

resulted in corporate fraud of billions of Pakistani rupees. Such corporate failures destabilised 

Pakistan’s economy and eliminated investors’ trust. The first Code of Corporate Governance 

(CCG) was introduced in 2002 by the Securities and Exchange Commission of Pakistan and 

made applicable to all listed companies on the three stock exchanges of Pakistan (Karachi, 

Lahore and Islamabad).270 

Guidance for the formulation of the CCG in Pakistan was taken from other countries’ 

Codes of Corporate Governance, particularly the UK and South Africa.271 Guidance was also 

taken from the Organisation for Economic Co-operation and Development (OECD)’s 

Principles of CG. Asian Development Bank (ADP) provided funding to finance the 

development of CCG in Pakistan. At the same time, listing regulations were also formulated 

and the condition that all companies listed on the Karachi Stock Exchange (KSE) must follow 

CCG was established. 

The CCG 2002 was revised in 2012, 2017 and 2019,272 demonstrating the continuous 

efforts of SECP in improving the Code. The Code today is a compilation of ‘best practices’ 

developed from both ‘principles-based’273 and ‘rules/code-based’274 perspectives to provide 

direction to companies listed on Pakistan's stock exchanges, with the objectives of safeguarding 

the interests of stakeholders and promoting market confidence. This may explain the ‘hybrid’ 

corporate governance established in South Africa, which comprises a mixture of three systems: 
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civil law (inherited from the Dutch), common law (inherited from Britain) and customary law 

(inherited from indigenous Africans).275 

The proposals of the King Report (South Africa), the Code of Best Practice of the 

Cadbury Committee on the Financial Aspects of CG published in December 1992 (UK), the 

Report of the Hampel Committee on CG published in January 1998 (UK), and the Principles 

of CG published by the OECD in 1999 were all significant documents informing the 

development of CCG 2002.276 The introduction of CCG 2002 represented a major step in the 

development of CG in Pakistan. The Code received much criticism, mainly from the business 

community, regarding the increased cost of compliance and the lack of local expertise in the 

field of CG. Nevertheless, the CCG 2002 helped raise public awareness of the standards of 

corporations, which was a relatively unique concept in Pakistan.277 

The CCG 2002 initially applied to listed companies, banking companies, development 

financial institutions (DFIs), non-bank financial institutions, insurance companies, mutual 

funds, unit trusts, and companies/corporations held or controlled by the government.278 

However, the Listed Companies Regulations 2019 (LCR) (formerly the Code of Corporate 

Governance) applies to all companies listed on the Pakistan Stock Exchange.279 

After its introduction, several reports and surveys were conducted in Pakistan to 

evaluate the impact and observance of CCG 2002 within the listed companies of Pakistan. 

SECP issued two reports in 2003. The first report aimed to harmonise the CCG with the 

Companies Ordinance 1984 and other laws and regulations, while the second aimed to assess 

 
275 Detailed discussion in Chapter 5. 
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the impact of CCG 2002 and provide guidance to authorities and policymakers, particularly the 

SECP, by highlighting its problems and potential weaknesses.280 

In 2005, the Review of Observance of Standards and Codes 2005 (ROSC) was 

conducted by the World Bank as an independent evaluation, at the request of Pakistan’s 

government.281 The ROSC report concluded with a recommendation to enhance the education 

and training levels of professional accountants, guidance on the practical application of 

International Financial Reporting Standards (IFRS) and International Standards of Auditing 

(ISA), and a recommendation to introduce tougher oversight and licencing procedures for 

accountants in Pakistan.282 

Though the 2002 Code received criticism, as discussed above, it signalled a new era of 

corporate governance in Pakistan. Courts took part in its development to some extent through 

interpretations of its provisions, although they did not criticise its provisions significantly.283 

However, there was unprecedented concern regarding the rights of minority shareholders on 

the part of the courts, who have been willing to annul the decisions of majority shareholders in 

certain cases.284 Moreover, the SECP revisions of the Code, though initially occurring only 

after long intervals, contributed to the Code’s development and the implementation of market 

reforms for attracting more foreign investors. 

Compliance with the provisions of LCR 2019 depends on the type of provisions (i.e., 

mandatory, non-mandatory or recommendatory). Although LCR is based on the ‘comply or 
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explain’ principle, it includes some mandatory provisions that are construed to require strict 

compliance from listed companies, with non-compliance potentially leading to penal 

proceedings.285 For example, LCR limits the number of simultaneous directorships to seven 

and dictates that independent directors should comprise a minimum of 1/3 of boards of 

directors (BODs) and executive directors a maximum of 1/3. Additionally, the CEO or CFO 

cannot join the audit committee, and explanations for non-compliance with mandatory 

regulations are compulsory.286 Non-compliance with mandatory regulations may result in fines 

of up to 5 million. 

The Code is not a set of rigid rules based on the ‘comply or explain’ principle, which 

provides flexibility for companies to either comply with regulations or, in cases of non-

compliance, provide an explanation. Thus, the majority of RLC 2019 regulations are non-

mandatory, including regulations related to the meetings and membership of BODs,287 director 

training and remuneration,288 and composition of human resource and audit committees.289 

Recommendatory provisions are those accompanied in the Code by the word ‘may’ or 

‘encourage’, implying they are neither mandatory nor non-mandatory. For example, RLC 2019 

simply encourages the arrangement of a Director Training Program (DTP), whereas the 2017 

Code made it mandatory to require any director, whether new or experienced, to acquire DTP 

certification. Additionally, whereas the 2017 revision of the Code made yearly DPT for 

directors’ mandatory, including female executive and non-executive directors,290 the RLC 2019 

has made this recommendatory.291 
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Regarding non-financial aspects of the Code, the requirement for compliance remains 

solely in writing, since no institution for overseeing compliance with these aspects exists. The 

SECP has not yet devised a tool or system for measuring such compliance, which can be easily 

neglected by companies.292 

3.2.2 Corporate Laws in Pakistan 

An inhabitant of a subcontinent and an ex-colony of the British empire, Pakistan 

adopted corporate laws from the UK. Under British rule, companies were incorporated and 

managed under the English Companies Act 1844. The incorporation of the East India Company 

in the 16th century marked the first-time business organisations were allowed to incorporate 

without a Royal Charter or separate Act of Parliament. This Act remained a core piece of 

legislation after its enhancement in 1855. In 1857, a new development in the Act provided 

companies (excluding banking and insurance companies) the choice to be incorporated with or 

without limited liability. Following various amendments in 1860, 1862, 1866 and 1908,293 the 

Companies Act 1913 was passed in the subcontinent. This was followed by various 

amendments between 1914–1932 until the Companies (Amendment) Act 1936 came into 

operation. 

Legal Framework for Companies 

After gaining independence from the British empire in 1947, Pakistan adopted the 

Companies Act in 1949 via an ordinance after making amendments to the Act. Despite various 

efforts to enact a separate corporate law for Pakistan that could accommodate the economic 

and financial requirements of the country, the Companies Act 1913 remained the only 
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corporate legislation until the enforcement of the Companies Ordinance 1984. Despite 

representing the first corporate enactment for Pakistan, this still had clear imprints of British 

Law. 

The 1997 establishment of the Securities and Exchange Commission of Pakistan 

(SECP) proved a milestone in strengthening the role of regulators of the corporate sector. 

Before 1997, the entities responsible for regulating and enforcing CG in Pakistan were the 

Ministry of Finance (MOF), Corporate Law Authority (CLA), and the State Bank of Pakistan 

(SBP). Rules for corporate governance of the banking sector have a different purview and fall 

beyond the scope of this research. The SECP, working under MOF, is now the chief enforcer 

and controlling authority of Pakistan’s corporate sector. It holds the power to investigate, 

enforce, supervise, and regulate the capital market, including banks, insurance companies and 

private pension schemes. The SECP also has oversight authority on accounting and credit 

rating agencies, brokers, and surveyors who work as external service providers for the 

corporate and financial sectors. 

A Company under the Companies Act 2017 

More than thirty years after the passing of the Companies Ordinance 1984, the 

Companies Act 2017, which was the result of continuous efforts of SECP to introduce a new, 

improved version of corporate law, was enacted. Any given economy is dynamic, conferring a 

responsibility on regulators to continually adapt to rapidly evolving challenges within the 

corporate sector. Although this took several years for Pakistan, the Act 2017 retains prevailing 

fundamental concepts. Amongst other things, it eased the procedure for incorporation, 

introduced electronic means to corporate compliance, provided more protection to shareholders 

and inculcated corporate governance principles. It also introduced certain concepts to counter 
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and control unwarranted business activities. At the same time, the SECP emerged more 

empowered. 

The Companies Act 2017 defines a corporation as an entity incorporated under the 

Companies Act 2017 or company law. Company law, which also includes the Act 2017, 

encompasses the repealed Companies Act, 1913 (VII of 1913), Companies Ordinance, 1984 

(XLVII of 1984), and Companies Ordinance, 2016 (VI of 2016). The Act 2017 also 

acknowledges the important characteristics of a company as defined by various scholars. 

Incorporated association, a company can only come into existence after being registered 

(incorporated) under the Act 2017 or the Companies Ordinance 1984. Thus, any legal business 

association with a profit-making objective can be considered incorporated only after 

registration under the law of the land.  

The legal character of a company is deemed an artificial legal personality. The 

economic literature recognises a firm as a ‘nexus of contracts’,294 in which a company as a 

separate and distinct legal person can enter into different contracts with multiple parties like 

suppliers, investors and creditors. It has the right to acquire assets and can owe liability like a 

natural person. However, a company cannot sign the contract, so directors or managers sign on 

its behalf under the company seal, making the contract legally binding to the company. Under 

the Act 2017, at least two directors (including the CEO) must sign the contract on a company’s 

behalf to make it legally binding. 

Although a company is regarded as an artificial legal personality, it continues to exist 

due to its perpetual succession characteristics and does not die with the death or bankruptcy of 

 
294 The characterisation of a firm as a ‘nexus of contracts’ originates with Michael Jensen and William 
Meckling, Theory of the Firm: Managerial Behavior, Agency Costs and Ownership Structure (1976) 3 Journal 0f 
Financial Economics 305, building on Armen Alchian and Harold Demsetz, Production, Information Costs, and 
Economic Organization (1972) 62 American Economic Review 777.  
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its shareholders or with the transfer of ownership interests. It only discontinues through the 

process of liquidation under the relevant laws. Separation of management from ownership is 

another characteristic confirmed in the Act 2017. Shareholders cannot take part in the 

management of a company as a principal; rather, they elect directors as agents for this purpose. 

This separation of ownership underlies the dilemma of agency conflict.295  

The primary motive for incorporating a business is the desire of owners to limit their 

liabilities to the extent of their shareholding; thus, when collecting debt, creditors cannot 

demand more than the value of the assets owned by a company. This concept did not originate 

with the initial idea of incorporating companies; for example, the UK adopted it in the mid-

nineteenth century, while the state of California in the USA adopted it in 1931.296 This concept 

of limited liability may help minimise the risk for shareholders but may also enhance the risk 

of financial crimes in the absence of any effective governance or accountability mechanism. 

Transferability of shares is another important characteristic of a company 

acknowledged by the Act 2017. This characteristic distinguishes companies from other forms 

of business-like partnership. The transferability of shares enables the continuation of a 

company without any interruption while simultaneously providing shareholders the 

opportunity to easily liquidate their shares and maintain diversified investment portfolios.297 

3.3 Capital Market in Pakistan 

As an alternative system for enforcing corporate laws, the capital market plays no less 

important a role. The capital market in Pakistan is inefficient and has long raised concerns 

 
295 See Agency Theory, discussed in Chapter 2. 
296 Limited liability did not become a standard feature of the English law of joint stock companies until the mid-
19th century, and in the American state of California shareholders bore unlimited personal liability for 
corporation obligations until 1931. See Paul L Davies, Gower and Davies Principles of Modern Company Law 
(6th edn, 1997) 40–6; Phillip Blumberg, ‘Limited Liability and Corporate Groups (1986) 11 Journal of Corporate 
Law 573. 
297 Henry Hansmann, The Ownership of Enterprise (Harvard University Press 1996) 152–5. 
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regarding the enforcement of corporate law.298 It has often failed to penalise non-performing 

listed companies or managers. Market weakness enables market manipulation and the 

expropriation of minority shareholder rights by strong block holder groups like family owners. 

These circumstances called for market reform in Pakistan. The establishment of SECP 

through the Securities and Exchange Commission of Pakistan Act 1997 was a monumental step 

towards CG reform. SECP later enacted new regulations and amended the existing rules to 

provide maximum protection of minority shareholder rights. This was also the time when state-

owned corporations were privatised and some of their shares were opened for the public to buy, 

which motivated other family-owned companies to follow suit. These courageous steps caused 

a surge in the trading of shares in the stock market and attracted small investors who were 

previously unaware of the technicalities of the equity market.299   

Unfortunately, this boom was temporary. Pakistan’s stock market crashed in March 

2005, and dispersed small shareholders were the main victims. This failure raised several 

questions about the effectiveness of the regulators and the stock market in penalising the main 

culprits, who took undue advantage of their expertise at the cost of naive small shareholders.300 

However, this was not only the reason behind the crash. Other key factors included judicial 

incapability to protect shareholder rights and the absence of effective institutional investors; 

additionally, corruption and nepotism are so strongly embedded in various institutes that even 

judiciary and regulation authorities are not exempted from it.301 

 
298  Waqar Ali Ghani and Junaid Ashraf, Corporate Governance [2005] Business Group Affiliation 19. 
299 Imtiaz Ahmed Khan, Enforcement of Corporate Laws and Stock Market reforms in Pakistan (201) 37(1) 
Pakistan Journal of Social Sciences 307, 308. 
300 Ibid 299. 
301 Sikandar Shah , Mergers and the Rights of Minority Shareholders in Pakistan Centre for Management and 
Economics Research (CMER) (2005) Lahore University of Management Sciences, Lahore, Pakistan Working 
Paper Series 04-31. 
<https://www.academia.edu/2686168/Corporate_Governance_in_the_Financial_Sector_of_Pakistan> 
accessed on 20 May 2018.  
 

https://www.academia.edu/2686168/Corporate_Governance_in_the_Financial_Sector_of_Pakistan
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Subsequently, regulators and the state began to gradually undertake market reform in 

Pakistan stock markets. In the initial stages, the Central Depository Company (CDC) was 

established,302 under which physical shares were transferred to electronic shares to expedite 

transfer. In the next stage, the three stock exchanges of Pakistan were merged into the Pakistan 

Stock Exchange (PSX). The status of PSX was that of a company limited by shares rather than 

by guarantee, as it was previously. The second stage took over 10 years and was completed in 

December 2006, after which the rules for insider trading303 were defined more precisely and 

clearly under the securities law.304 Insider trading was taken from under the realm of criminal 

law and placed under civil law, as it is not feasible in most white-collar crimes to prosecute 

evidence beyond doubt, which may provide an out for offenders.305    

3.4 Contemporary CG versus Shariah Governance in Pakistan 

As discussed in the previous chapter, the framework for Shariah (Islamic) Governance 

differs from the conventional CG model due to its foundation in Shariah principles. These 

principles focus on the five elementary aspects of business entities: the function of 

management, the process of business, corporate culture, corporate governance, and corporate 

social responsibility.306 The concept of Tawhid (i.e., the oneness of God or full submission to 

him) provides the basis for corporate governance in Islam.307 Thus, the spiritual element 

overwhelms the guiding principles for corporate governance, promoting the ethical aspect over 

the financial aspect of any business activity. In contrast to the ‘profit maximisation’ motive of 

 
302 Central Depositories Act 1997 and the Central Depository Companies (Establishment and Regulation) Rules, 
1996. 
303 The illegal practice of trading on the stock exchange to one's own advantage through having access to 
confidential information. 
304The Securities and Exchange Ordinance 1969. 
305 Imtiaz Ahmed Khan, Enforcement of Corporate Laws and Stock Market reforms in Pakistan (2017) 37(1) 
Pakistan Journal of Social Sciences 307, 310. 
306 Irawan Febianto , Shariah Compliant Model of Business Entities (2011) 1 Social Sciences 130. 
307 Alam A Choudhury and Ziaul Hoque M, Corporate Governance in Islamic Perspective (2006) 6(2) Corporate 
Governance: The International Journal of Business in Society 116. 
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conventional CG, Shariah promotes business for the development of society and the economy 

based on fairness and justice.308  

Ethical business practices can enhance business prosperity and provide long-term 

benefits and protection for the rights of all stakeholders, including the shareholders. In Shariah, 

the principles of Shura (consultation) and Hisba (accountability) underly the framework of 

corporate governance.309 The principle of Shura dictates free discussion and consultation 

among members before reaching any decision and negates any decision made by one person 

that would affect other individuals without proper disclosure and transparency regarding any 

financial or non-financial information.310 This limits illicit actions taken by any individual or 

institute based on access to more information or the exploitation of others through this power 

(such as insider trading). The principle of Hisba (accountability) obliges corporations to 

promote ethics within the organisation that correspond to the wider social context.  

 

 

 Conventional 

Governance 

Shariah Governance 

Episteme Rationalism/rationality Tawhid (oneness of 

God) 

Objectives Protection    

of shareholder rights 

Protection of rights 

and interests of all 

stakeholders 

Corporate Goals Profit maximisation Profit-oriented but 

through Shariah 

principles 

Management BODs / controlling 

shareholders 

Board of directors 

and Shariah board 

committee 

 

 
308 See Chapter 2 under ’Shariah Governance’ for details. 
309 Abdussalam Mahmoud Abu-Tapanjeh, Corporate Governance from the Islamic Perspective: A Comparative 
Analysis with OECD Principles (2009) 20(5) CPA 556. 
310 Hartinie Abd Aziz and Zuhairah Ariff Abd Ghadas, The Propose Governance Framework for Shariah 
Corporations (2019) 4(15) International Journal of Law, Government and Communication 84. 
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Table 3.1 Comparison between Conventional and Shariah Governance.311 

3.4.1 Shariah Regulation in Pakistan 

The concept of a Shariah-compliant company was introduced in the Companies Act 

2017. Companies must obtain certification from SECP to be registered as Shariah-compliant. 

For this purpose, SECP reviewed the Shariah governance framework of different Islamic 

countries like Malaysia, Indonesia, UAE, Bahrain and Iran. Rules were also adopted from the 

Shariah Governance Framework (SGF) developed by the Auditing Organization for Islamic 

Financial Institutions (AAOIFI).312 The Shariah committee, Shura, and Shariah audit are the 

basic functions prescribed by the SGF for the effective implementation of SG.313  

Why do companies register as Shariah-compliant in Pakistan? Simply, trading in stock 

is allowed in Islam only under the condition that the business is not involved in any prohibited 

activities like alcohol, gambling, pornography, et cetera. Thus, registering as a Shariah-

compliant company can boost the compliant equity investment by raising the investor’s 

confidence in PSX. A company must pass sector-based and accounting ratio screens to achieve 

certified status. The screening is conducted using Shariah principles under the guidance of a 

Shariah supervisory board.314 

The sector-based or business activity screening test is said to be passed if the company 

in question does not involve any prohibited activity, as mentioned above, or derives less than 

5% of revenue from such activities.315 Meanwhile, the accounting ratio screening relates to 

different accounting ratios like debt (interest-related) to asset ratio, which should be less than 

37%, and investment (non–Shariah-compliant) to total assist ratio, which should be less than 

 
311 Adopted by the researcher. 
312 See Chapter 2 for detailed discussion. 
313 Hartinie Abd Aziz & Zuhairah Ariff Abd Ghadas, The proposed governance Framework for Shariah 
Corporations (2019) 4(15) International Journal of Law, Government and Communication 84. 
314  The Shariah Governance Regulations 2018, sec:11. 
315 ibid Sec 11 (a) IV. 
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33%. Both tests must be passed to achieve Shariah-compliant status.316 The ratio of Shariah-

compliant companies compared to total listed companies in PSX after the introduction of the 

2018 Shariah Governance Regulations was 45%.317 

3.5 Financial Reporting Mechanisms in Pakistan 

The interdependent relationship between corporate governance and financial reporting 

(FR) from a control mechanism aspect is hard to deny. As a control mechanism, financial 

reporting is devised within organisations to minimise inefficiency. Financial reporting removes 

the information asymmetry between managers and investors, elevating the agency problem. 

The primary users of financial reports, like investors, debtors, banks, or the government, use 

these reports to not only gauge the financial position of a company but also to assess the 

efficiency or effectiveness of the management.318  

The ownership structure of a company influences the quality of financial reporting.319 

Thus, a company with concentrated ownership or a blockholding structure may pay less 

attention to the quality of financial reporting due to fewer agency problems.320 In a dispersed 

ownership structure, however, the quality of financial reporting and auditing is of immense 

importance in protecting shareholder rights, thereby enhancing investors’ confidence.321  

The board of directors (BOD) is a combination of outside and inside directors.322 

Outside directors (independent directors) enhance the independence and reliability of BODs 

but have less access to an organisation’s internal information. Thus, a balanced BOD includes 

both inside and outside directors. Shareholders need more independent directors for effective 

 
316 ibid sec 11 (a)ii,iii. 
317 Pakistan Stock Exchange 
<www.psx.com.pk> accessed on15 Feb 2021  
318 IIASB, The IFRS Frame Work, Conceptual frame work of Financial Reporting ( IASB 2010) F OB4 
319 See Chapter 6 for details of quality elements in FR. 
320 See Chapter 2 for detailed discussion. 
321 See Chapter 6 for detailed discussion. 
322 See Chapter 6 for detailed discussion on outside and inside directors. 

http://www.psx.com.pk/
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monitoring within the board, while managers may require more executive (inside) directors, as 

they have a better understanding of the business.323  

The presence of an effective audit function within a corporation, whether external or 

internal, not only ensures the quality of financial reporting but also has a great impact on the 

elimination of information asymmetry, thereby minimising agency conflicts between 

shareholders and the management.324 Auditors furthermore provide assurance that FRs are free 

from material misstatements and present a true and fair view of a company’s financial situation. 

Recently, auditors are required to accompany corporate governance audits with a 

recommendation for improvement for the company.325 

In Pakistan, the Company Act 2017 provides rules for the presentation and preparation 

of financial reports.326 Financial statements require endorsement from both the CEO and CFO 

before getting approval from the BOD. The SECP delegates the authority for adopting the 

accounting standards to the Institute of Chartered Accountants of Pakistan (ICAP). 

International Financial Reporting Standards (IFRS) are adapted by ICAP; thus, companies are 

required to prepare their annual financial reports as per IFRS.327  

These reports require the preparation of five statements, including a statement of 

financial position, income statement, cash flow statement, statement of equity, and notes to 

financial statements. The BOD is responsible for preparing these statements using consistent 

 
323 Linck S James, Jeffery M Netter and Tina Yang, The Determinants of Board Structure (2008) 87 Journal of 
Financial Economics 308. 
324 See Chapter 2, The Agency Theory. 
325 ICAEW, What Auditors do: The Scope of Audit [ICAEW Report 2019]. 
326 The Companies Act 2017, Sec:223. 
327 Institute of Chartered Accountants of Pakistan 
<www.ifac.org/about-ifac/membership/members/institute-chartered-accountants-pakistan>accessed 23 May 
2021. 

http://www.ifac.org/about-ifac/membership/members/institute-chartered-accountants-pakistan
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accounting policies based on sound accounting principles, such as prudence328 and going 

concern.329  

In addition to the Act 2017, the Code of Corporate Governance 2019 provides the entire 

framework for FR in detail. Detailed regulations concerning the audit committee are provided 

by the Code 2019. The Code requires any listed company to establish an audit committee 

comprised of at least one independent director who shall preferably be the chairman. 

Additionally, financial skills and experience from at least one member of an audit committee 

are now a prerequisite. To maintain and enhance the independent functioning of audits, the 

Code requires the audit committee to meet with internal and external auditors once a year 

without the presence of any executive representatives from the company (e.g., CEO or CFO). 

3.6 Conclusion 

In Pakistan, corporate governance and financial reporting mechanisms are regulated 

primarily by the Corporate Governance Code 2018, the Companies Act 2017, and Pakistan 

stock exchange regulations. The Securities and Exchange Commission of Pakistan is the main 

regulatory authority, with vast monitoring, decision-making, and appellate authority for CG-

related applications and appeals that only include fines. However, for corporate crimes 

involving fines and punishment, there is an ascending judicial hierarchy from the Session Court 

to the High Court to, ultimately, the Supreme Court of Pakistan. 

The Regulation for Listed Companies 2018 (RLC) is the latest corporate governance 

code and contains mandatory, non-mandatory and recommendatory regulations. Pakistan 

 
328 The prudence principle in accounting is often described using the phrase ‘Do not anticipate profits but 
provide for all possible losses’. 
The going concern concept is an accounting principle that states that a business entity will continue running its operations 

in the foreseeable future and will not be liquidated or forced to discontinue operations for any reason. 
329 The Companies Ordinance 1984, Sec 236. 
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enforced its first Companies Act in 2017, following the Companies Ordinance 1984, which 

was primarily derived from the Companies Act 1913. The Act 2017 recognises the limited 

liability concept of shareholders limited by either shares or by guarantee.   

The equity market in Pakistan is inefficient and incapable of supporting the 

enforcement of CG regulations. Thus, efforts have been made in various phases to bring reform 

to the equity market. The establishment of SECP marked an important milestone during the 

reform, as SECP subsequently introduced the Code and the Shariah Governance Regulation 

(SGR) 2018. The Act 2017 required regulation for Shariah-compliant companies in Pakistan. 

SGR introduced the ideas of a Shariah-compliant board, Shura, and Shariah auditing for 

companies registered as Shariah-compliant after passing financial ratio tests and a screening of 

business activity.  

Alongside the corporate governance code, the Companies Act 2017 provides the 

framework for financial reporting in Pakistan. Independent directors, the audit committee, and 

the need for an independent board of directors, for instance, are all regulated by the Code. The 

Act 2017 requires the publication of annual financial reports according to the International 

Financial Reporting Standards (IFRS). Having presented the corporate governance landscape 

in Pakistan, the next four core chapters will comparatively analyse the CG and FR frameworks 

in the UK, USA, South Africa, and Pakistan.
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CHAPTER 4: ENFORCEMENT MECHANISMS OF CORPORATE 

GOVERNANCE: PUBLIC AND PRIVATE ENFORCEMENT 

4.1 Introduction 

This chapter is the first of four core chapters comparing the public and private 

enforcement of corporate governance in four selected countries: Pakistan, the USA, the UK 

and South Africa. Establishing a comparative analysis allows evaluation of the similarities and 

differences, both expected and unexpected, concerning the enforcement of corporate 

governance between these nations. This analysis informed the main research objective, which 

aimed to suggest reforms to corporate governance in Pakistan by making inferences from other 

common-law countries that are considered to demonstrate the most refined form of corporate 

governance structure and mechanism for implementation.    

Pounds suggests that enforcement and laws venture together and are incomplete 

without each other.330 Essentially, enforcement cannot be fruitful without good laws; likewise, 

good laws cannot ensure the protection of shareholders in the absence of a strong enforcement 

mechanism.331 The viable implementation and execution of laws, as opposed to the mere 

procurement of law, is not a new concept.332 Academics of corporate law have been debating 

this matter for a long time. The enforcement of laws is essential in the current period of 

globalisation and competition, in which cross-border investment has expanded 

exponentially.333 It plays an important role in facilitating international investment, a 

requirement for a successful economy in any nation.  

4.1.1 Law Enforcement Mechanism 

 
330 Roscoe Pound, Law in Books and Law in Action (1910) 44 American Law Review 12, 12. 
331 Katharina Pistor and others, Law and Finance in Transition Economies (2000) 8 Economics of Transition 356, 
358. 
332 ibid 331. 
333 Luca Enriques, Do Corporate Law Judges Matter? Some Evidence from Milan (2002) 3 European Business 
Organisation Law Review 812. 
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 The term ‘enforcement of law’ refers to a guarantee ‘that law, rules or duty is obeyed 

or fulfilled’.334 It may also be described as ‘apprehension and punishment for law breakers’.335 

Enforcement of law references a process in which a violation is investigated and legal sanctions 

imposed on the violators.336 Thus, enforcement of law includes two important elements: 

investigation and sanction. An investigation includes information collection and examination 

of the violator, while a sanction includes imposing some penalty on the violator.  

The enforcement of law helps ensure compliance with rules or laws not only through 

investigating and imposing sanctions on violators337 but also through emphasising the rules and 

procedures that limit frivolous actions of society members. Such rules and procedures inculcate 

a level of responsibility among society members and act as a precautionary barrier to 

committing a violation. 

The enforcement mechanisms for breach of corporate governance code/legislation can 

be classified into two broad categories: private enforcement and public enforcement (Figure 

4.1). Nearly all jurisdictions apply a mix of these two elements to ensure overall enforcement. 

On the one hand, public enforcement involves public institutions such as market surveillance, 

supervision of market participants, and imposition of sanctions for breach of laws and dishonest 

behaviour. In this realm, government agencies are involved in detecting and sanctioning the 

violator. The regulator endeavours to control the violation, while the police and the prosecutor 

identify and punish the violators or criminals.   

Stock exchanges provide a centralised location for the trading of listed companies and 

function as a public authority alongside regulators and prosecutors. They contribute to the 

 
334 Catherine Soanes and Sara Hawker (ed), Compact Oxford English Dictionary for University and College 
Students (Oxford University Press 2006) 
335 Isaac Ehrlich, The Deterrent Effect of Criminal Law Enforcement (1972) 1 The Journal of Legal Studies 259. 
336 Richard A Posner, Economic Analysis of Law (9th edn Wolters Kluwer 2014) 859. 
337 Oludara Akanmidu , The Deterrence Theory: A Case for Enhanced Enforcement of Directors’ Duties (2017) 1 
Corporate Governance and Organizational Behaviour Review 25, 29. 
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enforcement of corporate governance by monitoring the compliance of CG rules, as well as 

providing listing and de-listing rules and disclosure standards. However, they have been 

severely criticised for the conflict of interest created between their regulatory responsibilities 

and for-profit, listed company status.338 

 

Figure 4.1 The two main categories of corporate governance enforcement.339 

On the other hand, private enforcement includes shareholders, stakeholders, self-

regulatory organisations, judicial courts, and lawyers who can be key parties to private 

enforcement.340 Thus, private supervision is carried out through complaints and lawsuits, 

whether derivative or class action.341 The legal system of a given country determines the type 

of element applied as the enforcement mechanism of that country.342 For instance, the UK relies 

 
338 OECD ‘The Role of Stock Exchanges in Corporate Governance’ [OECD 2008]. 
339 Adopted by researcher. 
340 OECD, Supervision and Enforcement in Corporate Governance [OECD 2013b]. 

<www.oecd.org/daf/ca/supervissionandenforcementincorporategovernance2013.pdf>   
341 A private securities fraud class action is a lawsuit in which a shareholder, or a small group of shareholders 
who have lost money upon misleading statements by the company, represent the interests of a larger group of 
shareholders. 
Segato L, A Comparative analysis of shareholder protections in Italy and the United States: Parmalat as a case 
study (2006) 26 North-western Journal of International Law & Business 373. 
342 Oludara Akanmidu , The Deterrence Theory: A Case for Enhanced Enforcement of Directors’ Duties (2017) 1 
Corporate Governance and Organizational Behaviour Review 25, 29. 

http://www.oecd.org/daf/ca/supervissionandenforcementincorporategovernance2013.pdf
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heavily on private enforcement,343 while the USA makes greater use of public enforcement.344 

The effectiveness of either public or private enforcement mechanisms cannot be attributed to a 

single factor; rather, multiple factors are involved in determining the most suitable enforcement 

mechanism.  

For instance, attractive incentives, better funding, and an efficient financial reporting 

system are essential in providing equal information access to insiders and outsiders of a listed 

company. In this scenario, private enforcement proves more effective.345 Alternatively, public 

enforcement relies heavily on an independent and efficient judicial system to ensure that public 

enforcers are free from corruption.346  

Both public and private enforcement have merits and weaknesses, but some writers 

suggest that ‘private enforcement has primacy’, noting that since private parties have better 

incentives to bring a claim than public agencies, private enforcement is more effective.347 The 

‘multiple mechanism view’, however, perceives private enforcement as merely one aspect of 

the whole enforcement mechanism. Private enforcement thus helps deter the misconduct of 

managers and directors and supports the efficiency and robustness of security markets,348 

making it useful but not necessarily essential.349 

 
343 Andrew Keay, An Assessment of Private Enforcement Actions for Directors Breaches of Duty (2014) 33 Civil 
Justice Quarterly 76. 
344 Ibid.  
345 Loranzo Segato, A Comparative analysis of shareholder protections in Italy and the United States: Parmalat 
as a case study (2006) 26 North-western Journal of International Law & Business 373. 
346 Howell E Jackson and Mark Roe, Public and Private Enforcement of Securities Laws: Resource-Based 
Evidence (2009] 93 Journal of Financial Economics 208. 
347 See La Porta R, Florencio Lopez-de-Silanes and Andrei Shleifer, What Works in Securities Laws? (200) 61 
Journal of Finance 1. 
348 Reinier Kraakman and others, The Anatomy of Corporate Law [2nd edition 2009] 35–37, 84–85. 
349 Even usefulness is sometimes challenged. For example, see Elliott J Weiss and Lawrence J White, File Early, 
then Free Ride: How Delaware Law (Mis)shapes Shareholder Class Actions (2004) 57 Vanderbilt Law Review 
1797 (2004); John C Coffee, Reforming the Securities Class Action: An Essay on Deterrence and its 
Implementation (2006] 106 Columbia Law Review 1534. 
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Beginning in the late 1990s, a group of financial economists known collectively as 

‘LLSV’350 reported on corporate and securities laws in a series of widely cited studies. They 

claimed these laws contribute to the protection of minority shareholders associated with deep 

and liquid securities markets and diffuse share ownership, and that shareholder protection is 

guaranteed by following the principle that ‘good legal rules are those that a country can 

enforce’.351 

An effective CG enforcement mechanism can also compensate for weak rules/laws 

concerning the protection of shareholders. An environment emphasising shareholder protection 

encourages the growth of the equity market.352 Furthermore, the enforcement of laws is 

essential in securing cross-border investment movements against a backdrop of globalisation 

and competition.353 

The role of effective enforcement in the financial development of a country cannot be 

denied. Coffee emphasises this idea, arguing that the level of enforcement explains the financial 

development of civil or common-law countries.354 Moreover, effective enforcement is 

considered an integral requirement for the market and investors, enhancing the confidence of 

investors to invest in a country, which in turn boosts the economy’s growth.355 Millstein agrees, 

 
350 ‘LLSV’ is shorthand for Rafael La Porta, Florencio López-de-Silanes, Andrei Shleifer and Robert Vishny 
351 La Porta and others, ‘Investor Protection and Corporate Governance’ [2000] 58 Journal of Financial 
Economics 3. 
352 Ibid. 
353 Luca Enriques, Do Corporate Law Judges Matter? Some Evidence from Milan (2002) 3 European Business 
Organisation Law Review 81. 
354 John C Coffee Jr, Law and the Market: The Impact of Enforcement (2007) 156 University of Pennsylvania 
Law Review 229. 
355  The world Bank, Enforcement and Corporate Governance: Three Views (The World Bank,Global Corporate 
Governance Forum Focus 3, 2005). 

<https://pdfs.semanticscholar.org/eace/68587952e92a0d68ae1f186ba4d5604a4af3.pdf> 
 accessed 17 July 2019.   
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also noting that when such enforcement is adopted, capital does not flow to dangerous 

neighbourhoods.356 

One study found that enforcement of insider trading law is associated with a reduction 

in equity cost.357 Raising equity from securities (shares) involves a cheaper cost of equity 

compared to other sources like cost of debt, et cetera. Hence, to raise equity from share trading, 

businesses need the confidence of investors, who are more likely to invest in an economy where 

their investment and rights are protected through rule of law and, more importantly, where 

these laws are enforceable.358 

However, for some authors in a business environment, the norms of internal trust and 

trustworthiness play a more important role in discouraging director misconduct than legal or 

market sanctions.359 Thus, in the presence of these norms, external sanctions ensure that 

compliance is productive rather than counterproductive.360     

The current study adopted a comparative research design to compare the two main 

enforcement mechanism types: public enforcement and private enforcement. Analyses were 

conducted in all compared countries to evaluate which mechanisms carry more weight. 

Moreover, insights related to the associated regulatory bodies and their functions and scope 

within specific countries, as well as how different governmental and private regulatory 

institutes collaborate and complement one another, were also analysed. 

 
356 The World Bank, Non-traditional Modes of Enforcement in ‘Enforcement and Corporate Governance: Three 
Views (Global Corporate Governance Forum Focus 3 2005) 1. 
357 Uptam Bhattachraya and Hazim Daouk, The World Price of Insider Trading (2002) 57 Journal of Finance 75. 
358 Akanmidu, The Deterrence Theory: A Case for Enhanced Enforcement of Directors’ Duties (2017) 1. 
Corporate Governance and Organizational Behaviour Review 25, 35. 
359 Margaret M Blair and Lynn A Stout, Trust, Trustworthiness and the Behavioural Foundations of Corporate 
Law (2001) 149 University of Pennsylvania Law Review 1735. 
360 Ibid.  
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4.2 Enforcement Mechanisms of CG in Pakistan 

 The Code of Corporate Governance (CCG) in Pakistan, first adopted in 2002, was based 

on different models from various jurisdictions like the UK, South Africa, Japan and some 

European countries.361 However, the root convergence of CG rules was based on South Africa 

and the UK, as these countries practice common law, like Pakistan. Moreover, as Pakistan is 

an ex-colony of Britain, most of the complementary laws were derived from British laws.362  

The Code today is a compilation of ‘best practices’ that were developed partially as 

‘principles-based’363 and partially as ‘rules/code-based’364 to provide direction to companies 

listed on Pakistan's stock exchanges. The Code’s main objective is to safeguard the interests of 

stakeholders and promote market confidence. This can include ‘hybrid’ corporate governance, 

as established in South Africa, which combines three systems: civil law (inherited from the 

Dutch), common law (inherited from Britain) and customary law (inherited from indigenous 

Africans).365 

In this respect, the proposals of the King Report (South Africa), the Code of Best 

Practice of the Cadbury Committee on the Financial Aspects of CG published in December 

1992 (UK), the Report of the Hampel Committee on CG published in January 1998 (UK), and 

the Principles of CG published by the OECD in 1999 were all significant documents in creating 

the CCG.366 

The main regulatory bodies responsible for corporate governance rules are the 

Securities and Exchange Commission of Pakistan (SECP), the Ministry of Finance, and the 

State Bank of Pakistan (SBP). SECP is an autonomous body established under the Securities 

 
361 Rashid Amjad, Private Industrial Investment in Pakistan, 1960-1970 (Cambridge University Press 1982) 5 
362 See Chapter 3 for details. 
363 See Chapter 4. 
364 See Chapter 3. 
365 See Chapter 5. 
366 OECD, Principles of Corporate Governance (OECD 1999). 
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and Exchange Commission Act 1997 that became operational in 1999. It possesses 

investigative and enforcement power to both regulate the corporate sector and capital market 

and supervise non-banking finance companies and private pension schemes. It also holds other 

responsibilities, such as overseeing external service providers (accountants, brokers or credit 

rating agencies), which form an integral portion of corporate and financial sectors.367  

 The Ministry of Finance (MOF) is a body authorised to deal with all national financial 

matters, like annual budgets and financial policies, or perform any duty conferred by the 

Constitution of Pakistan 1973,368 while the State Bank of Pakistan (SBP) is incorporated under 

the State Bank of Pakistan Act, 1956, which gives the Bank the authority to function as the 

central bank of the country and supervise the enforcement of CG in the banking sector of 

Pakistan.369 The present research is limited to analysis of the CG of listed companies on the 

Pakistan Stock Exchange (PSE); the discussion will thus exclude evaluation of corporate 

governance in financial institutions. 

The Code that exists today is a compilation of ‘best practices’ that were developed 

partially as ‘principles-based’370 and partially as ‘rules/code-based’ to provide a direction to 

companies listed on the PSE. It helps safeguard the interests of stakeholders and promotes 

market confidence. 

 

 

 
367 Securities and Exchange Commission of Pakistan. 

<www.secp.gov.pk/about-us/what-we-do/> accessed 5 December 2018. 
368 The Ministry of Finance, Pakistan   

<www.finance.gov.pk/index.html> accessed 5 December 2018. 
369 The State Bank of Pakistan 

<www.sbp.org.pk> accessed 5 December 2018. 
370 See Chapter 2. 
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Figure 4.2 Enforcement of corporate governance in Pakistan. 

As this chapter aims to analyse the public and private enforcement of corporate 

governance among different countries, the following discussion presents and evaluates these 

two elements (Figure 4.2) in a Pakistani context. 

4.2.1 Public Enforcement  

 Public enforcement of corporate governance in Pakistan is a multi-layered regime that 

comprises six main categories (Figure 4.3):  

1. General corporate laws371  

2. Rules and regulations made under corporate laws372  

3. Listing regulations and bylaws of stock exchanges 

 
371 E.g., The Companies Profits (Workers’ Participation) Act, 1968; The Securities and Exchange Ordinance, 
1969; The Monopolies and Restrictive Trade Practices (Control and Prevention) Ordinance (V of 1970), Gaz. 
Pak. Feb. 26, 1970, etc. 
372 E.g., The Companies Profits (Workers’ Participation) Rules, 1971; The Investment Companies and 
Investment Advisers Rules, 1971 Gaz. Pak. Mar. 12, 1972; The Companies (Appointment of Trustees) Rules, 
1973 Gaz. Pak. May 14, 1973; The Companies (Appointment of Legal Advisers) Rules, 1975 Gaz. Pak. Apr. 2, 
1975; The Monopoly Control Authority (Net Worth of Stocks and Shares) Rules, 1977 Gaz. Pak. Aug. 25, 1977.  
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4. Civil laws, including those that provide remedies for seeking declarations, 

enforcement of claims, and recovery373 

5. Criminal laws for breaches of trust, fraud, et cetera374  

6. Special prosecution for corporate fraud and misappropriation under National 

Accountability Ordinance, 1999375  

A foundational understanding of the corporate governance structure in Pakistan can be 

gained by viewing the relevant laws alongside the SECP’s vision.376 It is worth noting that 

isolated reforms in any of the above categories would not be sufficient to ensure expected 

results377 and outcomes.378 

 
373 E.g., The Specific Relief Act 1877; The Code of Civil Procedure 1908; The Limitation Act 1908. 
374 E.g., Pakistan Penal Code 1860; The Code of Criminal Procedure 1898 
375 National Accountability Ordinance, 1999 (XVIII of 1999), Preamble. 
376 See, e.g., Manual of Corporate Governance( SECP 2004) 2.2, at 3. 
377  Ali Adnan Ibrahim, Corporate Governance in Pakistan: Analysis of Current challenges and 
Recommendations for Future Reform (2006) 5 Washington University Global Studies Law Review 323, 326. 

378 Ibid. 
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Figure 4.3 Public enforcement of CG in Pakistan.379 

 Another important aspect of public enforcement of CG in Pakistan is the Islamic 

(Shariah) perspective of legislation.380 As previously discussed, Pakistan represents a unique 

jurisdiction in which the legal system combines common and Islamic law. Pakistan’s 

constitution requires all laws to conform to Islamic law (i.e., any law repugnant to Islamic 

principles must be abolished).381 The SECP holds that the best way to promote the interests of 

 
379 Adopted by the researcher. 
380 See Chapter 3 for detailed discussion. 
381 Article 2-A of the Annex to the Constitution of the Islamic Republic of Pakistan (the Objectives Resolution) 
and Article 227 of the Constitution of the Islamic Republic of Pakistan 1973 explicitly incorporate Islam into the 
Constitution.  
Article 2-A of the Annex states: Wherein the principles of democracy, freedom, equality, tolerance, and social 
justice as enunciated by Islam shall be fully observed; Wherein the Muslims shall be enabled to order their 
lives in the individual and collective spheres in accordance with the teachings and requirements of Islam as set 
out in the Holy Quran and the Sunnah. Constitution of Islamic Republic of Pakistan 1973 Annex, article 2-A 
(1985).  
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all corporate stakeholders is to ensure that business is conducted by the highest-prevailing 

ethical standards.382  

 Corporate law provides a framework within which formal business enterprises function, 

regulating a multitude of interactions between various stakeholders in the corporate sector. It 

also supports the infrastructure underlying commerce and trade. The Companies Act 1913 

regulated the corporate sector of Pakistan until its replacement by the Companies Ordinance 

1984, which has since been replaced by the Companies Act 2017 (Act 2017). 

The Companies Act 2017 

The Act 2017 retains prevailing fundamental concepts but has eased the procedure for 

incorporation, introduced electronic means of incorporating compliances, provided greater 

protection to shareholders, and inculcated corporate governance principles. Moreover, it has 

introduced practices to counter and control unwarranted business activities. 

Section 156 of the Act 2017 states that the CCG 2017 should be applied to all listed 

companies registered in the Pakistan Stock Exchange (PSE), per the Listing Rules. Most 

sections concerning CG implementation outline legislation for the board of directors (e.g., 

composition383 and function of the board384) and board committees. Other matters addressed in 

the Act concern the presence of external auditors or representatives in annual general meetings. 

Section 249(8) states: 

 
 
Article 227 of the Constitution of Pakistan states in part: All existing laws shall be brought in conformity with 
the Injunctions of Islam as laid down in the Holy Quran and Sunnah, in this Part referred to as the Injunctions 
of Islam, and no law shall be enacted which is repugnant to such Injunctions. CONST. ISLAMIC REPUB. PAK. art. 
227(1) (1973). 
382 Corporate Governance Code 2002 (SECP 200) 
383 The Companies Act 2017, sec:151-173 
384 ibid, sec: 208. 
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The auditor of a company shall be entitled to attend any general meetings of the 

company, and receive all notices of, and any communications relating to, any general 

meeting which any member of the company is entitled to receive, and to be heard at 

any general meeting which he attends on any part of the business which concerns him 

as auditor.385   

The introduction of pecuniary liability in cases of non-compliance with corporate 

governance was a unique step in the enforcement of CG, demonstrating the seriousness of the 

legislation surrounding this issue. Prior, the only remedy for non-compliance with CG rules 

was the delisting of a company from the PSE. Section 512(2) of the Companies Act 2017 states 

that a contravention of any regulation shall be punishable with a penalty which may extend to 

Rs 5 million and, where the contravention is a continuing one, with a further penalty which 

may extend to Rs 100,000 for every day after the first day of contravention till such 

contravention continues. 

  The monitory penalty may prompt better CCG compliance. However, it is too early to 

analyse its effectiveness and may take 4–5 years to gauge its impact on the Pakistani business 

environment. However, the potential risk of delisting and huge monetary penalties in cases of 

non-compliance may result in self-deregistration by companies registered in the PSE. This self-

delisting can contribute to a loss in investment from both the domestic and foreign arenas. The 

delisting of a company may prove an effective regulatory tool for enforcement purposes, as it 

can be detrimental to the long-term investment planning of listed companies. With delisting, 

companies not only lose the confidence of investors (shareholders) but also lose market share 

and business value.   

Listed Companies (Code of Corporate Governance) Regulations, 2017 (CCG 2017) 

 
385 The Act 2017, sec 249 (8). 
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    Following CCG 2002 and the 2012 revision of the Code, the SECP issued a new CCG 

in 2017386 concerning the exercise of powers conferred by the Companies Act 2017.387 The Act 

2017 authorises the SECP to provide compliance with good corporate governance within the 

listed companies of Pakistan.388 Furthermore, while CCG 2012 was only applicable to listed 

companies, the updated Code broadened its authority to encompass all listed companies and 

other entities.389 The major issues included in CCG 2017 regard BODs, directors, auditors, 

chief financial officers, company secretaries, financial reporting, and compliance with 

regulations.390 

Enforcement through Market Control 

 Effective regulation or legislation in the field of corporate governance can only persist 

with capable enforcement rules. The incentives and abilities of all parties within a CG structure 

depend on the environment (i.e., the equity market condition) in which they operate. Thus, 

effective CG policies largely depend on the structures, participants, investment strategies, and 

transaction trends of a given jurisdiction’s stock market.391 However, the role of equity markets 

in enforcing compliance with CG rules is limited to the standards incorporated in the listing 

rules. For example, in the USA, the New York Exchange enforces compliance with its 

Corporate Governance Listing Standards through letters of reprimand or delisting; there, 

maintenance of standards is mandatory for listed equities, having been approved by SEC.392 

 
386 Notification S.R.O. 254(I)/2017 dated 31st August 2017, the Official Gazette, Pakistan. 
387 The Companies Act 2017, Section 156, 512. 
388 Ibid. 
389 The Companies Act sec 1(2). 
390 See Chapter 2. 
391 OECD, ‘Equity Markets, Corporate Governance and Value Creation’ [Journal: Financial Market Trends 
Volume 2013]. 

<www.oecd-ilibrary.org/finance-and-investment/equity-markets-corporate-governance-and-value-
creation_fmt-2013-5k40m1ntmhzs> accessed 6 December 2018.  

392 OECD, ‘The Role of Stock Exchange in Corporate Governance’ [OECD Publications, Volume 2009/1 2008]. 
<www.oecd.org/finance/financial-markets/43169104.pdf> accessed on 6 December 2018. 

https://www.oecd-ilibrary.org/finance-and-investment/equity-markets-corporate-governance-and-value-creation_fmt-2013-5k40m1ntmhzs
https://www.oecd-ilibrary.org/finance-and-investment/equity-markets-corporate-governance-and-value-creation_fmt-2013-5k40m1ntmhzs
https://www.oecd.org/finance/financial-markets/43169104.pdf
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 The equity market in Pakistan is highly concentrated and dominated by family- and 

state-owned companies.393 Approximately 559 companies are registered as listed companies 

on the PSE, with a market capitalisation of $84 billion, which comprises 25% of GDP.394 

Among the 35 business sectors in Pakistan, those showing the highest growth are the 

automotive, textile, energy/petroleum, chemical and fertiliser, and food and personal care 

product sectors.395 The most popular index is KSE 100,396 followed by the KSE 30 index and 

all shares with Islamic indices.397  

The reduced concentration of equity culture and a less active stock market are important 

factors leading to the non-adoption and weak enforcement of CG principles in Pakistan.398 This 

phenomenon will be discussed in detail in Chapter 6: ‘Corporate Ownership and Control’. 

The growth of equity culture in Pakistan was badly discouraged due to extraordinary 

returns on government bonds in the early 1980s and relaxed admittance to bank loans in the 

’90s. This practice of debt financing (bank loans) still prevails, presenting a massive hurdle to 

the growth of equity culture. It increases the dependency of firms on banking organisations and 

the dependency of the equity market on big companies. As a result, big family-owned 

companies are usually content to retain their position in the business sector and typically avoid 

weakening their control by not offering shares to the general public.399 

 
393 See Chapter 3. 
394 Karachi Stock Exchange, Annual Statistics of Listed Companies of Pakistan 
<www.ceicdata.com/en/pakistan/karachi-stock-exchange-annual-statistics/psx-no-of-listed-companies> 
 accessed 7 December 2018. 
395 Profitable Business Sector in Pakistan 
<www.researchsnipers.com/5-profitable-business-sectors-pakistan/>accessed 20 December 2018. 
396 This is a total return index (i.e., dividend, bonus and rights are adjusted). It is revised after every six months 
for inclusion or exclusion of companies on the basis of free float criteria.  
397The principal objective of the All Shares Islamic Index is to gauge the performance of the Shariah compliant 

segment of the equity market.  
398 Awais Gulzar and Zongjun Wang, Corporate Governance and Non-Listed Family-Owned Businesses: An 
Evidence from Pakistan (2012] 1 International Journal of Innovation, Management and Technology 124; Arshad 
Hasan, Impact of Ownership Structure and Corporate Governance on Capital Structure of Pakistani Listed 
Companies (2009) 4 International Journal of Business Management 2. 
399 Ibid. 

https://www.ceicdata.com/en/pakistan/karachi-stock-exchange-annual-statistics/psx-no-of-listed-companies
https://www.researchsnipers.com/5-profitable-business-sectors-pakistan/
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Due to the persistent interference of big companies in the PSE, consistent efforts in the 

reformation of the equity market in Pakistan have been made. The establishment of SECP as 

an independent regulator represented a breakthrough in the corporate environment of Pakistan. 

However, it did little to help eliminate the disappointment among shareholders regarding the 

infringement of their rights and the lack of penalisation of non-compliant companies. Hence, 

the Central Depository Company (CDC) was established as a preliminary step for the 

supervision of significant securities under the Central Depositories Act, 1997 and the Central 

Depository Companies (Establishment and Regulation) Rules, 1996.  

Furthermore, the meaning and liability of insider trading were modified in the Listing 

Rules 2016.400 For this purpose, all Listed Companies shall maintain and regularly update a 

register to enlist persons employed under contract or otherwise, who have access to inside 

information, in the manner as provided in Access to Inside Information Regulations, 2016. The 

Securities Act of 2015 also prohibits insider trading and specifies that insider information 

includes any information relating to listed securities that has not been made public or, if made 

public, would likely affect the prices of securities upon the revelation of inside information. 

The punishment for insider trading was changed from joint imprisonment and a fine to 

only a fine, transforming it from a criminal to civil offence. This conversion was made because 

the form of proof required in criminal matters is much more severe than in civil matters. The 

indigenous nature of insider trading activity would make it difficult to acquire authentic proof 

required in proving a criminal offence, making such convictions impossible in most corporate 

and white-collar crimes. This stance differs from the rest of the world, which typically 

considers insider trading a criminal offence, with the offender liable for both imprisonment and 

a fine, like in the UK, USA, and South Africa.401 

 
400 Pakistan Stock Exchange, [Rule Book 2018].  
401 The Trading Act 1998, The Criminal Justice Act 1993, The Securities Exchange Act 1934. 
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4.2.2 Private Enforcement 

The differentiation between lawful acts and lawful ways to accomplish illegal acts is 

consistently left to the courts to decide. This interpretational role of the court highlights the 

significance of the judiciary and further emphasises the gaps left due to the failure of the 

legislature to anticipate future problems.402 The decisions handed down by courts become 

precedents that guide inferior courts and are influential in both domestic and foreign courts 

regarding future decisions.403 

The Constitution of Pakistan404 cherished the latest version of the judicial structure of 

Pakistan,405 which is set out according to the Companies Ordinance 1984, the SECP Act, 1997, 

and the Constitution of Pakistan. Individuals having grievances related to corporate matters can 

file a complaint or petition via two mediums: general courts or the SECP.  

Filing a corporate matters complaint with the SECP is appropriate under two 

conditions: 1) when the SECP is declared as the appropriate medium for filing a complaint or 

2) when the provisions of the Ordinance406 are violated, no forum is declared to initiate a 

complaint, and the punishment for the infringement is just a fine.  

Alternatively, filing a complaint through the general courts occurs under two 

conditions: 1) when the court is stated as an appropriate medium or 2) when the punishment 

for infringement must be determined. Punishment determination includes determining 

imprisonment with or without a fine.407 The Ordinance states that in situations where the 

punishment only constitutes a fine, SECP officials retain the authority to entertain these cases 

 
402 Jonathan Macey, Courts and Corporations: A Comment on Coffee (1989) 89 Columbia Law Review 1698 
403 Faqir Hussain, The Judicial System of Pakistan (The Federal Judicial Academy 2014).  
404 The Constitution of Islamic Republic of Pakistan 1973. 
405 ibid Part VII, Articles 175-212. 
406 The Companies Ordinance 1984. 

407 ibid S. 476.  
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relying on the amount408 of the fine.409 A revision application contesting the decisions of the 

assistant registrar, deputy registrar, joint registrar, or additional registrar can be filed with the 

Registrar of Companies.410 

 Likewise, a revision application contesting the decision of a registrar and any other 

official authorised by the SECP can be filed with the Commission. The Commission possesses 

the authority to revise any decision of any SECP officer, and the Commission’s decision is 

considered ultimate and absolute.411 Likewise, the Commission and registrar retain the 

authority to review their own decision and consider that order final.412  

An aggrieved person can also file an appeal with the High Court (HC) despite review, 

revision, or appeal by the SECP.413 The SECP may inaugurate Appellate Benches authorised 

to entertain an appeal within the SECP.414 If the decision is made by a commission consisting 

of one commissioner, the right of appeal is designated to the Appellate Bench consisting of 

commissioners (more than one) that do not include those commissioners who participated in 

the original decision. An appeal against an order of the Appellate Bench could be heard in the 

courts within 60 days, according to Part II of the Ordinance.415 

4.3 Enforcement Mechanisms of CG in the USA 

In the USA, each state has its own company laws, while the federal government 

oversees states and monitors the activities of the Securities and Exchange Commission (SEC). 

States tend to structure their company laws to guard their own interests and be the winner of 

the legislative competition (i.e., attract a large number of investors). Delaware appears to be 

 
408 ibid Part (II). 
409 ibid S. 477 (1) (a).  
410 ibid S. 477 (1) (b)..  
411 Ibid S. 484 (1). 
412 ibid S. 484 (2). 
413 ibid s. 485 (1). 
414 The SECP Act 1997 (SECP 1997) S. 33(2). 
415 ibid Sec: 33-4. 
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the current winner of this competition, as most companies are incorporated there. The primary 

reasons for this are its company legislation rules and large body of company-friendly case 

law.416 

‘Delaware corporate law plays a key role in the evolution of the companies in the USA 

because Delaware laws prove an alternative set of rules that serves firms and their legal 

advisors across the country’.417 Thus, company law addresses the local matters of states and 

allows companies to choose their state of incorporation. Based on the conflict of law rules, the 

courts respect this choice, even if the state has no other connection with the chosen state of 

incorporation.418 

The role of the federal government is also significant, as it can interfere at any time if 

a matter becomes a national issue.419 The SEC remains on standby for any critical situation and 

continuously monitors commercial business activities that could cause the national economy 

or national and international markets to spontaneously topple. This oversight confines states’ 

authority to legislate.420 Thus, there is continuous legal and political bargaining around the 

exercise of public interest and the likelihood of federal intervention when things get out of hand 

at the state level. This may also explain why Delaware was ousted by Congress with the 

Sarbanes-Oxley Act after the Enron and World Com scandals, which dominated the media.421 

4.3.1 Public Enforcement  

 
416 Bob Ticker, Corporate Governance: Principles, Policies and Practices (3rd edn, Oxford University Press 2015) 
107. 

417 McChery JA and others, Corporate Governance Regimes: Convergence and Diversity (Oxford University Press 
2009) 780. 
418Ibid 780-789. 
419 Thomas Clarke, International Corporate Governance: A Comparative Approach [2nd Edn, Routledge 2017] 
192. 
420 ibid.  
421 Ibid.  
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In the US, multiple government and self-regulatory organisations share the 

responsibility of enforcing corporate governance regulations, but federal security laws allocate 

the primary duty of enforcement to the federal government.422 Figure 4.4 shows the division of 

public enforcement into three main categories: federal regulations, stock exchange listing rules, 

state corporate laws, and non-legal sources, which will be analysed in the following discussion.  

 

 

Figure 4.4 Public enforcement mechanism of corporate governance in the USA.423 

Securities and Exchange Commission Regulations 1933/34 

In the field of financial securities legislation, two acts were passed with the aim of 

providing equal and fair treatment to shareholders in the securities or share market. The first 

was the Securities Act of 1933 and the second was the Securities and Exchange Act of 1934. 

Under the Securities Act of 1933, an applicant is required to file a registration statement before 

 
422 The Securities and Exchange Commission Act 1934, Section 12(g). 
423 Adopted by the researcher. 
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issuing any new shares to the public. The governing agency imposes penalties on any 

misstatement in registration and establishes a securities and exchange commission.424 

Furthermore, it requires publicly listed companies to submit final and quarterly financial 

statements to the SEC.425 The rulings specified under this act prohibit fraudulent practice 

related to any selling or purchasing of shares.426  

The Securities and Exchange Commission (SEC) was established through the Securities 

and Exchange Act of 1934. The SEC accepts and monitors the periodic submission of financial 

statements, prevents market manipulation, and restricts insider dealing. Other self-regulatory 

organisations, including the New York Stock Exchange (NYSE) and the National Association 

of Securities Dealers Automated Quotations (NASDAQ), were established through this act. 

Sarbanes-Oxley Act 2002 

The collapse of Enron resulted in the promulgation of the Sarbanes-Oxley (SOX) Act 

of 2002. This act is considered the most influential piece of corporate legislation to date and 

demonstrates the US approach to corporate governance, which relies on hard laws versus 

discretionary codes.427  

The SOX Act applies to all companies listed in the USA, whether located in the US or 

abroad. Its application to multinational companies operating anywhere in the world but still 

recognised as listed companies in the USA yields international implications. However, some 

provisions of SOX do not align with the legal framework of other countries. Such discrepancies 

 
424 Loranzo Segato, A Comparative analysis of shareholder protections in Italy and the United States: Parmalat 
as a case study (2006) 26 North-western Journal of International Law & Business, 373. 

 
425 Rittenberg L, Johnstone K and Gramling A, Auditing (South-Western Cengage Learning, Mason 2009) 
426 Ibid 425. 

427Bob Tricker, Corporate Governance: Principle Policies and Practices [3rd edition , Oxford University Press 
2015] 109. 
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can lead to the delisting of companies from the NYSE and discourage other companies 

(especially non-US companies) from getting listed among US companies.428 

   Auditing, financial reporting, the board of directors, and the establishment and 

reporting of internal controls were the main reforms introduced by SOX. These reforms are 

analysed in detail in Chapters 5, 6 and 7 of this study. 

However, the law in writing429 does not necessarily indicate its impact on society and 

the economy. The SOX has been criticised for various reasons, such as high implementation 

costs.430 Per SOX, mandatory requirements (Section 404) for internal audit controls of a 

company must be fulfilled. This necessity increases company costs in hiring and retaining 

qualified independent directors and bans non-audit work. 

Another significant aspect of SOX is the establishment of extra liability for fraud. For 

example, under SOX, the CEO and CFO must sign financial statements, thus making them 

liable for any possible fraud in the company. However, this requirement does not translate into 

action,431 as these penalties neither create an ethical culture432 nor ‘foster responsible 

behaviour’, resulting in a lack of any significant change since the implementation of SOX.433  

Dodd-Frank Act 2012 

The Dodd-Frank Wall Street Reform and Consumer Protection Act434 contains 

numerous provisions that affect the governance of issuers. This act imposes governance 

 
428 Christine A Mallin, Corporate Governance (5th Edn, Oxford University Press 2016) 55.  
429 Roscoe Pound, Law in Books and Law in Action (1910) 44 American Law Review 12. 
430 Johnston J and Madura J, The Pricing of IPOs Post-Sarbanes-Oxley (2009) 44 Financial Review 291.  
431 Brad Hopkins, The Successes and Shortfalls of the Sarbanes-Oxley Act of 2002 (Senior Honours Projects 
2016) 99. 
432 Mintz S, Corporate Governance in an International Context: Legal Systems, Financing Patterns and Cultural 
Variables (2005) 13 Corporate Governance: An International Review 582. 
433 Jack Ciesielski, Valeant: Why Enron-era Accounting Never Really Died with Enron (2015) 9 Journal of Global 
Business Issues 1. 
434 The Dodd-Frank Wall Street Reform and Consumer Protection Act 2010 

<www.sec.gov/spotlight/dodd-frank/corporategovernance.shtml> 

https://www.sec.gov/spotlight/dodd-frank/corporategovernance.shtml
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changes on companies, including proxy access and say-on-pay, matters that previously fell to 

the discretion of the board and its shareholders. Shareholder democracy refers to the process 

allowing companies to oblige shareholders with at least 3% shareholding from the past 3 or 

more years to nominate 25% of the board on an annual proxy. Moreover, this act ensures that 

shareholders adopt a say-on-pay voting approach for the approval of executive compensation, 

with a renewal frequency of every 3 years.435  

Stock Exchange Listing Rules  

Any company listed on a security exchange, such as the NASDAQ or NYSE, is subject 

to the listing rules of that exchange regarding corporate governance and audit committees.436 

The NYSE-listed company manual contains the full set of requirements for a company to be 

listed, which include the specific regulations in Section 303A.437 This section provides rulings 

related to the majority of independent directors, empowerment of NEDs, the requirements and 

composition of nomination/corporate governance/compensation/audit committees, the right to 

vote by shareholders on all equity compensation plans, the adoption and disclosure of corporate 

governance guidelines, and the code of business conduct.438  

The implementation of listing rules reduces the threat of delisting from the stock 

exchange and temporary suspension of trading for repeated offences of non-compliant 

companies. Removal or suspension from the list makes an effective impression on companies 

regarding the enforcement of corporate governance rules or laws. International and domestic 

 
435 ibid sec: 951-955. 
436 US Securities and Exchange Commission 
<www.sec.gov/smallbusiness/goingpublic/listingstandards> assecced on July 2019. 
437 Bob Tricker, Corporate Governance: Principles, Policies and Practices (4th Edn, Oxford University Press 2019) 
134. 
438 NYSE Company Manual, Section 304(a) 

<www.nyse.com> accessed12 August 2019. 

https://www.nyse.com/
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companies planning to generate equity in international markets regard these as a serious threat 

potentially resulting in losing business in the domestic or international market.   

Non-legal Sources  

Some significant non-governmental organisations (NGOs), such as the Committee of 

Sponsoring Organizations (COSO), The Treadway Commission (TC), the Business 

Roundtable (BRT), the National Association of Corporate Directors (NACD), the American 

Law Institute (ALI), and the Council of Institutional Investors (CII) also contribute to the 

development of corporate governance in the USA.439 Besides promoting minimum 

requirements for the best practices of companies, these NGOs provide an opportunity to 

individualise practices appropriate for individual companies. The principles provided by these 

organisations are not binding; rather, they serve as a guide for companies to develop structures, 

procedures and practices according to their individual business requirements.440 

These NGOs focus on specific issues concerning the business or commercial areas for 

which they are created. For example, the TC was created (1985) to consider fraudulent 

corporate financial reporting, proposing the creation of COSO in its first report.441 COSO is a 

private sector initiative (1987) that guides executive management and governance entities to 

establish more effective and efficient business operations globally.442 The BRT (1997), an 

association comprising the chief executive officers (CEOs) of the largest US companies listed 

 
439Joseph A McChery and Piet Moerland and others, Corporate Governance Regimes: Convergence and 
Diversity ( Oxford University Press 2009) 110. 

440 Ibid. 
441 Report of The Financial Commission on Fraudulent Financial Reports 
<www.coso.org/Documents/NCFFR.pdf> accessed on 12 August 2019. 
442  Commission of Sponsoring Organisations of the Treadway Commission 
<www.coso.org> accessed 12 August 2019. 
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on the NSE, publishes principles of corporate governance443and assists management and BODs 

in their efforts to implement policies for best corporate governance practices.444    

Furthermore, to promote better board practices and influence corporate governance 

policies, directors and key executives from public and not-for-profit companies have 

established an alliance with the NACD (1977), which focuses on the professionalism of 

directors and expects boards to be more active rather than just mechanically linking owners 

(shareholders) and managers. It acts as a surrogate for dispersed ownership by forming the very 

centre of corporate governance.445 The ALI (1993) presented and clarified the common law as 

a review of company law in 2002 and published the general principles of corporate 

governance,446 and the CII represents institutional investors like pension funds, corporate 

employees and the public in the USA and suggests corporate governance policies for 

institutional investors for the effective governance of publicly traded corporations.447 

The active participation of private organisations or NGOs in the promotion of good and 

effective corporate governance helps create an environment for the implementation of 

minimum or standard requirements of USA law. Such collaboration further augments levels of 

compliance by removing the gap and accommodating compliance through specific business 

requirements to boost the economic condition of the country.  

Recommendations from these NGOs represent recommendations from key players 

based on their practical experience and real-time challenges within different business segments. 

 
443 Principle of Corporate Governance 2002 updated in 2005, 2010, 2012 and 2016 
<www.businessroundtable.org/policy-perspectives/corporate-governance>  accessed on 12 August 2019. 
 
444 Business Roundtable 
<www.businessroundtable.org/policy-perspectives/corporate-governance> accessed 12 August 2019. 
445 NACD 
<www.nacdonline.org/about> accessed 12 August 2019. 
446 American Law Institute 
<www.ali.org/about-ali/> accessed12 August 2019. 
447 Council of Institutional Investors 

.<www.cii.org/> accessed 12 August 2019. 
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However, this may strengthen government policies and encourage the active participation of 

NGOs in modifying laws to their advantage. Modifications in the rules can create an unbiased 

market environment and quash the voice of weaker or less active groups.  

 Enforcement through Equity Market 

As discussed above, the public enforcement element of corporate governance in the 

USA also involves enforcement through market sources. The USA is a strongly market-

oriented economy, and market dimensions play a vital role in enforcement. This control is 

exercised through the movement of share prices and takeovers. Consequently, a strong 

relationship is established between share prices and managerial performance to increase the 

market value of share prices. The public enforcement element of corporate governance 

exercises the right to control outsider shareholders through firm restructuring and the 

replacement of management. It moreover motivates shareholders to exit poor-performing 

firms.448 

Takeover is another possible outcome for underperforming firms with lower stock 

prices, in which shareholders regain control of poor-performing firms and replace inefficient 

management.449 Takeovers are often criticised as being brutal but admittedly create effective 

financial pressure on poor-performing firms and management. Takeovers are thus a mode of 

direct monitoring by large blockholders and are regarded as a key feature of a market-based 

corporate governance system.450 

 
448 Henry G Manne, Merger and Market for Corporate Control (1965) 73 The Journal of Political Economy 110. 
449 Andrei Shleifer Lawrence H and Summers , Breach of Trust in Hostile Takeovers in AJ Auerbach (ed), 
Corporate Takeovers: Causes and Consequences (The University of Chicago Press) 33. 
450 Hopner Martin and Jackson Gregory, An Emerging Market for Corporate Control? The Case of Mannesmann 
and German Corporate Governance[MPIFG Discussion Paper 01/4 2001]. 
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 However, if not circumscribed by law, takeovers may serve as a way to transfer wealth 

to shareholders at the expense of the long-term performance of a firm.451 Another criticism of 

takeovers is that they redistribute wealth rather than generate wealth from gains.452 

4.3.2 Private Enforcement 

  While the previous discussion regarding public enforcement was limited to ‘law in 

books’, the focus will now shift to ‘law in action’, or, private enforcement in the USA. Active 

enforcement is considered a fundamental strength of the USA market, allowing cross-listed 

firms to trade at higher prices than non-listed firms.453 However, it has also been criticised for 

exercising excessive litigation potential against companies. Moreover, the lawsuit-friendly 

rules and regulations drastically impact the competitiveness of the US market and US-listed 

companies.454  

Formal Litigation: Class Action Suits, Direct/Derivative Claims  

Under Federal Rules of Civil Procedure Rule 23(a), a judge must certify a class action 

before it can proceed. Relevant criteria include numerous classes; otherwise, it is impractical 

to join all members. The presence of questions of law or fact common to the class, and the risk 

of varying outcomes that would establish incompatible standards of conduct for those not 

participating in the litigation, must be analysed while simultaneously determining the legal 

footprints. Plaintiffs are routinely granted certification to bring class actions against directors 

 
451 Simon Deakin and others, Implicit Contracts, Takeover and Corporate Governance: in the Shadow of City 
Codes (ESRC, Centre for Business Research 2002) 254.  
452 Andrea Shleifer and Lawrence Summers, Breach of Trust in Hostile Takeovers in Auerbach AJ (eds), 
‘Corporate Takeovers: Causes and Consequences (The University of Chicago Press 1988) 33. 

453 Michael R Bloomberg and Charles E Schumer (Sustaining New York’s and the US’ Global Financial Services 
Leadership 2007). 

<http://www.nyc.gov/html/om/pdf/ny_report_final.pdf> accessed 13 August 2019. 
454  Coffee JC, (2007). 
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under corporate and securities law.455 The extent or rate of private enforcement of corporate 

governance relies heavily on the overall legal environment, including directions related to civil 

procedural rules, legal duties imposed on directors, and procedural rules relating to shareholder 

litigation procedures. One study suggested that the use of contingency fees stimulates the 

requirement for legal attorneys.456 

 Directors owe loyalty and care to their shareholders. When these duties are breached, 

USA law allows shareholders to bring a direct suit or derivative suit. If the harm is allegedly 

done to the shareholder personally a direct suit may be initiated; however, if the company is 

allegedly affected by any breach of duty by directors, this may pave the way for derivative 

claims.457  

4.4 Enforcement Mechanisms of CG in the UK 

 The primary enforcers of corporate laws in the UK are organisations such as the 

Financial Reporting Council (FRC) and Financial Conduct Authority (FCA). The FRC is a 

regulatory body for accountants, auditors, and actuaries and is responsible for structuring the 

UK’s CG and stewardship codes,458 while the FCA is a conduct regulator for financial services 

firms and the financial market. Both regulate, supervise and set standards for businesses and 

the economy as a whole.459 

Such organisations provide rules and legislation for corporate governance of the 

different public and private enterprises in the UK. Public enforcement of CG mainly consists 

 
455 John Armour and others, Private Enforcement of Corporate Law:  An Empirical Comparison of United 
Kingdom and United States [2009] 6 Journal of Empirical Legal Studies 687, 693. 

456 ibid 692. 
457 Ibid 695. 
458 The Financial Reporting Council, UK 
<www.frc.org.uk/about-the-frc> accessed on Dec 2019. 
459 The Financial Conduct Authority, UK 
<www.fca.org.uk/about> accessed on Dec 2019. 
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of the Company Law 2006, rules, and codes. Private enforcement provides shareholders the 

right to file a suit, either individually or collectively, against the company in cases of 

infringement of their rights. This section will further elaborate on these elements.   

The FRC is an independent regulator that promotes high-quality corporate governance 

and reporting,460 while standards of corporate governance are promoted through the UK 

Corporate Governance Code.461 Moreover, it sets standards for corporate reporting within the 

UK and ensures the enforcement of those standards. It also oversees the regulatory activities 

of professional accountancy bodies and manages independent disciplinary arrangements for 

public interest cases involving accountants.462  

The FRC board is composed of three committees: the Codes and Standards Committee, 

the Conduct Committee, and the Executive Committee.463 These committees act as advisory 

bodies and set standard codes for corporate governance activities, monitor and perform 

disciplinary functions to promote high-quality corporate reporting, and execute an advisory 

function on respective strategic issues.464  

Consultative reviews of the Combined Code from 2002 repeatedly provide evidence 

for FRC's role in the field of corporate governance in the UK and its effective response to 

global financial crises. These consecutive reviews of the UK Corporate Governance Code, 

occurring in 2006, 2008, 2010, 2012, 2014, 2016, and 2018,465 not only demonstrate an 

 
460 McChery JA and Moerland P (2009) 119. 
461 Ibid. 
462 Ibid. 
463 Christine M (2016) 42-43. 
464 ibid. 
465 The Financial reporting Council, UK 
<www.frc.org.uk/directors/corporate-governance-and-stewardship/uk-corporate-governance-code> accessed 
16 August 2019. 
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effective response but also show the impact on confidence levels regarding aspects of corporate 

governance.466 

The FCA is an independent entity that regulates the financial services industry in the 

United Kingdom. It was established in 2013 and assumed responsibility from the Financial 

Services Authority to conduct prudential regulations.467 The principal objective of the FCA is 

to protect consumers and financial markets and promote effective competition for the interest 

of consumers.468 It receives funds from private institutes for carrying out regulatory activities 

but is governed by the UK treasury, despite not receiving government funding.469   

The UK Listing Authority (UKLA) is a division of the FCA that regulates the main 

stock market – the London Stock Exchange (LSE). It provides companies the choice of 

premium listing, standard listing, high growth, and specialist fund segments.470 The LSE listing 

rules will be revisited in the later discussion of public enforcement in the UK. 

 The UK implements a ‘soft law’ regime, employing discretionary and voluntary rules 

for corporate governance. Soft laws have been described as ‘rules of conduct which, in 

principle, have no legally binding force but may have practical effects’.471 The social and 

political environment in which these rules of conduct are introduced thus requires effective 

observation.472 In other words, ‘soft law is not legally binding, and implementation must solely 

rest on the goodwill of those agreeing to or affected by it’.473  

 
466Christine M (2016) 42. 
 
467 McCheery and Moarland (2016) 122. 
468 Ibid. 
469 Ibid. 
470 London Stock Exchange Rules of the London stock Exchange (LSE, Rule Book 2019). 
471  Francis Synder F, Soft Law and Institutional Practice in the European Community: Institutions, Processes, 
Tools and Techniques (EUI Working Papers (Law), No. 93/5 1993) 2. 
472 Borchardt GM and Wellens KC, ‘Soft Law in European Community Law’ [1989] 14 European Law Review 67 
473 Michelle Cini ,The Soft Law Approach: Commission Rule-making in the EU's State Aid Regime (2001) 8 
Journal of European Public Policy 192. 
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Goodwill is associated with the intention of the regulators or parties involved in the 

framing of rules. In the absence of goodwill, compliance with soft law becomes difficult.474 

Hence, the researcher assumes two important aspects of soft law: first, the compliance and the 

circumstance in which these rules can be observed or confirmed, and second, the extent to 

which these rules can be observed. 

‘Comply or explain’ is the philosophy underlying the implementation of corporate 

governance soft code in the UK.475 It makes noncompliance with rules as acceptable as 

compliance if there is a justifiable reason for deviation.476 As a result, this ‘one size fits all’ 

principle allows for adaptability to suit specific circumstances. 

In 2012, the Financial Reporting Council477 specified that the issuer must include a 

corporate governance report alongside its director’s report, with a delineation of the parts of 

the code it has deviated from. This code thus gives companies a choice to not adhere to any 

provision of the code, with the stipulation that they must ‘explain’ the reasons behind this 

decision. Thus, CG Code provides two choices (Figure 4.5): compliance or non-compliance, 

with the latter requiring an explanation.  

Between ‘comply’ or ‘explain’, complying with the code is considered the best practice. 

Some critics actually argue for replacing the term ‘comply’ with ‘apply’ to make it clearer to 

companies what is actually being asked for by the UK’s combined code.478 Of note, some 

jurisdictions like South Africa use the term ‘apply or explain’ instead of ‘comply or explain’.  

 
474 Ibid.  
475 Sanderson P and others, Flexible or Not? The Comply or Explain Principle in UK and German Corporate 
Governance [Working Paper 407, Cambridge University 2010] 1. 
476 Ibid. 
477 Financial Reporting Council (2012) 
<www.frc.org.uk> accessed 10 March 2018. 
478 Ojala A, Lost in Accountability. ‘Comply or Explain’, ‘Apply or Explain' and' Apply and Explain' in a test: The 

Barriers to Company Benefit? (2020). 
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This provision of choice indicates the voluntary nature of corporate governance codes 

in the UK, which is starkly dissimilar from the ‘hard law’ nature of the USA. Codes are 

moreover considered ‘soft laws’ if they contain both voluntary and statutory elements or hybrid 

elements like the codes implemented in South Africa and Pakistan. 

 

Figure 4.5 Choices with ‘comply or explain’.479 

  The ‘comply or explain’ mechanism depends on two major factors. First, it includes 

investor engagement as the foremost reason for developing the mechanism and encourages 

dialogue between investors and companies. If shareholders or investors are not satisfied with 

the explanation of non-compliance, they can use their rights and pose questions challenging 

the board.480 This system requires shareholders or investors to be active and vigilant in their 

monitoring and articulation roles through voting. 

 Second, this mechanism depends on market sanctions. Since it is a market-based 

approach, corporations that do not abide by the ‘comply or explain’ principle may eventually 

face a price drop in their shares if investors (potential shareholders) decide not to invest.481 

Hence, market sanctions provide a parallel system of accountability to legal sanctions in hard 

law regimes of corporate governance. Market sanctions represent the distinct features of UK 

corporate governance and are claimed to be more effective. However, the effectiveness of 

 
479 Adopted by researcher. 
480 Ibid. 
481 Andrew Keay, Comply or Explain: In Need of Greater Regulatory Oversight? (Working Paper 2012) 4-5.  
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market sanctions can become limited, as they are not applicable in every aspect and require 

thorough consideration.  

Flexibility seems to be an important advantage of the Codes of corporate governance 

in ‘soft law’ regimes, as it encourages companies to adopt the spirit of the code, while the ‘hard 

law’ regime is more likely to adopt the ‘box-ticking’ approach by employing only safe 

deviations from the rules, which often does not serve to build up investors' trust.482 However, 

‘comply or explain’ has been criticised due to the monitoring role of external parties/experts, 

like auditors. As per their arguments, ‘comply or explain’ may motivate management to follow 

the latter rather than the soul of the Code; in other words, the practice of ‘box-ticking’ can be 

more lucrative.  

One study shows that although the combined codes had increased the level of 

compliance by the end of 2004, there was a problem with 10% neither complying nor 

‘explaining’. Non-compliance without a good or valid explanation, or any explanation at all, 

undoubtedly raises questions regarding the effectiveness of this soft approach. Thus, the 

relative benefit of flexibility can only be achieved if proportionate to a good number of 

explanations.483 This scenario additionally prompts the question of who monitors the quality 

of explanations. The answer to this question has informally been left to market participants, 

including shareholders, the board of directors, management, employees, suppliers, and 

customers.  

However, it is worth noting that the flexibility of ‘comply or explain’ is being used with 

much discretion by some companies, as their ‘explain’ portion is often uninformative and does 

not provide any clarity on their decision to depart from the best practices in corporate 

 
482 Arcot SR, Bruno VG and Grimaud AF, Corporate Governance in the UK: Is the Comply or Explain Approach 
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governance.484 The above observations suggest that this approach equalises companies 

observing and not observing the Code as both are active and neither is in violation, and the rest 

is left to market participants to evaluate the quality of the explanation and decide accordingly.  

 Moreover, the cost of compliance as compared to the ‘hard law’ regime is 

commensurate to the number of non-compliances that are not explained. Monitoring is the core 

element of compliance with the Code. However, this involves high costs due to the appointment 

of independent directors and non-executive directors. The appointment of these directors 

depends upon the monitoring and advisory needs of the companies.485 Hence, the appointment 

of these directors is a compliance requirement of the combined code. If low costs are incurred 

by a company, this might indicate a lower level of compliance. The question of appointment 

and independence of directors and the subsequent impact on the effectiveness of corporate 

governance will be analysed in Chapter 5 of this study. 

4.4.1 Public Enforcement 

The role of corporate governance is to protect and advance the interests of shareholders 

by setting the strategic direction of a company and appointing and monitoring capable 

management. The public enforcement element of corporate governance, which is composed of 

laws, rules, and codes, is summarised in Figure 4.6. 

  The statutory corporate governance responsibility under the Companies Act 2006 (CA 

2006) is complemented by the ‘comply or explain’ principles of the Combined Code, which is 

overseen and maintained by the FRC, and financial regulation under the Financial Services and 

Markets Act 2000 (FSMA). The core objectives of these regulatory institutions are (a) market 
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confidence; (b) public awareness; (c) the protection of consumers; and (d) the reduction of 

financial crime’.486 

  The UK Stewardship Code 2012 also complements the UK Corporate Governance 

Code and focuses on institutional investors playing a more active role in corporate governance. 

Moreover, there are corporate disclosure requirements stated in the FCA Disclosure and 

Transparency Rules (DTR) to set out certain mandatory disclosures487 and FCA Listing Rules 

(LR) that specify a ‘comply or explain’ requirement,488 whereas, the Corporate Governance 

Code explains the provisions if a company chooses not to comply with the Code.489 

 

Figure 4.6 The UK corporate governance framework.490 

 
486 Financial Services and Markets Act 2000 (FSMA). Sec: 2.2. 
487 FCA, Handbook, FCA Disclosure and Transparency Rule (DTR), FCA. 
488 FCA, Handbook, FCA Listing Rule, FCA 
<www.handbook.fca.org.uk/handbook/LR.pdf> 
489 Corporate Governance Code 2016, FRC UK 
 <www.frc.org.uk/getattachment/ca7e94c4-b9a9-49e2-a824-ad76a322873c/UK-Corporate-Governance-Code-
April-2016.pdf>  
490 Adopted by the researcher. 
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Source: Adopted from Corporate Governance for Main Market and AIM Companies (2013) 

The Companies Act 2006 

The Companies Act 2006 is the primary legislation that governs company law in the 

UK, superseding the Company Law 1985.491 It is the longest piece of legislation ever enacted 

in the UK, with over 1,300 sections.492 Following eight years of consultation, the final 

provisions of the Act became law in October 2009.493 The prime aims of the Act are to 

modernise and simplify company law, codify director duties, grant improved rights to 

shareholders, and simplify the administrative burden carried by UK companies.494 However, 

some commentators have criticised the Companies Act for delivering several reforms that do 

not contribute toward simplifying the workings of limited company directors.495 

In addition to restating previous legislation, the Companies Act 2006 introduced new 

measures.496 Director duties were clarified for the first time through statute law versus case 

law, as happened previously.497 Moreover, the Act specified that the director must act in the 

interest of shareholders and consider the interests of wider stakeholders like employees, 

suppliers, and the community.498 This legal requirement exhibits the UK approach to a 

shareholder-oriented model of corporate governance that incorporates loyalty of the 

directors/board towards stakeholders.  

In some respects, company law seems to increase the burden on listed companies. For 

instance, provisions related to the enhancement of shareholder rights, like effective electronic 

communication, proxy rights, and circulation of shareholders’ proposals at the company’s 

 
491 Ticker Bob (2015) 121. 
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expense, are recommended under company law.499 Similarly, the Act also requires 

shareholders/institutional shareholders to be more active and transparent in disclosing the 

reasons for their votes.500 

The Rules 

The Financial Conduct Authority (FCA) lays down the rules about corporate 

governance of the companies that are listed or wish to be listed on the stock exchange.501 The 

FCA also has implementation authority, making rules to reduce financial crime. It is regulated, 

funded and governed by a board appointed by the UK Treasury. However, it is not funded by 

the government but instead financed by financial institutions.502 The researcher asserts that this 

supervisory and monitoring role of the government on privately funded institutes is effective 

in two ways. First, private financial institutions are encouraged to take on an advisory role and 

offer what is essentially practical advice from professionals. Second, the flexibility available 

to private financial institutes is not left unattended but rather monitored and organised by the 

state department. 

The rules set out by the FCA provide the minimum requirement for a company to be 

listed initially or continue to be listed after admission. These rules supplement the Disclosure 

and Transparency Rules (DTR)503 and Prospectus Rules (PR). The corporate governance rules 

in the DTR deal with issues like the Audit Committee and its function, specification of the 

corporate governance statement in the director’s report, and related party transactions.504   

 
499 Mallin C (2016) 41. 
500 Ibid. 
501 Financial Conduct Authority, ‘The Handbook’, FCA 
<www.handbook.fca.org.uk/handbook/glossary/G2584.html> accessed 19 August 2019 
502 Ticker Bob (2015) 122. 
503 The Disclosure Guidance and Transparency Rules, ‘Corporate Governance’ Chap 1B, 4,7. 
 <www.fca.org.uk> accessed on 19 August 2019.  
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The UK Corporate Governance Codes 

UK Corporate Governance Code 2016 

Various reports,505 starting with the Cadbury Report 1992, contributed to the 

development of the Corporate Governance Code in the UK as it appears today. The first 

consolidation of the proposals was presented by Cadbury, Greenbury, and Hampel and was 

incorporated in the London Stock Exchange Listing Rules as the UK Combined Code 1998. 

  This code was revised in 2003 and again in 2006, at which time it was grouped under 

four headings: Independence, Diligence, Professional Development, and Board Performance 

Evaluation. The Financial Reporting Council (FRC) published the revised Code in 2010 under 

a new name – the UK Corporate Governance Code (2010) – in response to the global financial 

crises that started in 2008.506  

The Code (2010) was divided into five sections based on principles: Leadership, 

Effectiveness, Accountability, Remuneration, and Relations with Shareholders. It was revised 

in 2012, 2014, 2016 and 2018. Modifications retained the arrangement of the sections but made 

detailed amendments within.  The Code was also considered discretionary with a requirement 

for the company to comply with it or, if not, to explain.507 A discussion on the five main 

principles incorporated in the UK CGC 2018 follows.  

First, the leadership and company purpose section suggests that an effective board 

should govern every company and is responsible for the long-term sustainable success of the 

company. The company is responsible for generation of value, not only for the shareholders 

but for the wider society as well (enlightenment theory) by including all the stakeholders. The 

 
505 See Chapter 2. 
506 FRC, The History of the UK Corporate Governance, FRC 

<www.frc.org.uk/directors/corporate-governance-and-stewardship/uk-corporate-governance-
code/history-of-the-uk-corporate-governance-code> accessed on 23 June 2019. 
507 Ibid. 
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establishment of a company’s strategy, culture and value is the board’s responsibility; hence, 

directors should set these by example. The board is also responsible for providing resources 

necessary to meet company objectives, as well as for effectively engaging with both 

shareholders and stakeholders and encouraging them to participate in company regulations.508    

Second, the section concerning the division of responsibilities emphasises dividing 

responsibilities between executive and board members rather than conferring unlimited 

decision-making powers to one person. As the board leader, the chairman is held responsible 

for the effectiveness of the board. A unitary board system is adopted in the Code, with the 

active participation of NEDs in constructively developing and challenging strategy 

proposals.509 

Third, the composition, succession, and evaluation section of the Code 2018 states that 

appointment of the board should be based on formal, rigorous and transparent procedures. 

Merit and objectiveness are declared the standard for appointment and succession plans 

promoting diversity in gender, social and ethnic background. Annual and individual 

evaluations are further mandated to demonstrate the effective contribution of the board and its 

directors, respectively.510  

  Fourth, the accountability section of the Code places responsibility on the board to 

prepare and monitor the company’s financial position and prospects. Establishing and 

maintaining sound risk assessment and internal control systems, as well as maintaining an 

appropriate relationship with the company’s auditor, are other responsibilities conferred to the 

board through the Code.511 

 
508 The UK Corporate Governance Code (2018), Principle 1. 
509 The UK Corporate Governance Code (2018), Principle 2. 
510 The UK Corporate Governance Code (2018), Principle 3. 
511 The UK Corporate Governance Code (2018), Principle 4. 
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Lastly, the fifth section of the Code sets the rules for the most contentious issue related 

to the governance of corporations – remuneration. Although the Code confirms the levels of 

remuneration sufficient for attracting, retaining and motivating directors to run the company 

successfully, it also proposes linking a significant portion of this to corporate and individual 

performance. The revised Code 2018 makes it clear that performance-based packages should 

be transparent, stretching and rigorously applied with no involvement from directors in 

deciding their remuneration.512 

The Stewardship Code (USK)  

The UK Stewardship Code is complementary to the UK Corporate Governance Code. 

After its initial publication in 2010, the Code was subsequently revised in 2012 and most 

recently in late 2019.513 The Stewardship Code enhances the quality of engagement between 

investors and companies to help to improve long-term risk-adjusted shareholder returns,514 as 

well as delineates the areas of good practice to which institutional investors should aspire. 

Hence, the scope of USK (2012) differs from that of UCGC (2018), as it targets only investors 

while the latter targets companies. 

 The 2008 financial crisis was a wake-up call for many stakeholders, especially 

institutional investors. Institutional investors, who represented huge shareholders in UK 

companies, were partially blamed for being passive before the crises.515 The Walker Report in 

2010 proposed renaming the Institutional Shareholder Council (ISC) Code to the UK 

Stewardship Code to encourage institutional shareholders to actively participate as owners, 

shedding the criticism of being ‘absentee landlords’.516 The UK Stewardship Code lays out the 

 
512 The UK Corporate Governance Code (2018), Principle 5. 
513  FRC, The UK Stewardship Code, FRC. 
<www.frc.org.uk/investors/uk-stewardship-code> accessed 19 August 2019.  
514 Ibid. 
515 Walker D, ‘Review of the Corporate Governance of UK Banking Industry’ (HM Treasury 2010). 
 
516 Myners Report, Myners Report on Institutional Investment (HM Treasury 2011). 

http://www.frc.org.uk/investors/uk-stewardship-code
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principles of effective stewardship by investors. In so doing, the Code assists institutional 

investors in better exercising their stewardship responsibilities, which in turn supports the 

‘comply or explain’ system.517 

However, the Stewardship Code has been criticised for several reasons, primarily for 

its foundation on the ‘comply or explain’ rule. Disadvantages of this rule have already been 

discussed in previous arguments, including the potential inequality between institutional 

investors who choose not to monitor and those who engage, expending time and effort. This 

challenge can be mitigated by offering bonuses to those who do engage.518 This code will be 

further analysed in the forthcoming discussion on institutional investors.  

The City Code on Takeovers and Mergers 2018 

Takeovers or mergers, as discussed earlier, represent a mechanism of market control 

that is fuelled by the desire of companies to take over or merge an underperforming company 

when they are confident they could run the company better than the old management. 

Takeovers are regularised in the UK under the City Code on Takeovers and Mergers (The City 

Code), which is supplemented by the EU Takeover Directives 2004. 

Regulatory organisations restrict the roles of company management during takeovers 

to ensure that shareholders are not denied the opportunity to deliberate on the merits of a 

takeover bid. Although these regulations promote the interests of company shareholders during 

takeovers, they have a restricted scope of application, leaving room for corporate management 

to unduly interfere with takeovers at the expense of shareholder interests.519 

 
 
517 FRC, The Stewardship Code UK, FRC 

<www.frc.org.uk/getattachment/d67933f9-ca38-4233-b603-3d24b2f62c5f/UK-Stewardship-Code-(September-
2012).pdf > accessed on 22 Jan 2019. 
518 Arad Resiberg, The Notion of Stewardship from a Company Law Perspective (2011) 18 Journal of Financial 
Crime 126. 
519 Francis Okanigbuan, Corporate Takeovers and Shareholder Protection: UK Takeover Regulation in 
Perspective (2013) 2 Manchester Student Law Review 274. 

http://www.frc.org.uk/getattachment/d67933f9-ca38-4233-b603-3d24b2f62c5f/UK-Stewardship-Code-(September-2012).pdf
http://www.frc.org.uk/getattachment/d67933f9-ca38-4233-b603-3d24b2f62c5f/UK-Stewardship-Code-(September-2012).pdf
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4.4.2 Private Enforcement 

While the previous section discussed public enforcement of corporate governance in 

the UK, this section concerns its counterpart, private enforcement. The structure of English 

common law is more favourable for the implementation of public versus private enforcement, 

except when shareholders form a block (institutional shareholders).520 Here, in contrast with 

some economic literature, private litigation plays no part in controlling managerial agency costs 

in UK-listed companies.521 English law gives considerable power to shareholders in general 

meetings, who are allowed to control agency costs without opting for litigation.522 However, 

this system simultaneously discourages minority shareholders from pursuing derivative claims. 

Moreover, takeover litigation by shareholders, which is common in the USA, is governed by 

Takeover Code523 in the UK to impede civil litigation for any takeover bid.524 The UK rule of 

‘loser pays’ the fee constitutes another hurdle for private litigation by the shareholder.525 

The UK Corporate governance regime provides shareholders with two options: either 

‘exit’ by selling their shares or raise their ‘voice’ and exercise their controlling rights. While 

directors owe the duties of care, skill, and diligence under the Companies Act 2006, these 

obligations do not provide a legal foundation for civil suits.526 

Direct Claims 

 
520 Coffee JC (2007). 
521  John Armour, Enforcement Strategies in UK Corporate Governance: A Road Map and Empirical Assessment’ 
[Law Working Paper, 106/2008, European Corporate Governance Institute 2008] 2. 
522 Ibid. 
523 The City Code on Takeovers and Mergers, UK 
<https://www.thetakeoverpanel.org.uk/the-code> accessed on 30 Jan 2021. 
524 John Armour and David A Skeel Jr, Who Writes the Rules for Hostile Takeover and Why? The Peculiar 
Divergence of US and UK Takeover Regulation (2007] 95 Geo Law Journal 1727. 
525 Herbert M Kritzer, ‘Lawyers Fee and Lawyers Behaviour in Litigation: What Does the Empirical Literature 
Really Say? (2001) 80 Texas Law Review 1943.  
526 Lonrho Ltd. v. Shell Petroleum Co., [1982] A. C. 173 (H.L.,) the court showed reluctance to imply civil remedy 
for the breach of statutory duty. 

https://www.thetakeoverpanel.org.uk/the-code
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A direct claim can only be made by shareholders, if their rights are infringed, by suing 

in the shareholder’s (claimant) name for the enforcement of their rights.527 These direct claims 

can only be made based on ‘unfair prejudice’ demonstrated by the company’s conduct.528 

Theoretically, this ‘unfair prejudice’ constitutes a breach of statutory duty by the directors, for 

which damages can be claimed as a remedy.529 

However, the UK courts rarely receive such claims,530 and very few cases have been 

brought against the directors of publicly listed companies in the UK.531 It is also possible that 

many claims are settled before reaching adjudication.532 

Derivative Claims 

The derivative claim is another form of litigation available to the shareholders 

(claimants) on behalf of the company against the person who is controlling the shareholders, 

an association of such shareholders, or one or more directors of the company.533 The approach 

adopted in the Companies Act 2006 for derivative claims is based on the approach of 

commonwealth countries like Canada, South Africa and Singapore, to name a few.  

Derivative claims are considered a mechanism for reducing agency costs and involving 

the courts to deter the wrongdoings of directors and maintain investor confidence.534 The UK 

corporate governance regime shows reluctance in pursuing such claims, however, due to the 

general wariness of UK courts in interfering with the management of a company outside of 

 
527 Paul L, Davies, Gower and Davies Principles of Modern Company Law (8th edn, Sweet & Maxwell 2008) 623 
528 The Companies Act 2006, Part 11. 
529 The Companies Act (1985) section 461, The Companies Act (2006) sec: 996. 
530 RE Astec plc, [1998]2 B.C.L.C. 556 also see Davies [2008]. 
531 John Armour, Enforcement Strategies in UK Corporate Governance: A Road Map and Empirical Assessment, 
In Rationality in Company Law (2009) Essays in Honour of D.D. Prentice 71. 
532 John Armour and others, Private Enforcement of Corporate Law:  An Empirical Comparison of United 
Kingdom and United States (2009) 6 Journal of Empirical Legal Studies 687, 697. 
533 This description was borrowed from the US and first time used in the UK by the Court of Appeals in 
Wallerstenier v. Moir (No 2), [1975] QB 373.  
534John C Coffee and Donald E Schwartz, The Survival of the Derivative Suit: An Evaluation and a Proposal for 
Legislative Reform (1981) 81 Columbia Law Review 302. 
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exceptional circumstances. For this reason, the claimant must establish a prima facie case;535 if 

they do not, the courts have the discretion to allow or not allow shareholders to proceed.536  

However, some studies have noted that despite the statutory support for derivative 

claims, the reported cases of derivative claims are few in number.537 This can be attributed to 

several factors. First, the use by shareholders of Section 994 of the Companies Act 2006, which 

concerns unfair prejudice, might lead to such a claim. Second, there is an associated cost with 

such cases, as the claimant must also pay the cost of litigation for the winning party if the case 

is lost. However, if the case is won, the claimant’s legal expenses are paid by the company in 

the form of an increased value of shareholding rather than the actual legal expenses.538   

Third, the claimant shareholder bears all litigation risks, and other shareholders might 

capitalise on this process. Finally, the strict approach of the UK courts to allowing the 

permission application (discussed earlier) can discourage such claims. 

4.5 Enforcement Mechanisms of CG in South Africa 

4.5.1 Regulatory Framework of CG in SA 

The regulatory framework of corporate governance in SA includes the Companies Act 

2008, the Securities Act 2004, and the King Code for listed companies. These codes are based 

on ‘apply and explain’, which changes the nature of ‘comply or explain’ from voluntary to 

binding. Companies must disclose their compliance with the corporate governance code in their 

annual report. The Listing Rules provide the basis for the regulatory framework, and 

surveillance of corporate governance and its implementation is the responsibility of the stock 

exchange.539 

 
535 The Company Act 2006, 261(2). 
536 The company Act 2006, 263(2) 
537 Mallin Christine A, Corporate Governance (5th edn, Oxford University Press 2016) 32. 
538 ibid 46-47. 
539 OECD, Corporate Governance Fact Book [OECD 2017] 19-25. 
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In South Africa, the Companies and Properties Intellectual Commission (CIPC) is 

responsible for framing company law and meeting corporate governance requirements (e.g., 

regarding the functioning and composition of the audit committee), while the Johannesburg 

Stock Exchange enforces the stock exchange listing requirements. Most SA-listed companies 

have a controlling owner or shareholders. The Johannesburg Stock Exchange contains a 

significant number of external companies, in which the holding company is based and 

registered in jurisdictions outside South Africa. 

Enforcement Mechanism 

  The CG regime in SA is composed of a unitary board system. The capital market 

provides a fundamental source of raising finances, a strong legal system to protect the rights of 

shareholders, and a self-regulatory system of codes to streamline management behaviour. 

Enforcement and supervision of corporate governance rely on two parallel regimes: legal 

systems, such as company law and case law, and non-legal systems of non-binding codes of 

best practice, such as the King Reports. In short, the CG framework in SA balances 

conformance and performance. The Companies Act 2008 (the Act 2008) and Code for good 

corporate governance – the King Reports – will be analysed in the following discussion. 

4.5.2 Public Enforcement 

The Companies Act 2008 

South African company law prioritises shareholder wealth maximization and requires 

directors to exercise their powers for the collective benefit of a company. The interests of the 

company are equivalent to the interests of the shareholders and directors; thus, only in certain 

cases (e.g., insolvency) do directors have a responsibility to consider the interests of employees, 

creditors or suppliers. CG reforms in SA have begun to move away from a traditional model to 
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models considering ‘enlightened shareholder value’.540 The South African Department of 

Trade and Industry (DTI) formulated a new approach to corporate governance:  

A company should have as its objective the conduct of business activities to enhance 

the economic success of the corporation, take into account, as appropriate, the 

legitimate interests of other stakeholder constituencies.541 

Section 76 of the Act 2008 spells out the duties of directors. This codification of director 

duties was a new development, as the Companies Act 1973 did not contain clear guidance 

regarding the duties and liabilities of directors. Instead, director responsibilities have been 

defined by the common law and soft corporate governance codes. However, the Act 2008 fell 

short regarding the precise content of a director’s duty, limiting itself to stating:  

A director of a company, when acting in that capacity, must exercise the powers and 

perform the functions of director— 

(a) in good faith and for a proper purpose.  

(b) in the best interests of the company; and  

(c) with the degree of care, skill, and diligence that may reasonably be expected of a 

person— 

 (i) carrying out the same functions about the company as those carried out by that 

director; and  

(ii) having the general knowledge, skill, and experience of that director. 

With the director’s duties in the form of general principles, it was left to the courts to delineate 

the scope of Section 76 through common law. An ‘inclusive approach’, ‘corporate citizenship’ 

 
540 Ibid. 
541 Ibid. 
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and ‘corporate social responsibility’ are the main themes that have held weight for the judiciary 

over many years, and the King Reports were seemingly drafted to interpret the duties arising 

from these themes. 

Code of Best Practice 

South Africa, which published its first report on CG in 1994, is a pioneer in corporate 

governance. The Institute of Directors in SA sponsored the first report which, chaired by Senior 

Counsel Mervyn King, came to be known as King I and was followed by three other reports. 

A more integrated approach was adopted in this report compared to other reports on CG at that 

time. Besides regulatory and financial aspects, social, ethical, and environmental implications 

were considered based on an approach that included stakeholders and held them responsible 

rather than a shareholder approach.542 

In the words of the King Committee: 

...successful governance in the world in the 21st century requires companies to adopt 

an inclusive and not exclusive approach. The company must be open to institutional 

activism and there must be greater emphasis on the sustainable or non-financial aspects 

of its performance. Boards must apply the test of fairness, accountability, responsibility, 

and transparency to all acts or omissions and be accountable to the company but also 

responsive and responsible towards the company’s identified stakeholders. The correct 

balance between conformance with governance principles and performance in an 

entrepreneurial market economy must be found, but this will be specific to each 

company.543 

 
542 Bob Tricker (2015) 126-127. 

543 IoDSA, Kings II Code of Governance for South Africa 2002 Institute of Directors in South Africa 2002). 



Chapter 4: Enforcement Mechanisms of Corporate Governance: Public and Private Enforcement 

148 

The King Reports developed some characteristics of good governance, the first of 

which is corporate discipline, which they regarded as senior management’s commitment to 

observe universally acceptable and recognised behaviour. The second is transparency, which 

enables outsiders to analyse the financial and non-financial aspects of a business. The third is 

independence, which is the extent to which a mechanism can be placed to avoid any potential 

conflict of interest, such as dominance by majority shareholders. 

The fourth indicator is the existence of effective accountability, which holds the 

individuals or groups in a company accountable for their decisions or actions on a specific 

issue. The fifth is the responsibility for mismanagement regarding management actions that 

require penalties or corrective actions. The sixth is a system of fairness, which protects the 

rights of all interested parties associated with the company (e.g., the rights of minority 

shareholders should be as protected as those of dominant shareholders). Finally, the seventh 

indicator of good corporate governance is that a company is socially responsible as a corporate 

citizen. A non-discriminatory, non-exploitative and responsible company must also resolve 

environmental and human rights issues to be considered a good corporate citizen.544  

King Report I 

The first King Report (King I) highlighted the importance of a properly functioning 

board of directors as a key ingredient of good corporate governance. It advanced many of the 

standards and principles advocated in the plethora of national codes that were adopted, 

particularly in the Commonwealth countries, following the 1992 release of the Cadbury Report 

in the United Kingdom. King I was distinguished by its integrated approach to good governance 

regarding financial, social, ethical and environmental practices to serve the interests of a wide 

range of stakeholders. This approach reflects the considerable role that business played in 

 
544 Ibid.  
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South Africa in both social and economic issues, particularly during the period preceding the 

political transition from a white minority-dominated system to a democratically-elected black 

majority government.545 

King Report II 

The second King Report (King II) was introduced in 2002. This report confirmed the 

recommendations made in King I within the remit of Anglo-Saxon practices, like in the UK 

and the USA. It rejected the duality of the CEO and emphasised the necessity for a majority of 

non-executive directors on a board, and further argued that non-executive directors and the 

board should meet at least once a quarter. Four aims guided the development of King II: 1) to 

review the first report and evaluate its currency; 2) to extend an inclusive approach in which 

the interests of all stakeholders are considered; 3) to consider risk and internal controls 

assurance; and 4) to provide recommendations for enforcement. 

 Consequently, this 2002 report addressed many of the corporate governance issues 

which had so recently been highlighted by the failures of Enron, WorldCom and Parmalat, 

amongst others. Again, much of the report was similar to developments elsewhere, particularly 

in the UK. A review of the topics covered by King II and corporate governance reports issued 

in the UK (the Combined Code, the Turnbull Guidance, the Smith Guidance and the Higgs 

report) reveals that very similar issues are addressed in all; included topics deal with boards of 

directors, director remuneration, internal control and risk management, and accounting and 

auditing. The distinctive feature of King II, however, was the attention placed on non-financial 

corporate governance concerns, notably engagement with stakeholders and an emphasis on 

sustainability. This report placed topics firmly within the South African context, both 

emphasising the socio-economic reality of the population and highlighting the influence of 

 
545 Nick Segal, Phillip Armstrong and Ben Davis, Corporate governance: South Africa, a pioneer in Africa (Global 
Best Practice, Report 1, South Africa 2005). 
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traditional African culture and values (including ubuntu). It also included a section on 

integrated sustainability reporting, recommending that companies report regularly on their 

social and environmental engagement, over and above any legal requirements. Inclusion of 

stakeholder concerns within company strategy is also strongly encouraged. 

King Report III 

The third King Report (King III), published in 2009, continued previous efforts to 

establish more comprehensive rules promoting higher standards of good corporate governance 

in SA. King III not only confirmed the recommendations made in previous reports but also 

added more elements, such as ethical leadership and corporate citizenship, the governance of 

risk and information technology, the requirement of shareholders to vote for executive 

remuneration, the establishment of the statutory audit committee, and the preparation of an 

integrated report.   

King Report IV  

The recent (2016) publication of the fourth King Report (King IV) evidenced a 

paradigm shift from ‘apply or explain’ to ‘apply and explain’ and reduced the 745 principles 

introduced in King III to 16 basic principles. These principles can be applied by any 

organisation to substantiate its claim of practising good corporate governance. King IV focuses 

on the application of principles, including ethical culture, good performance, effective control, 

and legitimacy. The primary objectives identified by this report are as follows:546 

• The promotion of corporate governance as an integral concept in the management of an 

organisation. 

 
546 Deloitte, Kings IV Bolder than Ever”, [Delloite Touche Tohmatsu Limited, Deloitte, Johannesburg 
,812624/rina 2016]. 
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• The broad implementation of corporate governance in a variety of sectors and 

organisations. 

• The encouragement of transparent and meaningful reporting. 

• The inclusion of ethical awareness and conduct of corporate governance principles.  

The above objectives are supported by seven principles for good corporate governance and the 

application of governance practices by the governing body of an organisation. The 

responsibilities and leadership roles of a governing body are mainly focused on the application 

of these rules.547 

4.5.3 Private Enforcement  

The Act 2008 provides shareholders the right to intervene through claims against the 

company or the directors if their interests and rights are infringed. These interventions comprise 

three key areas: i) director delinquency and probation,548 ii) business rescue proceedings and 

iii) derivative action. 

Director Delinquency  

 This first intervention gives all shareholders, directors or employees, through their 

representatives or unions, the right to file an application with the court to place a director on 

probation or declare them delinquent.549 Section 162 of the Act 2008 lists several circumstances 

where a declaration must be made. These include where a director has (i) grossly abused their 

 
547  Young J and  Huyssteen JV, ‘Corporate Governance in South Africa’ in McGee RW, Hussainey K and 
Mozghovyi Y (eds), Corporate Governance in Emerging Economies: Theories and Practice (Virtus Interpress 
2018) 65, 69.   
548 The Companies Act (2008), sec 162 (2). 
549  Section 162 (2) Companies Act (2008); also see in the case of Mthimunye-Bakoro v Petroleum Oil and Gas 
Corporation of South Africa (SOC) Limited and Another (12476/2015) [2015] ZAWCHC 113; 2015 (6) SA 338 
(WCC) (4 August 2015). 
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position as director, (ii) intentionally or by gross negligence inflicted harm upon the company 

or (iii) acted in a manner amounting to gross negligence, wilful misconduct, or breach of 

trust.550  

Similarly, a court may make an order placing a director on probation if, inter alia, they 

acted in a manner materially inconsistent with their duties as a director.551 Specified punitive 

and remedial actions may follow a declaration of delinquency or probation.552 These may 

require a director to undertake a designated program of remedial education or community 

service or pay compensation to any person adversely affected by the improper conduct. 

Supervision by a mentor in any future participation as a director, while the order remains in 

force, may also be included, as well as the limitation of only serving as the director of a private 

company or a company of which the director is the sole shareholder. If a director is declared 

delinquent, this may subsist for 7 years, whereas an order for probation will subsist for 5 

years.553 

Business Rescue Proceedings 

  Second, business rescue proceedings can be initiated against financially distressed 

companies by ‘affected persons’. For this purpose, the Act 2008 recognises the interests not 

just of shareholders but of other ‘affected persons’ as well, such as creditors, employees, and 

their trade unions.554 The recognition of the rights of individuals promotes their extensive 

participation in the development and approval of the business rescue plan.555 Importantly, 

 
550 Companies Act 2008 Sec: 162(5). 
551 Companies Act 2008, Sec: 162(7). 
552 Companies Act 2008, Sec: 162(10). 
553 The Companies Act 2008 Sec: 162(10). 
554 Companies Act 2008, Sec:128. 
555 Companies Act 2008, Sec: 150-54. 
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during business rescue proceedings, the rights of all affected persons are considered integral 

and based on the same terms and conditions as formerly, irrespective of any agreement.556  

Derivative Actions 

Third, the Act 2008 provides the right for derivative actions against the board by the 

shareholders as well as the stakeholders.557 This right is much broader than that allowing 

derivative actions in the UK, which are restricted to only shareholders.558 Derivative action is 

a significant tool that provides a last-resort mechanism for holding directors accountable for 

certain actions, even when they have the support of majority shareholders.559 In the UK and 

USA, derivative action as an enforcement mechanism works as a protective measure for 

minority shareholders to monitor the board of directors. 

South African courts are entrusted as gatekeepers for screening applications by minority 

shareholders against the board controlling a company.560 The Act 2008 provides three guiding 

criteria for the exercise of court discretion to grant or refuse leave for proceedings of derivative 

action: i) the applicant is acting in good faith, ii) the proceedings involve a serious question of 

material consequences for the company and iii) the best interests of a company must be 

considered by the courts to grant leave for such proceedings.561 

Some commentators consider these guiding principles as vague as the notion of good 

faith.562 However, these three guiding principles provide evidence for the legislative intent to 

avoid conflict between two equally important principles – the right for stakeholders to be 

 
556 Companies Act 2008, Sec: 136. 
557 Companies Act 2008, Sec: 165. 
558 Companies Act 2006, Sec: 260-264. 
559 Companies Act 2008. Sec: 165(14). 
560 Cassim Maleka Femida, The Statutory Derivative Action Under the Companies Act of 2008: The Role of 
Good Faith (2013) 130 South African Law Journal 496. 
561 Companies Act 2008, Sec: 165(b). 
562 Ibid 561. 
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redressed by a company and the prevention of nuisance action against a company.563 Balancing 

these principles can cause difficulties and complexities in practice.564  

The researcher asserts that the model for derivative claims in South Africa resembles 

the UK model, as both require the supervision of the courts, and contrasts with the USA model. 

Moreover, it is the liberal or narrow approach of the courts regarding their decisions that can 

advance or undermine statutory derivative actions. 

4.6 Conclusion 

In this chapter, the enforcement mechanisms of corporate governance were compared 

through private and public elements, providing a logical base for comparative analysis. Hence, 

laws, regulations, and market control mechanisms were selected for comparative analysis of 

public enforcement and formal and informal litigation for private enforcement. 

In general, public enforcement of corporate governance is carried out through hard laws 

(legislation), soft voluntary rules and regulations, or a combination of both. The choice between 

compulsory laws or discretionary rules based on ‘apply or explain’ or ‘comply and explain’ 

define the will of a country regarding corporate governance enforcement. Based on this 

defining selection, the USA adopts a hard law (SOX) regime and the UK adopts a soft law 

(Corporate Governance Codes) regime compared to Pakistan (Code of Corporate Governance) 

and South Africa (King V), both of which adopted corporate governance codes with laws to 

make it less voluntary or more compulsory for companies to apply these codes. 

In Pakistan, the chief enforcers of the corporate governance Code are SECP, the State 

Bank of Pakistan, the PSE and the judiciary. Public enforcement of corporate governance is 

multi-layered, including corporate laws, rules and regulations made under these corporate laws, 

 
563 Ibid. 
564 See e.g., Cohen v Beneficial Industrial Loan Corp (1949) 337 US 541. 
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stock exchange listing rules, civil laws, criminal laws, and prosecution of fraud and 

misappropriation under special national accountability ordinance 1999. The highly 

concentrated equity market in Pakistan is dominated by family and state-owned companies and 

is monitored through listing rules and the SECP Code of Corporate Governance, which 

specifies the use of Islamic law in governing activities. However, the equity culture is not well 

developed, largely due to concentrated ownership and a less active market, and does not exhibit 

sufficient levels of compliance with the overarching codes. 

SECP and the courts are responsible for the private enforcement of corporate laws 

through formal and informal litigation based on common law, case law, and Shariah law. 

However, due to a lack of commercial and technical knowledge regarding complex business 

transactions, judicial relief is seldom granted to complaints. Moreover, class action suits, which 

are available to minority shareholders in the UK and USA as a defence against any wrongdoing 

of companies, are not available to minority shareholders in Pakistan. Likewise, the right of 

shareholders to bring claims against directors directly if any harm is believed to be incurred to 

the company itself (derivative claim) is not evident from the corporate governance regime of 

Pakistan. These two claims characterise the corporate governance regimes of the USA and UK, 

which develop trust and confidence in the equity market through the protection of minority 

shareholders' rights. 

There is furthermore evidence in the UK and USA of the active evolvement of industry 

professionals and privately funded organisations, which serves to suggest practical solutions to 

corporate issues through generating debates and provides a foundation for continuous reform 

and modification in the field of corporate governance. Such active entities include the FRC and 

FCA in the UK and the COSO, CII, BRT, and TC in the USA, to name a few. 
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  The principles provided by these organisations are not binding on companies but rather 

work as guides for developing structures, procedures, and practices according to individual 

business requirements. The researcher finds a gap in the involvement and contribution of such 

non-regulatory bodies in Pakistan, which have the potential to boost corporate governance 

development in Pakistan. 

Moreover, the employment of voluntary codes in a country like Pakistan, with a 

complex legal and business environment and a lack of understanding regarding the immense 

need for effective corporate governance, highlights the need for actual compliance with 

regulations. Hence, implementation of corporate governance through compulsory laws or even 

rules, like in South Africa (‘apply and explain’), with no or limited options for non-compliance, 

could yield better results. 

Finally, the role played by the board of directors in promoting and implementing 

corporate governance rules or regulations cannot be underestimated. Hence, to address the 

second objective of this thesis, the next chapter will analyse and compare the vital role of the 

board of directors in all four comparative countries included in this study.
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CHAPTER 5: DYNAMICS OF BOARD OF DIRECTORS FOR PROMOTION 

OF CORPORATE GOVERNANCE PRINCIPLES 

5.1 Introduction 

This is the second core chapter of the thesis. The previous chapter highlighted the 

enforcement mechanism in Pakistan, which encompasses regulatory bodies/authorities, 

regulatory institutes and implementation mechanisms. A comparative law methodology was 

adopted to compare the public and private enforcement of corporate governance between 

Pakistan, the USA, the UK and SA. The current chapter focuses on the second objective of the 

thesis, which aims to evaluate the role of the board of directors (BOD) in the promotion of 

corporate governance practices in Pakistan by comparing it with the roles played by boards of 

directors (BODs) in the USA, UK and SA. Such evaluation will help suggest an efficient 

corporate governance model in Pakistan.  

Previous researchers have contributed valuable information to the literature concerning 

boards and their directors, duties, and liabilities, among other topics. However, little 

information is known concerning how boards and directors actually behave or effectively 

conduct their roles,565 as board activities are independent and usually not observable. Board 

actions are furthermore dynamic, evolving over time to respond to the volatility and complexity 

of the market. Hence, the active role of board members ensures that structural independence 

can overcome failures along the way.566 

This chapter investigates the political mechanism567 of corporate governance in which 

directors play a vital role, either individually or in the context of BODs, with a primary focus 

on the role, design and independence of these boards. The role of the BOD is discussed, mainly 

 
565 Thomas Pittegrew and Linda Tropp, Relationships Between Intergroup Contact and Prejudice Among 
Minority and Majority Status Groups (2005) 16 Psychological Science 951. 
566 Catherine Dalton and Dan Dalton, Boards of Directors: Utilizing Empirical Evidence in Developing Practical 
Prescriptions (2005) 16 British Journal of management 91. 
567 Thomas Clarke, International Corporate Governance: A comparative approach (Taylor and Francis 2017). 
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encompassing their role of direction in an organisation through their performance and 

conformance attributes. A vital complementary role of corporate boards related to the 

implementation mechanism and promotion of good corporate governance practices in a global 

business environment is also discussed. 

The other major focus of this study is board design. This chapter provides in-depth 

insights regarding board size, composition, and structure, as well as the role of a board within 

an organisation. Issues related to small versus large boards, unitary versus supervisory boards, 

executive versus non-executive directors, and board diversity, especially gender diversity, as 

well as their relationship with board effectiveness, are discussed in this chapter. Independence 

of directors is included in board design; however, this has been investigated as another board 

dynamic factor that affects the credibility and performance of a firm.   

5.2 The Direction Role of BODs 

In the past, boards of directors (BODs) were considered consolidated groups of friendly 

people that met in a cosy, friendly environment and discussed straightforward organisational 

issues. In modern times, however, the BOD role has completely transformed and necessitated 

raising the level of board performance so that economic and investor pressures can be handled 

properly. Cosy meetings have transformed into power-packed meetings in which tough-minded 

discussions to make difficult decisions take place. The effective performance of BODs is thus 

more in focus than ever before.  

The Financial Reporting Council (FRC) effectively addressed the issue of board 

effectiveness in ‘Guidance of board effectiveness for the companies’, expressing the following:  

An effective board defines the company’s purpose and then sets a strategy to deliver it, 

underpinned by the values and behaviours that shape its culture and the way it conducts 

its business. It will be able to explain the main trends and factors affecting the long-
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term success and future viability of the company – for example, technological change 

or environmental impacts – and how these and the company’s principal risks, and 

uncertainties have been addressed.568 

  Thus, an effective corporate board, as mentioned in the above FRC explanation, 

necessitates the development and continuity of good corporate governance culture within a 

company. A corporate board should be competent enough to understand and explain the events, 

trends, risks, or factors that can hinder or promote the ‘going concern’ or future success of a 

company. Such expectations appear broader than the traditional monitoring and accountability 

role of BODs.    

In the contemporary world, the governance of a company is, in a hierarchical sense, 

considered more important than management, comprising the integral identity of a 

management structure. On the other hand, BODs do not observe any hierarchical structure and 

are not considered to partake in management structure (Figure 5.1).569 In BODs, every director 

holds the same duties and responsibilities under the law. Executives or members of 

management are employees of a company and adhere to employment law, while directors are 

not employees of a company and are subject to company law regulations.570 Directors, 

executives and non-executives work for and answer to shareholders regarding the success and 

failure of company workings. 

 

 

 

 
568 Guidance on Board Effectiveness (Financial Reporting Council 2018). 
569 Bob Tricker, Corporate Governance: Principles, Policies, and Practices (Oxford University Press 2015). 
570 Bob Tricker, Corporate Governance: Principles, Policies, and Practices (Oxford University Press 2015). 
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Figure 5.1 The distinction between governance and management.571 

The board of directors has internal and external responsibilities. The board of directors 

leads and guides a corporation, an internal duty, thus acting as a link between the corporation 

and the shareholders or stakeholders, an external responsibility. Hence, BODs act as a link 

between investors and the management for the day-to-day operations of the organisation, 

bearing a responsibility towards shareholders and stockholders, who comprise vital parts of the 

corporation.572 Tricker573 divided the key areas of BOD responsibility into two broad 

categories: performance roles and conformance roles (Figure 5.2). 

 

 

 

 

 

 
571 Christine A Mallin, Corporate Governance (Oxford University Press 2018). 
572 Philip Stiles and Bernard Taylor, Boards at Work: How Directors View Their Roles and Responsibilities 
(Oxford University Press 2001). 
573 Bob Tricker, Corporate Governance: Principles, Policies, and Practices (Oxford University Press 2016). 
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Figure 5.2 Role of board of directors – broad categories.574 

Other scholars like Carter and Lorch575, however, have divided these key roles into 

three broad categories, such as control, strategy and counselling. In the first role, the board 

provides accountability through control of the monitoring and management of the company. In 

the second role, the board approves and monitors strategic directions of the company, and in 

the third role, the board provides counsel by offering advice to the executives of the company 

on critical issues. Zahra and Pearce576 added an institutional key role, as BODs develop and 

build institutional relationships with investors, stakeholders, and shareholders, including the 

community. 

This present study asserts that although multiple performance and conformance roles 

are delegated to the board of directors, a given firm may prioritise one role more than the others, 

 
574 Developed by the researcher. 
575 Colin B Carter and Jay W Lorsch, Back to Drawing Board: Designing Corporate Boards for a Complex World 
(Harvard Business Review Press 2004).  
576 Shaker A Zahra and John A Pearce, Board of Directors and Corporate Social Performance: A Review and 
Integrative Model (1989) 15 Journal of Management 291; Catherine M Daily, Dan R Dalton and Albert A 
Cannella, Corporate Governance: Decades of Dialogue and Data (2003) 28(3) Academy of Management Review 
371.  
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depending on its unique culture or corporate environment. This phenomenon is fairly described 

by Bainbridge: 

A start-up with an inexperienced entrepreneur needs an advisory board more than a 

monitoring one. A company in crisis needs board leadership more than oversight. A 

well-run mature corporation staffed by managers with a penchant for hard, faithful work 

benefits most from a board that provides benevolent oversight and a sympathetic 

sounding board.577 

Maintaining a balance between commitment and conformance activities seems to 

comprise the essence of board effectiveness. Nevertheless, corporate boards are considered 

bodies that ensure a company executes commercial activities according to laws and regulations. 

Hence, corporate boards typically stress the supervision of management to assure 

accountability and conformance. The downside to this approach, however, is that it raises 

questions regarding the credibility of the BOD, such as whether it is cost-effective to provide 

assurance.578 

The distinct division between conformance and performance roles is nearly evitable in 

two-tier boards with both management and supervisory boards, in which the management board 

is responsible for the performance of the company and the supervisory board responsible for 

company conformance. Corporate governance laws and regulations focus on the monitoring 

and supervision of company operations and act as the ‘eyes and ears’ of shareholders rather 

than a ‘control room of legitimate owners’. Corporate governance thus has the potential to 

oversee company performance and direct company management to execute work 

responsibilities ethically. 

 
577 Stephen M Bainbridge, The Board of Directors: The Handbook of Corporate Governance (Chapter 12 Oxford 
University Press 2018) 285. 
578 Bob Tricker, Corporate Governance: Principles, Policies, and Practices (Oxford University Press 2019) 191. 
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This study found that any role expected of a director or BOD requires penetrating 

insight. It cannot be denied that the whole of the board dynamics relies on the fact that all board 

members are human beings who have constant potential to progress or regress. Different board 

members have different personalities that are reflected in their roles as leaders, collaborators, 

team members, communicators, promoters, or followers of a firm’s culture of ethics. 

Essentially, ‘character, interpersonal skills, and toughness of mind determine the independence 

(of a director) not code definition’.579 Hence, reforms in corporate governance depend more on 

board dynamics and director behaviour than regulations or structure. 

5.3 The Performance Role of BODs 

5.3.1 Strategy Formulation 

Every successful company has a vision and a mission or objective that leads to its 

success and some specific position. Hence, the purpose and direction of the company are set 

mostly as per the corporate vision or mission statement or in both by providing a ‘mechanism 

for steering and controlling strategic choices’.580 The directors are responsible both 

individually and collectively, as a board, for formulating a company’s strategy. However, the 

level of involvement of directors, executives, and non-executives defines the contribution of 

these entities to the organisation. If a board has more executive directors, their knowledge and 

business experience allow them to contribute to strategic discussions and risk analyses from a 

critical perspective. Independent non-executive directors provide independent insight and raise 

challenging questions regarding the risks involved in any strategic decision and are arguably 

more indispensable on a board compared to executive directors. However, challenges related 

to in-depth knowledge of the business and contribution through adequate time are faced by 

non-executive directors while executing organisational tasks. These challenges could be 

 
579 Bob Tricker, Corporate Governance: Principles, Policies, and Practices (Oxford University Press 2019) 506. 
580 Bob Tricker, Corporate Governance: Principles, Policies, and Practices (Oxford University Press 2015) 168. 
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countered by top management undertaking strategic review, formulating a plan, and presenting 

it to the BOD for approval. At this stage, the BOD can not only question reports but can also 

propose further reviews before giving their approval.581 

For directors to offer effective strategic review, they should possess basic current 

knowledge regarding competitors, the strategic power of current suppliers, customer type and 

need, the potential strategic influence of distributors, the availability of substitute goods and 

services, and the barriers to entry into the market.582 An assessment of the internally available 

resources of a company, which have an impact on strategy formulation and external market 

functionaries, is also necessary. It can thus be said that a firm is a collection of internal 

resources583 and capabilities that must be utilised carefully to formulate any successful strategy. 

Strategy formulation that considers external market situations can produce a competitive 

advantage for organisations.584 

5.3.2 Policymaking 

Policies are the rules, systems, plans or procedures based on a firm’s strategy for being 

operational. These provide a standard against which management performance can be 

supervised or monitored by the BOD. Depending on the scale diversity and type of a company, 

corporate policies can take several forms, such as IT policies, corporate governance compliance 

policies, risk management policies, and merger and acquisition policies, among several 

others.585 

 
581 Bob Tricker, Corporate Governance: Principles, Policies, and Practices (Oxford University Press 2015) 168. 
582 Michael E Porter, Competitive Strategy: Techniques for Analysing Industries and Competitors (The Free Press 
New York 1980); and Competitive Advantage: Creating and Sustaining Superior Performance (The Free Press 
New York 1985). 
583 View adopted from resource dependency theory discussed in Chapter 2 of this thesis. 
584Bob Tricker, (2015) 174. 
585 Ibid 176. 
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BODs can delegate some authority for allocating policies to CEOs and top executives 

regarding product, pricing, suppliers, or distribution-related policies. Some policies, such as 

remuneration, the appointment of executive and non-executive directors, or the appointment of 

board committees can be decided and reserved by the board as reserve power. BODs ensure 

that implemented policies are appropriate and align with the company’s strategy so that the 

company functions effectively along with changing circumstances.586 Although all policies 

require a similar level of vigilance, risk management policies have taken precedence in nearly 

all jurisdictions concerning corporate governance codes. Global financial crises have 

furthermore raised flags regarding the performance of corporate boards, as they have failed in 

the assessment and management of corporate risks.587 

5.4 The Conformance Role of BODs 

5.4.1 Monitoring and Supervisory Role 

The monitoring role of the board of directors is considered a primary role in the agency 

theory.588 Per agency theory, the agents (executives) exercise a monitoring role to protect 

owner (shareholder) interests, aligning management activities with shareholder interests to 

effectively address their needs.589 This goal requires the board to act as a ‘watchdog’ to review 

several key areas, such as executive performance, key business results, and budgetary results, 

to ensure organisational success in the competitive market. Thus, the board of directors is 

considered an efficient mechanism for monitoring a firm’s managers on behalf of the 

investors.590 

 
586 ibid. 
587 Bob Tricker, (2015) 177 
588 Robert A G Monks and Nell Minow, Corporate Governance (Blackwell Publishing 2004). 
589 Agency problem previously discussed in Chapter 2; also see Jensen & Meckling (1976). 
590 Hasnah Kamardin and Hasnah Haron, Roles of Board of Directors: Evidence from Malaysian Listed 
Companies (2009) 5(1) Corporate Board: Role, Duties and Composition 22. 
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However, the quality and effectiveness of monitoring depend upon the severity of 

agency problems, as well as the amount of information assessed by the board.591 Management 

performance is typically monitored through financial reports or the regular reports of budgetary 

control systems prepared by management. These financial reports help quantify actual 

executive performance in several areas (e.g., revenues, expenditure, cost, profits) compared to 

planned performance. This study asserts that the quality of these financial reports impacts the 

monitoring capabilities of BODs; therefore, such reports need to be transparent and reliable to 

further promote good practices in corporate governance. This assertion constitutes another 

main objective of this thesis and is examined in Chapter 7. 

5.4.2 Accountability Role 

Coffee noted the importance of accountability, saying ‘The knowledge that one is being 

watched and that one must justify one’s actions improves the behaviour of most individuals’.592 

For example, in most Anglo-American and common-law countries, immense powers are 

provided to directors via legislation. Under such conditions, it becomes vital to hold directors 

accountable to shareholders or stakeholders. The agency theory593 predominantly approves the 

accountability of directors to shareholders, while the enlightenment theory594 advocates for the 

inclusion of all stakeholders, including shareholders. Even though the strictly legal view does 

not accept the wider duty and accountability to the stakeholder group, it specifies that sharing 

information with the stakeholder community is essential. Such sharing allows companies to 

take a further step, accept responsibility and be held accountable to society at large.595 

 
591 Lasfer M, On the Monitoring Role of the Board of Directors: The Case of the Adoption of Cadbury 
Recommendations in The U.K (2004) in Hirschey M and K and Makhija A (eds) Corporate Governance -
Advances in Financial Economics (Emerald Group Publishing Limited 2004) 287. 
592 John C Coffee, New Myths and Old Realities: The American Institute Faces the Derivative Action (1993) 48 
the Business Lawyer 1407. 
593 Discussed in Chapter 2. 
594 Discussed in Chapter 2. 
595 Bob Tricker (2015) 178. 

https://www.emerald.com/insight/search?q=M.Ameziane%20Lasfer
https://www.emerald.com/insight/search?q=Mark%20Hirschey
https://www.emerald.com/insight/search?q=Kose%20John%20and
https://www.emerald.com/insight/search?q=Anil%20%20K.%20Makhija
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5.4.3 Comparative Analysis 

The role and responsibility of boards of directors in Pakistan are governed through two 

laws – the Company Law 2017 (the Act 2017) and the Corporate Governance Code 2017 (CGC 

2017). All members of a board possess the same duties and bear individual and collective 

responsibility as per the Act, the Code, and the Article or Memorandum of Association or 

Special Resolution.596 The Act 2017 presented a significant change through the inclusion of 

positive duty of care. The liability construct also included a requirement to exercise 

independent judgement.597 The inclusion of these positive duties puts directors at greater risk 

because if directors fail to discharge their duties, they can be potentially confronted with 

potential liability as a consequence.  

   According to analysis of the Act and the Code, the role of BODs in Pakistan-listed 

companies is largely confirmatory. It includes endorsing, reviewing or monitoring the available 

strategies and policies; BOD involvement in formulating policies and strategies that are often 

limited or ineffective thus increases.598 Such involvement validates the family-owned business 

structures in Pakistan that only wish the board to overview their strategies and policies rather 

than effectively participate. Issues related to the family-owned business structure in Pakistan 

are discussed in the final argument of this chapter.  

  Providing strategic guidance is considered a key indicator of a high-performing 

board.599 BODs determine a company’s vision, values, goals, policies, or set strategies, all of 

which can indicate good corporate governance within a company.600 However, the minimum 

 
596 The Company act 2017, s 183. 
597 CGC 2017, s (10). 
598 The phrase used in the Code or the Act is ‘to ensure’ or ‘to confirm’, which are used more often than ‘to 
determine’ or ‘to promote’; see s:10 CGC 2017 and s:183 of the Act 2017. 
599 Marc J Epstein and Marie Josee Roy, Implementing Corporate Environmental Strategy: Establishing 
Coordination and Control within Multinational Companies(2006) 16 Business Strategy and the Environment 
389. 
600 Institute of Directors 
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criteria set by the OECD Principle of corporate governance involves reviewing or monitoring 

the corporate strategies, policies, and procedures or ensuring the presence of required 

procedures for controls and risk management. The researcher believes that striving for good 

corporate practices in Pakistan will help obtain and retain greater foreign investment and build 

confidence in Pakistan’s equity market.   

In 1922, the role of the board of directors in the USA primarily included supervision 

and monitoring activities, while management of the company rested on employees.601 

However, modern corporate statutes like the American Bar Association’s Corporation Act 

(MBCA) assert that the management of business affairs of a corporation lies under the 

‘direction’ of the board.602 This provision reflects the actual role of BODs and specifies that 

they are responsible for formulating policies and overseeing the management area of 

employees. Moreover, this statute says that corporate powers should be exercised under the 

board's authority. This managerial role thus encourages delegation of power to employees or 

other executive and non-executive directors.  

The monitoring role of the board of directors is a rule established603 in the wake of 

corporate governance, arising after companies such as Enron and World Com experienced 

major corporate crises in the USA.604 Hence, the Sarbanes-Oxley Act was introduced to focus 

on the monitoring and management role of BODs. Likewise, the Dodd-Frank Act promoted 

director oversight for compensation and risk.   

 
 <www.iod.com/services/information-and-advice/resources-and-factsheets/details/What-is-the-role-of-the-
board> accessed 30 September 2019  
601 Lofland v.Cahall (1922) aff’d, 118 A. 1 (1921) 114 A.224,22.9 
602 Model Business Corporation Act 2011, s 8.01. 
603 Melvin Aron Eisenberg, The Board of Directors and Internal Controls’ (1997) 9 Cardozo Law Review 237. 
604 Jeffrey N Gordon and Wolf Georg Ringe, The Oxford Handbook of Corporate Law and Governance (Oxford 
University Press 2018) 282. 
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In the UK, the performance and conformance framework is supported by the Cadbury 

Report, which elaborated that ‘…the responsibilities of the board include setting the company’s 

strategic aim, providing the leadership to put them in effect supervising the management of the 

business and reporting to shareholders on their stewardship.’605 The role and responsibilities of 

directors are embedded in common law and complement the statutory statement of directors in 

Company Law 2016. The UK Corporate Governance Code (CGCUK) 2016 confirms the 

Cadbury Report 1992, emphasising that the entrepreneurial leadership role of BODs is highly 

beneficial in exercising effective controls and risk management. It additionally asserts that the 

main role of a BOD is to set the company’s strategic aim, values, policies, and standards, in 

addition to holding external accountability towards shareholders by ensuring corporate 

activities and performance.606 

Like the UK, the role of the BOD was embedded in South African common law, which 

emphasises that directors must act in good faith and in the best interest of the company by 

utilising skills and diligence, promoting organisational success through independent 

judgement. The Company Law 2008 codified these common-law obligations of directors and 

put forth additional rulings, particularly regarding an increase in the accountability of directors 

to shareholders. Section 66 of the Companies Act 2008 specifies that the business and affairs 

of a company should be managed by or under the direction of a board of directors. The board 

has the authority to perform any of the functions of a company except to the extent that the 

Companies Act or Memorandum of Incorporation provides otherwise.  

Moreover, the seventeen principles of good corporate governance have culminated in 

South African organisations under the leadership of a governing body or board of directors. 

 
605 Sir Adrian Cadbury, Report of the Committee of Financial Aspects of Corporate Governance (Gee and Co. 
1992). 
606 The Financial Reporting Council, UK Corporate Governance Code (2016) 7. 
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King IV divides the roles and responsibilities of the BOD into four groups.607 First, the board 

of directors is responsible for steering and setting strategic directions for an organisation. 

Second, approval of policies and planning are considered the board’s responsibility. Third, the 

board is expected to oversee and monitor the activities and transactions of the company. Fourth 

and finally, the governing body is responsible for ensuring accountability.  

Since effective risk management is an integral part of good corporate governance, it is 

imperative for the board of governance to consider the related principles.608 These principles 

and associated responsibilities are designed to meet certain outcomes concerning ethical 

culture, good performance, effective control, and legitimacy.609 

The effectiveness of BODs in the promotion of corporate governance lies in the balance 

between performance and conformance roles. Focusing on conformance and executing 

monitoring and accountability is akin to concentrating on issues of compliance while leaving 

strategy and policymaking responsibilities to top management. However, emphasising a 

conformance role may divert the board from carrying out its primary responsibility of directing. 

It may also raise questions concerning the cost-effectiveness of corporate governance activities 

aboard.     

The effective execution of the BOD’s role regarding performance or conformance 

requires division of work within the board or necessitates delegation of some duties to other 

executives or experts, particularly when there is a lack of time or specific expertise. The role 

of BODs in the promotion of good corporate governance practices is also connected with board 

design, which describes board size and composition. The following discussion will evaluate 

 
607 King IV (2016) 40. 
608 Robert. W.McGee, (2018) 70. 
609 King IV (2016) 41. 
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and analyse the nature, extent, and requirement of the delegation of powers and the impact of 

a board’s size and composition on its role. 

5.5 Board Design 

5.5.1 Board Size 

Board performance or effectiveness depends on its size, composition and diversity. The 

elements of board design and their impact on the effectiveness of the BOD’s role are thoroughly 

explained by Carter and Lorsch, who asserted that ‘the more effective in the board design are 

aligned with each other and the board’s role, the more deliberate is defining the behavior of the 

board. It will encourage, the more positive and ethical approach that will make the board 

effective.’610 

Board size, one element of board design, is considered an essential and integral board 

attribute. Agency theory advocates that a smaller board is beneficial, as it improves a 

company’s performance in comparison to larger boards.611 The average board comprises 10 

members, so any number below 10 is considered to represent a small board and any number 

above 10 a large board. Larger boards are considered to confer more cost, as they consume 

more of a company’s financial and non-financial resources, prompting the issue of cost-

effectiveness. A bigger board lacks coordination and is not always easily controlled by the 

CEO due to free-riding and similar director-dodging issues.612 The preferable size for a 

corporate board thus falls between eight and nine directors.613 

 
610 Colin B Carter and Jay Lorsch, Back to the Drawing Board: Designing Corporate Board of a Complex World 
(Harvard Business School Press 2004) 8. 
611 Jeffrey Sonnenfeld, What Makes Great Boards (Harvard Business Review 2002) 108. 
612 Jensen Michael and Meckling William, ‘Theory of the Firm: Managerial Behaviour, Agency Cost and 
Ownership Structure (1976) 3(4) Journal of Financial Economics 305; Eugene Fama, Agency Problems and the 
Theory of the Firm (1980) 88(2) The Journal of Political Economy 288; Jeffry Netter, Annette Poulsen and Mike 
Stegemoller, The Rise of Corporate Governance in Corporate Control Research (2009) 15 Journal of Corporate 
Finance 1. 
613 Martin Lipton and Jay Lorsch, A Modest Proposal for Improved Corporate Governance (1992) 48(1) Business 
Lawyer 59, 67. 
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Based on organisation theory, board size can be large or small. The organisational 

theory suggests that ‘groups become less effective when they grow in size due to the associated 

coordinated issues. Big board’s tend to exceed the advantages that have been picked up from a 

larger group of skilled people’.614 Moreover, larger boards can experience the ill effects of 

higher agency issues and are far less influential than smaller boards.615 Thus, limiting corporate 

board size may improve efficiency. From the above facts, it can be said that although size 

matters, it should be determined through different factors, such as legislation or regulatory 

requirements or the norms or culture of a specific business, among others. 

5.5.2 Board Structure 

Another distinguishing characteristic of corporate governance between the compared 

countries is the board structure in their respective jurisdictions. Board structure impacts the 

effectiveness of corporate governance in a regime. Globally, two board structures are prevalent: 

unitary and dual. In a unitary board, shareholders elect the members of a single board equally 

by considering all aspects of the company activities of executive and non-executive directors. 

These boards are evitable in the UK, USA, South Africa, Pakistan, and the majority of EU 

states.616 

The dual board system comprises two boards – supervisory and executive. Shareholders 

elect the supervisory board, and the executive board is appointed by the supervisory board 

management. A dual board system necessitates the separation of management and control, 

meaning no individual can be a member of two boards simultaneously. Corporations in 

 
614 Ivan Steiner, Group Process and Productivity (Academy Press New York 1972) ‘See generally’; Jeffery Pfeffer, 
‘Size, Composition, and Function of Hospital Boards of Directors: A Study of Organisation-Environmental 
Linkage’ (1973) 18 Administrative Science Quarterly 349; Richard Hackman, Groups that Work ( San Francisco: 
Jossey-Bass Canada 1990) ‘See generally’. 
615 Alfred Yawson, Evaluating the Characteristics of Corporate Boards Associated with Layoff Decisions (2006) 
14(2) Corporate Governance-An International Review 77. 
616 Christine A Mallin, Corporate Governance (5th edn, Oxford University Press 2016) 177. 
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Germany, the Netherlands, Denmark and Austria are governed and directed by a dual board 

system.617 Table 5.1 presents the differences between these two board structures. 

 Unitary Board Supervisory Board 

Structure Single board  Supervisory and management board 

Membership Elected by shareholders in AGM Shareholders elect the supervisory board, 

which nominates the management board 

Function Performs management and direction 

functions  

The supervisory board performs a direct 

role, while the management board is only 

responsible for management 

 

The 

legislative or 

regulatory 

approach 

Focuses on board functions, committees, 

independence, and shareholder rights 

Like the unitary board system 

 

Table 5.1 Distinction between Unitary and Dual Boards.618 

In considering the effectiveness of both board structures (one-tier vs. two-tier), it is 

difficult to assess their effectiveness and thus difficult to determine the superiority of either.619 

However, they can be compared via advantages and disadvantages (Table 5.1). The one-tier 

board has the potential of assessing director performance, which is often considered one of the 

biggest organisational challenges. This challenge is eliminated through the appointment of a 

more independent director that makes an independent judgement. Consequently, power is 

 
617 Christine A Mallin, Corporate Governance (5th edn, Oxford University Press 2016) 177. 
618 Adopted from Christine A Mallin, Corporate Governance (Oxford University Press 2019). 
619 Cleopas Sanangura, Behind the Board-room Door. The Effectiveness of Board of directors in Creating 
Shareholder Value and the effect of Shareholder Activism in Financial Service Sector in Emerging Markets: 
Corporate Governance in South Africa and Zimbabwe (PhD thesis, The Nottingham Trent University 2006). 
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concentrated in the hands of the CEO in a one-tier system, resulting in a lack of feedback and 

shareholder participation. However, this issue can be resolved by giving more representation 

to institutional investors and increasing the monitoring of CEO activities.   

In a two-tier board system, companies are administered by both an executive 

management board and a supervisory board. In this system, executives exert minimal influence 

on stock prices and shareholders but have considerable influence on other stakeholders who 

are highly dedicated and ready to contribute officially to governance matters of the company. 

The advantage of this system is the clear ‘checks and balances’ approach, which allows 

members to supervise their activities. However, the two-tier board system’s primary 

disadvantage is that it can create a power struggle at the expense of the competitive edge of the 

company.620 

Board size and structure depend largely on the board structure of the given country,621 

as national models differ concerning unitary versus dual boards.622 Dual boards distinguish 

between direction and management functions; thus, board sizes are larger, compromising 12–

16 members,623 compared to unitary boards, which compromise624 10 or fewer members.625 It 

can thus be argued that global reforms to corporate governance are impacted by the size, 

structure, and function of BODs in obtaining better trade-offs between monitoring and the 

options or solutions for shareholder and stakeholder protection. 

5.5.3 Board Composition 

 
620 Samza Fatima, Corporate Governance in Pakistan: Beyond A Minimalist Approach (University of Bedfordhire 
2015) 198. 
621 Thomas Clarke, International Corporate Governance: A Comparative Approach (Taylor and Francis 2017)70. 
622 OECD, Corporate Governance: A Survey of OECD Countries, Paris ( OECD 2004b). 
623 Japan Board Index (2013). 
<https://www.spencerstuart.com/~/media/pdf%20files/research%20and%20insight%20pdfs/2015-japan-
board-index_english_041816.pdf > accessed on 12 Nov 2019. 
624 Thomas Clarke, International Corporate Governance: A Comparative Approach (Taylor and Francis 2017) 70 
625 Japan Board Index (2013). 
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In addition to the structure and size of BODs, board composition is considered another 

important key element. This includes different aspects, such as diversity in experience, skills, 

age, gender or the nationality of non-executive directors. Diversity in a board not only enhances 

board effectiveness by ‘bringing a wider range of perspectives and knowledge to bear on the 

issue of company performance, strategy and risk but also contributes to a better understanding 

by a company’s leadership of the diverse constituencies that affect its success.’626 

Of the diversity challenges facing boards, the most glaring issue is the lack of 

participation by women. Research conducted in 2012 revealed that women's participation is as 

low as 8%, which demonstrates the poor involvement of women in high-level or decision-

making processes.627 For over a decade, there was a regulatory trend among legislatures and 

regulators to promote women's leadership on corporate boards, either by mandatory or 

recommended quotas.628 The ‘Quota’, introduced by Norway in 2005, eventually increased the 

percentage of women on corporate boards, whilst another study showed a negative impact.629 

Following the guidelines of the Norwegian organisation, Malaysia, India, South Africa and 

most EU states introduced a fixed quota as a minimum requirement.630 

The impact of women on a board for the promotion of corporate governance is 

highlighted by many studies and linked to different aspects like monitoring, strategy 

implementation, conflict of interest policies, improvement of succession plans, and board 

performance evaluations.631 However, quota allocation has been criticised by some directors, 

 
626 Higgs Report (2003), Review of the Role and Effectiveness of Non-Executive Directors’ London, Department 
of Trade and Industry 10:2. 
627 Catalyst Census: Fortune 500 Women Board directors 

. <www.catalyst.org/research/> 

2012-catalyst-census-fortune-500-women-board-directors/> accessed 1 October 2019. 
628 Thomas Clarke, International Corporate Governance-A comparative approach (Taylor and Francis 2017) 79. 
629 Kenneth Robinson Ahern and Amy K Dittmar, The Changing of the Boards: The Impact on Firm Valuation of 
Mandated Female Board Representation (2012) 127(1) Quarterly Journal of Economics 137.  
630 Bob Tricker, (2019) 492. 
631 Ruth Sealy and Susan Vinnicombe, Women and the Governance of Corporate Board (2012) in Thomas Clark 
and Douglas Branson, (eds), The Sage Handbook of Corporate Governance 325. 
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who argue that this requirement does not guarantee nomination of the most appropriate 

directors. Another potential danger noted by some directors is that women may become ‘token 

directors’ and could be taken advantage of by powerful male elites to take up some important 

decisions outside the boardroom.632 Another director expressed that it is not a matter of 

‘equality or fairness. It is about winning.’633 

In sum, due to quota allocation for women, an improvement in gender diversity and a 

significant enhancement in the corporate governance and financial workings of organisations 

have been observed.634 A diversified board can add value to a company compared to an all-

male board. Most importantly, boards failing to give the diversity issue due attention can be 

prone to embarrassing public or shareholder criticism and may invite government intervention 

through stiff laws or regulations via quotas. 

Committees  

A corporate board has some performance or conformance responsibilities as part of its 

legal or regulatory requirements. Some boards delegate certain functions to management or 

subcommittees, such as audit, nomination, and remuneration committees. This helps reduce the 

overall workload of the board and improves the oversight role of independent directors. 

  Independent directors are beneficial since they perform independent supervision 

activities, avoiding executive domination on board decisions.635 Another benefit suggested by 

 
632 Bob Tricker (2019) 492. 
633 Catalyst, Catalyst 2013 Census of Fortune 500: Still No Progress After Years of No Progress 
< http://www.catalyst.org/media/ catalyst-2013-census-fortune-500-still-no-progress-afteryears-no-progress.> 
accessed on 4 May 2019. 
634 Doreen Littenfeild and Nell Beekman, The Imperative for Gender Diversity on Boards (2014) 22(3) The 
Corporate Governance Advisor 19. 
 
635 Bob Tricker (2015) 379. 
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some commentators is increased objectivity, either through inherent interest, such as executive 

remuneration, or by disciplining personal preferences, as in the exercise of patronage’.636 

Although audit, nomination and remuneration committees are recommended in almost 

every code, some corporations form additional committees, like risk management, corporate 

governance, compliance, or ethics committees. The effectiveness of these committees relies on 

several factors, such as the establishment and regular review of the terms of reference for 

activities.637 The clear and timely communication of these activities can be a potential 

challenge, as all directors are equally responsible for all functionaries of a company.  

5.5.4 Comparative Analysis  

The qualitative comparative analysis of several elements of corporate board design 

revealed both similarities and differences between Pakistan and other jurisdictions like the 

USA, UK and South Africa. The comparative study found no difference in board structure, 

with Pakistan having a unitary board system like the USA, UK and SA. Thus, the corporate 

board designs of all four countries contained the basic features of the single-tier board, 

including the presence of both executive and non-executive directors within a single board. 

Furthermore, directors in these countries are responsible for every aspect of company activity 

and are elected by shareholders at the AGM. Thus, a similar corporate governance framework 

was also observed between Pakistan and the UK, USA, and SA. Pakistan also included the 

guidelines as prescribed in the OECD principles of corporate governance.638 

 
636 Jonathan P Charkham, Keeping Better Company: Corporate Governance Ten Years On (Oxford University 
Press 2005). 
637 Bob Tricker (2015) 379. 
638 Pakistan is a member state of OECD. 
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 Likewise, the average board size in Pakistan was 8.95,639 smaller than board sizes in 

the USA (10.8)640 and UK (10.1).641 Boards in SA were observed to comprise between 3–7 

directors, a smaller board that might be more effective than large boards.642 However, the 

statutory requirement for board size is at least seven members643 for publicly listed companies 

in Pakistan, which encompasses the combination of both executive and non-executive members 

while fulfilling the requirement of an independent director majority. The issue of independence 

is discussed in the next segment of this chapter. 

  Virtually all codes concerning corporate governance formulate board committee 

provisions to improve the effectiveness of the BOD. Such improvements include more efficient 

use of time, better insight, and a wider array of expertise to foster independent views of 

different board members. Involving and including the views of independent directors in most 

board committees further helps in board decisions.644 In Pakistan, the Code 2017 establishes 

some core committees surrounding the board of directors; these are the audit committee, human 

resource and remuneration committee, nomination committee, and risk management 

committee. The risk management and nomination committees were additions to the new code, 

as they were not present in the 2012 code. Most corporate boards delegate their work through 

different subcommittees. 

  In the USA, organisations such as the NYSE and NASDAQ are mandated to execute 

commercial activities per the Sarbanes-Oxley Act 2002 regulations. These specify the 

 
639 Nauman Zaheer, Effects of Duality, Board Size and Composition on Corporate Governance Disclosure in 
Pakistan (2013) 1(3) International SAMANM Journal of Finance and Accounting 1. 
640 Spencer and Stuart Board Index USA (2018) 
<www.spencerstuart.com/-/media/2018/october/ssbi_2018_trends.pdf> accessed 1 October 2019 
641Spencer and Stuart Board Index UK (2018) 
<www.spencerstuart.com/-/media/2018/december/ukbi2018_8b.pdf> accessed 2 February 2019. 
642PwC’s Report: Non-executive directors’ practices and fees trends (2019) 
<www.pwc.co.za/en/publications/non-executive-directors-report.html> accessed on 2 Feb 2019.  
643 The Companies Act (2017), s 154 (d). 
644 Rafique Qaiser Yasser, Corporate Governance and Performance (2011) 2 International Journal of Trade, 
Economics and Finance 101. 
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conduction of businesses through three essential committees: audit, compensation and 

governance committees. However, many boards implement some non-required committees 

dedicated to specific issues, such as strategy, finance, or corporate social responsibility 

committees.645 Outcomes of the Cadbury Report 2002 and Higgs Review 2003 are incorporated 

in the UK Corporate Governance Code 2018, which requires the presence of three committees 

– audit, remuneration and nomination – to execute work responsibilities. However, there is no 

upper limit to committee formation, so companies often introduce risk or ethics committees.646 

The comparative analysis of this study revealed that the audit committee is a focus in 

all of the compared countries. It is a minimum requirement supported by legislation in Pakistan, 

the USA and SA, and a suggestion through the corporate governance code in the UK. The UK 

and USA also recognise the value of internal audit functioning with a varied mix of skills and 

knowledge.  

Within a firm, the audit committee typically focuses on financial reporting, legal and 

regulatory compliance, and the performance of an internal audit. Details of the audit committee 

and internal audit functions are discussed in Chapter 7 of this thesis. However, it is of note here 

that internal audits in Pakistani organisations are either implemented through legislation or 

listing rules. The regulatory framework adds value to the effectiveness of the organisation by 

assisting ‘…beyond financial risk and statements to consider wider issues like the 

organization’s reputation, growth, its impact on the environment, and the way it treats its 

employees.’ 

 
645 Kevin D Chen and Andy Wu, (2016), The Structure of Board Committees’, Working Paper No. 17-032, 
Harvard University. See also De Kluyver, (2009). 
646 Christina A Mallin, Corporate Governance (5th edn, Oxford University Press 2016) 185. 
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Per the Code 2018, UK companies are required to establish nomination647 and 

remuneration committees,648 which are delegated matters concerning director appointment and 

executive pay, respectively. Under the Code, a majority of independent directors is required to 

nominate members of the committee. 

  The nomination committee is responsible for ensuring a board balanced with executive 

and non-executive directors and must also have a wide network to search for suitable board 

candidates. A workable succession plan to fill gaps in board membership, skills, or knowledge 

and make it more effective is also necessary. The remuneration committee is responsible for 

preventing executive directors from setting their remuneration levels or performance-related 

pay schemes and strengthening the link between performance and CEO compensation.649 

In South Africa, delegation of duties by the board to its committees is based on King 

IV and the Company Act. Section 72 of the Act refers to the right of the governing body to 

establish any number of committees and delegate any function of the board to them, though the 

number and kind of committees depend on the complexity and nature of a given industry. The 

main reason behind establishing these committees is to establish a balance of power and duties 

among different members.650 Though different types of committees exist to assist the board in 

decision-making, such as risk or credit committees, the audit committee is a statutory 

requirement for some industries in SA. 

For companies who voluntarily decide to include an audit function, Section 94 of the 

Act explicitly describes the composition, formation and role of audit committees. Following 

the act, an audit committee’s primary role is to provide independent judgement and oversight 

 
647 The Corporate Governance Code 2018, Prov: 17. 
648 The Corporate Governance Code 2018, Prov 32. 
649 Pamela Kent, Kim Kercher and James Routledge ‘Remuneration Committees, Shareholder Dissent on CEO 
Pay and CEO pay Performance Link’ (2016) 58(2) Accounting and Finance 445.  
650 Kings IV 2016, 54. 
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of the financial and risk management of a company, which may affect the financial 

statements/reports issued by the organisation. Thus, organisations are required to execute work 

responsibilities and provide details of company accounting policies, financial controls, records, 

and reporting based on the regulations. 

According to the Code, other important committees that could be established by a board 

are nomination, risk governance, remuneration, and ethics committees. The varying roles of 

these committees are obvious from their names. For some companies in SA, it is statutory to 

establish a social and ethics committee. Though other companies do not require this, they 

should nevertheless allocate resources for oversight and reporting on organisational ethics, 

responsible corporate citizenship, sustainable development, and stakeholder relationships 

through a dedicated committee or by delegating these duties to other existing committees. 

Board diversity is observed in Pakistan as per the CGC 2017, which states that the board 

of directors ‘must have core competencies, diversity, requisite skills, knowledge, experience 

and fulfill any other criteria relevant in the context of the company’s operations’.651 The 

inclusion of women on boards is another distinct feature of the new code, which states that the 

board of directors shall have at least one female director when it is next reconstituted. The 

change must be made within the next one year from the effective date of these Regulations, not 

later than the expiry of its current term or whichever is later.652 

In the USA, where the average board size is 10.8, women comprise 24% of boards, 

whereas in the UK, this number was recorded at 25% in 2017, in response to  the soft voluntary 

target in 2011.653 The year 2021 marked an increase in the presence of women on UK corporate 

 
651 The Code 2017, Ch: II , Rule 4. 
652 The Code 2017, Ch: II , Rule 8. 
653  Lord Davis L, Women on Board (BIS London 2011). 
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boards, with a measurement of 36% compared with 12% 10 years ago.654 Lord Davies, 

commissioned by the UK government, recognised the benefits of board diversity and called 

upon listed companies to explain their nomination policies.655 In SA, the Code notes that a 

board must be comprised of an appropriate balance of knowledge, skills, experience, and 

diversity for the objective and effective discharge of its responsibilities.656 Despite no existing 

quota or minimum ratio for gender diversity, women in SA represent 25% of corporate boards 

in SA. This suggests that obligatory quotas or soft voluntary targets can give preliminary 

opportunities to under-represented groups, whereas active shareholder or institutional investor 

groups can provide an alternative mechanism for changing the gender composition of a board. 

5.6 Independence of Non-executive Directors 

A unitary board of directors is composed of the executive (management) and non-

executive directors (NEDs) that contribute equally to the execution of all activities in a 

company. A BOD can discharge responsibilities by delegating them to subcommittees or can 

reserve the power to retain some matters for its own decision-making through a majority of 

votes. Since executive directors are also management, they are regarded as insiders, while non-

executive directors are regarded as outsiders to the company. 

The independence of NEDs is considered an essential element of board effectiveness 

but has nonetheless become a topic of debate. The trend of nominating NEDs from among 

close friends or relatives to acquire a dominant position is a glaring issue in some 

organisations.657 In general, independence implies that ‘there are no relationship or 

circumstances that might affect the directors’ judgment.’658 Various codes emphasise that 

 
654 Spencer Stuart, ‘Diversity’(UK Spencer Stuart Board Index  2021). 
<https://www.spencerstuart.com/research-and-insight/uk-board-index/diversity> Accessed on 13 Sep 2022. 
655 Bob Tricker (2019) 492. 
656 Kings IV (2016) part 5:3. Principle:7. 
657 Thomas Clarke, International Corporate Governance: A Comparative Approach (Taylor and Francis 2017) 84. 
658 Christine A Mallin, Corporate Governance (5th edn, Oxford University Press 2016) 193. 
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NEDs should be independent of management and should not have any business or personal ties 

that could potentially interfere with their ‘independent judgment.’659 However, this could yield 

a negative impact, as there could be a withdrawal of director fees against their services since 

being shareholders does not preclude them from being NEDs.660 

Corporate governance involves directly dealing with human behaviour in any capacity 

within a corporate structure. It is regarded as an important human attribute management system 

that helps employees make ethical work decisions. For instance, for managers, corporate 

governance is regarded as a self-centred controlling activity versus a plan to act for the 

promotion of shareholder wealth.  

  ‘Reflexive subservience’661 is another example of human behaviour towards someone 

with legitimate authority. Milgram (1974) finds that dissenting peers and rival authorities 

undermine subject loyalty and stimulate independent moral reasoning. Corporate governance 

reforms that envision independent directors (dissenting peers) and non-executive chairs 

(alternative authority figures) have a similar effect on corporate boards. Recommendations of 

non-executive chairs and senior independent directors in UK corporate governance Code662 

and SOX663 reforms appoint independent directors at a number at least large enough to form 

subcommittees. A BOD is considered independent if composed of enough directors that are 

‘independent from management. 664 

 
659 Cadbury (1992), para 4.12. See also OECD (1999). 
660 OECD (1999). 
661 Randall Morck, Behavioural Finance in Corporate Governance: Economics and Ethics of the Devil’s Advocate 
(2008) 12(2) Journal of Management and Governance 179. 
662 Higgs Review (2003). 
663 Sarbanes Oxley Act 2002. 
664 OECD (2004). 
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One of the most important aspects when considering NEDs is their elevation of board 

integrity. Independent NEDs not only strengthen the board but also bring ‘dispassionate 

objectivity’ compared to directors with strong ties to the company.665 

One study revealed the enhanced performance of NEDs working as executive directors 

and showed that they positively contributed to the company by executing the monitoring and 

advisory functions of corporate boards. This effect appears much stronger when executive 

directors are from a well-performing firm.666 One major limitation of NED involvement is that 

it raises concerns related to cross-directorship, which may compromise the independence of 

NEDs working for one another’s board due to close connections. 

Mallin (2019) highlighted the two major contributions of NEDs. First, their presence 

ensures that any individual or group cannot influence the board decisions, as NEDs are 

expected to act as a ‘counterweight’ to executive directors. Second, they enhance the leadership 

and development aspects of the company.667 However, some critics have noted the potential 

conflict of NEDs overseeing executives whilst simultaneously working with them as part of 

the board.668 

NED contributions in several areas have been described and defined in various codes 

of corporate governance (CG). Their contribution to a well-performing board can be 

summarised by their contribution to setting and maintaining CG standards. In cases of 

conflicting interests, they can make independent judgements, develop proposals for strategy, 

 
665 Higgs Review (2003), para.9.5. 
666 Alexander Muravyav,Oleksandr Talavera and Charlie Weir, Performance Effects of Appointing other Firms’ 
Executive Directors to Corporate Boards: An Analysis of UK Firms (2014) 46(1) Review of Quantitative Finance 
and Accounting 7962. 
<http://ftp.iza.org/dp7962.pdf> accessed 3 October 2019. 
667 Chris A Mallin (2019) 213. 
668 Mahmoud Ezzamel and Robert Watson, Wearing two hats: The conflicting Control and Management Roles 
of Non-Executive Directors, in Kevin Keasey, Steve Thompson and Michael Wright (eds) Corporate Governance: 
Economic, Management and Financial Issue (Oxford University Press 1997). 
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monitor policy implementation, and report organisational workings, all of which help ensure 

the integrity of financial reporting and succession planning.    

Some situations, however, can potentially undermine the independence of NEDs or 

even a collective board. For instance, the independence of NEDs may be impacted by long-

term association with the company due to a substantial business or employment contract, close 

family association with the CEO or with other directors and advisers, significant shareholding, 

or the receipt of additional remuneration other than director fees. These standards of 

independence prompt concerns regarding the difficulty of finding the right NED with specific 

skills and yet no connections.669 

CG codes and legislation prefer competence over independence in a given scenario. 

CEOs thus mention the criteria for the selection of NEDs in annual reports, and an individual 

is not disqualified for being a NED unless their independent judgement is affected.  

5.6.1 Comparative Analysis  

In Pakistan, the independence of non-executive directors falls under the realm of the 

companies Act 2017 (CA 2017) and Memorandum of Incorporation (MI), supplemented by the 

CGC 2017. The number of independent directors (two or one higher third) and their 

appointment is regulated under the Listed Companies Regulation 2017 (CGC 2017).670 The 

Act 2017 requires independent directors to be nominated from a dataset of eligible persons that 

is maintained (with their consent) by a body regularised by the SECP. However, the BODs 

perform their due diligence in selecting the most appropriate person and express the reasons 

 
669 Thomas Clarke, International Corporate Governance: A Comparative Approach (Taylor and Francis 2017) 85. 
670 CGC 2017, s 6(1). 
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for selection in annual reports.671 Independent directors must submit a statement declaring their 

independence at the start of every year.672 

Section 181(2) of the Company Act 2017 defines the non-executive directors, stating: 

…. a non-executive director means, a person on the board of the company who: is not 

an executive director, can or cannot be independent, does not work full time for the 

company, not its beneficial owner and only takes meeting fee (directors fee) as 

remuneration. 

 Section 166(2) of CA 2017 defines an independent director as a director who has no 

connection with the company, pecuniary or otherwise, and can easily be perceived to exercise 

‘independent business judgment’ under any conflict of interest. It further explains the 

circumstances detrimental to independent judgement. For example, the following situations are 

taken into consideration: a pecuniary relationship with the company within the past three years 

(e.g., employee, CEO or any business relationship); participation in the company’s stock 

options or performance-related pay scheme apart from director’s fee; close family ties with 

executive or shareholders; cross-directorship in other companies; and serving the board as 

director for more than three consecutive terms, unless the lap of one term gap is deemed eligible 

for being a NED. 

The CCG 2017 specifically states that in cases of related party transactions, approval is 

required by the board of directors. It specifies that the decision of the majority of directors in 

such transactions should be taken into account; otherwise, the matter is placed before the 

general meeting for approval. Related party transactions are not allowed under Section 208 of 

the Act unless ‘… following the policy approved by the board’.673 The related party transaction 

 
671 The Company Act 2017 s 166(1). 
672 CGC 2017 s 6(2). 
673 The Company Act 2017, s 208. 
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must not be executed at arm’s length price and shall be placed before the general meeting for 

a special resolution.674 Violation of Section 208 of the Act 2017 is set at three years of 

imprisonment or a penalty of five million rupees. 

 In the USA, the corporate governance realm comes under the jurisdiction of the state 

of incorporation. However, state corporate statutes are silent regarding board composition, size, 

or independence, and the Sarbanes-Oxley Act did not add much to BOD reform. Rather, 

Congress and the SEC left reform to the processes of the common law675 and the listing rules 

of the NYSE, NASDAQ and AMEX. 

The SOX Act defined independence specifically for independent directors of the audit 

committee,676 asserting that directors cannot accept any consultancy, advisory or compensatory 

fee from the issuer and additionally cannot be an affiliated person of the issuer or any 

subsidiary. 

All listed companies in the NYSE were required to showcase the presence of at least 

three independent directors,677 which today has changed to require the majority of independent 

directors.678 Attributes considered detrimental to independence include material financial or 

family interest, domination or control of management,679 immediate family ties, long-term 

association (3 years or more) either because of employment or affiliation, or a direct business 

relationship with the company.680 Moreover, serving as a director, controlling shareholder, or 

executive officer of an organisation can undermine the independence of a director. Under such 

 
674 The Company Act 2017, s 208. 
675 Weinberger v UOP, Inc., ‘boards to create in independent negotiating team of outside directors to deal with 
the buyers at arm’s length’ (Del. 1983) 457 A.2d 701,709 n.7. ‘Boards to create in independent negotiating 
team of outside directors to deal with the buyers at arm’s length’. 
676 Sarbanes-Oxley Act 2002, s 301. 
677 NYSE, Listed Company Mannual, 303A.01. 
<http://nysemanual.nyse.com/1cm/. > accessed on 12 March 2019. 
678Ibid.  
679 Grimes v Donald, (Del. 1996), 637 A.2d, 1207. 
680 Ibid 678 

http://nysemanual.nyse.com/1cm/
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conditions, the company must determine from a business standpoint whether this association 

will impact the decisions requiring independent judgement.681 

USA common law provides substantial incentives for boards and managers to include 

some independent NEDs on a corporate board. These incentives include immunity in judicial 

review. For instance, any related party transaction approved by the majority of independent 

directors can use the plea of the business judgement rule, which often appears favourable for 

defendants. Another substantial incentive is the material enhancement of antitakeover defences 

‘…where, as here, a majority of the board favouring the proposal consisted by outside 

independent directors’,682 as stated by the court. 

The current research, however, asserts that irrespective of what ‘independence’ 

includes or precludes, it can be questionable in context, as perceived by legislators or regulators 

around the world. Independent directors are nominated by insiders (managers) who commonly 

nominate lawyers or bankers. These nominees either provide their services or can provide them 

in the future. Other nominations come from corporate officers or retirees of the company, as 

they possess the same values as the management. Hence, the predominant nomination by 

managers and passive election of NEDs by the shareholders presents another potential 

limitation of the corporate governance framework.     

The UK, in contrast, implements corporate governance principles via recommendations 

of the UK Corporate Governance Code 2018 (Code 2018) through a ‘comply or explain’ 

regime. The Cadbury Report (1992) provided the first ‘authoritative prompt’683 in this 

direction. However, the 2003 Higgs and Smith Reports proved a more influential force in the 

development of an outsider board model for UK corporate governance. The issue of 

 
681Ibid. 
682 Moran v household Int’l., (Del 1985), 500 A.2d 1346,1356. 
683 Marc Moore and Martin Petrin, Corporate Governance: Law Regulation and Theory (Macmillan 
International Higher Education 2017) 180. 
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independence is referred to in several principles and provisions of the Code that explicitly 

exhibit the regulator's intention to retain and further develop the existing outsider board model 

in the UK. 

 The Code 2018 is supported by other guiding documents, such as the Guidance on 

Board to enhance board effectiveness. This guiding document, which reports the application of 

the Code 2018 and suggests good practice, is also devised to support the board in effectively 

working through decisions. However, director duties have primarily evolved through case law 

and thus lie under the statutory realm of the Company Act 2006 (CA 2006). 

The Code 2018 recommends that a board include identification in an annual report of 

independent directors.684 Additional criteria should be included to determine that ‘they are not 

in the relationship and circumstances that could call upon their ‘independent judgment’. The 

CA 2006685 put a statutory duty on directors to exercise ‘independent judgment and emphasizes 

that the director must not be under contractual obligations with the third party’. Thus, a director 

must follow the company’s constitution to exercise ‘independent judgment’.686 

Moreover, the Code 2018 requires the presence of both executive and non-executive 

directors on a board, though instead of providing any specific number for NEDs, it simply 

requires that BOD composition is 50% NED, excluding the chair. This requirement of ‘half’ 

versus ‘majority’ seems to provide leniency to some small companies, which would potentially 

need to hire an additional director to meet the requirement. The roles of chair and chief 

executive are separated in the Code 2018, leaving the exception ‘if approved by the board’ and 

by taking ‘prior consent from the shareholder.687 The Code also states that ‘NEDs should have 

 
684 The Corporate Governance Code UK (2018), Pro.10. 
685 The Company Act 2006, s 173. 
686 The Company Act 2006, s 171. 
687 The Code 2018, Prov. 9. 
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sufficient time to meet their board responsibility. They should provide constructive challenge, 

strategic guidance, offer specialist advice, and hold management to account’.688 

Hence, the Code 2018 emphasises time commitment alongside an indication of the time 

involved. If a NED with too many directorships cannot devote the necessary amount of time, 

an interlocking directorate can result. In any family or business relationship, this could 

compromise the independence element essential to NEDs.  

Detriments to independence can include any relationship, such as employment (from 

the last 5 years), business (from the past 3 years) or close family ties. Other circumstances that 

raise questions regarding independence are cross-directorship, significant shareholding, or 

serving as a board director for the past nine years. Any additional remuneration from the 

company is not allowed, with the exception of the director’s fee, participation in the share 

option scheme, and performance-related or company pension schemes.689 

In South Africa, the board comprises a mix690 of executive and non-executive directors 

(a minimum of three for publicly listed companies),691 but NEDs should be independent and 

comprise the majority. Principle 7 of King IV recommends that boards should also contain one 

CEO and one additional executive officer, such as the chief financial officer (CFO), to ensure 

more than one point of interaction with management. Hence, without prescribing any specific 

number, the Code expects a board comprising at least seven directors, with three being 

executive directors and four being non-executive directors. The minimum number of BOD 

members in Pakistan (seven) is believed to be inspired by King IV. 

 
688 The Code 2018, Principle (H). 
689 The Code 2018, Prov 10. 
690 Kings IV Principle 7 (b). 
691 The Companies Act 2008, s 62(2). 
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However, King IV defines the independence and independent judgement of NEDs 

based on inclusive judgement, not solely by rules or principles. It is arguably ‘reasonable’ to 

any ‘informed’ person (any third party) that some specific interests, positions, associations, or 

relationships may unduly influence or result in biased decisions that run counter to company 

interests. 

Moreover, King IV describes circumstances that could potentially be detrimental to a 

director’s independence, such as the financial capital provider or any person in connection with 

it. Other circumstances include any direct receipt of share-based incentives, material 

shareholding in the company, any executive employee from the past three financial years or 

any party related to such an employee, business links as an external auditor or IT team members 

from the past three years, serving as a board member executive director on the board of key 

suppliers, customers, or any company-related party (cross-directorship), or receiving 

performance-based remuneration. 

The Code also recommends activities for obtaining assurance of independence and 

resolving conflicts of interest for any member, particularly non-executive members of the body. 

NEDs can continue to serve as independent for more than nine years, provided they undergo 

assessment by the governing body every year after nine years. At least one NED that is neither 

the CEO nor CFO should be appointed to discharge duties in the absence of the chair until three 

years after their termination of job tenure.692 

5.7 Conclusion 

The above discussion suggests that, by performing its responsibilities properly with 

care, honesty, and in favour of both the company and shareholders, a board can not only boost 

the performance of a company but can also promote CG norms and set standards for other 
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companies to follow. It is the primary responsibility of directors to monitor the administration 

and performance of a company through the balance of conformance and performance roles. 

This chapter concludes that various dynamics of a board, such as the balance of size, 

skills, diversity, and independence of NEDs, promote good corporate governance structures in 

terms of processes and implementation. The composition of a corporate board, with an 

appropriate mix of skills, qualifications, and experience, is the most important dimension 

demanded by regulators and legislators, as evidenced by the continuous review and upgradation 

of corporate governance laws and rules. 

Most listed companies in Pakistan are dominated by family ownership. It requires more 

trained, independent, skilled, and vigilant monitoring functions of corporate boards through 

involvement is a strategic function. It helps ‘direct’ companies in the true sense of the word.  

The independence of non-executive directors and the compulsory introduction of a quota for 

women on boards require effective regulation and monitoring for implementation. The 

requirement of remuneration, nomination, and ethics committees undoubtedly improves levels 

of compliance, which in turn boosts the confidence of investors in Pakistan’s equity market. 

Corporate boards bridge the managers and shareholders of a company. Thus, an effective 

corporate governance structure is difficult to imagine without considering the segregation of 

ownership and reducing the associated challenges. The next chapter evaluates issues related to 

ownership and control in the context of corporate governance.
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CHAPTER 6: CORPORATE OWNERSHIP AND CONTROL 

6.1 Introduction 

This is the third core chapter of this thesis. The previous chapter investigated the board 

of directors of publicly listed companies and analysed their responsibilities, roles, design, 

committees, diversity and independence. Comparative analyses were used to explore corporate 

boards in Pakistan, the USA, the UK and SA to assess the impact of board dynamics on the 

effectiveness of corporate governance. The current chapter investigates the impact of different 

ownership structures on the corporate governance or management of a firm. Moreover, 

different ownership structures are evaluated through the perspective of other theories beyond 

the traditional agency theory, such as the institutional and resource dependency theories.  

Dispersed and concentrated ownership represent the two contrasting trajectories or 

models of the corporate governance world. All forms of ownership, like institutional, 

blockholder, state or family, fall under these two broad classifications. Dispersed ownership is 

better complemented in the strong and liquid security market. Market transparency and high 

disclosure standards are vital features of this model, whereas market discipline is the major 

disciplinary mechanism for corporate control. Concentrated ownership, conversely, is 

characterised by ‘controlling shareholders, weak security markets, low transparency and 

disclosure standards and often a central monitoring role for large banks who have a stake in the 

company’.693 

6.1.1 Ownership Structure and Corporate Governance – A Theoretical Perspective

Despite a wealth of research, the implications of different forms of ownership for 

corporate governance have not been thoroughly analysed. From the time of Berle and Means, 

 
693 John Coffee Jr, Convergence and its Critics: What are the Preconditions of Separation and Control? in JA 

MacCahery, P Moerland, T Raaijmakers and L Renneboog (eds), Corporate Governance Regimes: Convergence 

and Diversity (Oxford University 2002).  
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ownership structure has contributed significantly to defining various corporate governance 

systems around the world. The agency theory, based on the separation of ownership and 

control, addresses the framework of the contractual relationship between owners and agents.694 

Most recent research on corporate governance in the law, finance or management fields is 

presented against the contextual background of agency theory.695 The current research, 

however, aimed to evaluate ownership structure in the context of other corporate governance 

theories – such as institutional theory – or to marry agency theory with other theoretical 

perspectives. 

6.2 Agency Theory 

As previously mentioned, agency theory is the dominant approach toward the study of 

ownership structure and its impact on corporate governance.696 In a dispersed ownership 

structure, which comprises many investors owing only a marginal number of equities, there is 

a divergent risk orientation between owners and managers. This divergence thus requires some 

mechanism to align the interests of firm owners and managers.697 Corporate governance is 

often characterised as a solution for mitigating the agency problem and maximising firm 

performance.698  

Hence, since 1992, corporate governance codes in over 90 countries have aimed to 

minimise agency conflicts and resulting agency costs.699 Since these codes are based on the 

 
694Eugene F Fama, Agency Problems and the Theory of the Firm (1980) 88(2) Journal of Political Economy 288;  

MC Jensen and WH Meckling, Theory of the Firm: Management Behaviour, Agency Costs and Ownership 

Structure (1976) 3(4) Journal of Financial Economics 305  
695 Brian K Boyd and Angelo M Solarino, Ownership of Corporations: A Review, Synthesis, and Research Agenda 

(2016) 42 Journal of Management 1282. 
696 Eugene F Fama and Michael C Jensen, Agency Problems and Residual Claims (1983a) 26 Journal of Law and 

Economics 1.  

Also See Chapter 2 for more details. 
697 Jensen and Meckling (1976). 
698 Andrae Shleifer  and Robart W Vishny R, A Survey of Corporate Governance (1997) 52 Journal of Finance 

737, 738. 
699 Fransesca Cuomo , Christine Mallin and Alessandro Zattoni A, Corporate Governance Codes: A Review and 
Research Agenda (2016) 24 Corporate Governance: An International Review 222. 
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specific social and legal environment of each country, they vary widely in form and scope. 

Common recommendations are nevertheless observed, including the combination of executive 

and independent members in a board of directors, the creation of committees to discharge some 

board responsibilities in specific areas such as auditing, nomination, and remuneration, the 

separation of responsibilities between the chairman and CEO, the rotation of board members, 

and several other practices aimed at increasing board accountability and effectiveness, such as 

executive and board member remuneration schemes.700 

The agency problem identified by agency theory is also linked to ownership structure. 

However, dispersed ownership structures are primarily linked to a specific set of challenges 

confronted by developed countries and financial markets and regulated under certain codes like 

the OECD Principles of Corporate Governance 1999 (revised in 2004). Not all countries, 

particularly those with developing or emerging economies, can simply rely on these codes, as 

they have different social and economic values embedded in their national cultures. Thus, a 

more inclusive institutional approach to corporate governance rules that can respond to the 

challenges of different ownership structures, like state or family ownership, is required.701  

Recently, a similar approach – the OECD Principles of Corporate Governance – has 

been adopted by G20.702 It recognised owners and organisations other than large publicly listed 

companies, like small or medium enterprises, banks, and multinational firms. These principles 

also acknowledged the different institutional characteristics that promote corporate governance 

development. 

The traditional agency theory only recognises the relationship between the principal 

(owners) and the agents (managers) and the potential associated problems. For instance, the 

 
700 OECD, ‘G20/OECD Principles of Corporate Governance, [OECD Publishing 2015].  
701Ruth V Aguilera and Rafel Crespi-Cladera , Global Corporate Governance: On the Relevance of Firm Ownership 
Structure (2016) 51 Journal of World Business 50, 54. 
702 ibid. 
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interests of the agents and principal may not align, requiring some mechanism to reach goal 

congruence. However, other extensions of agency theory cannot be overlooked, such as the 

principal-principal agency theory703 or the behavioural agency model.704 For the scope of this 

thesis, only the agent-principal and principal-principal agency views are analysed, to limit the 

arguments.   

The principal-agent problem leads to a misalignment of goals and inadequate oversight, 

which may in turn present challenges, such as executives consuming excessive benefits or 

perks. Moreover, ‘an emphasis on risk mitigation and self-dealing can lead to wealth-diluting 

strategies and tactics, which ultimately threaten the firm’s long-term performance’.705 

However, ownership can extend a fulcrum to counter such issues related to the traditional 

agency problem. Institutional shareholders, for instance, can provide an external monitoring 

mechanism through their engagement in proxy fights or through the threat of selling their 

shares.706 Retaining a large block of equity may reduce the chances of liquidity of that big block 

and thus provide long-term orientation for owners (like in family ownership) to retain and grow 

their wealth.707 The simple answer to the question of why they should do this is that they are 

also under the monitoring of their owners and thus have a greater incentive to monitor the firm 

as a large blockholder.    

Later research challenged the applicability of agency theory in highly concentrated 

ownership firms where the separation of ownership and control is not as clear as in firms held 

 
703 Young Peng, Ahlstrom Bruton and Jiang, Corporate Governance in Emerging Economies: A Review of the 
Principal-Principal Perspective (2008) 45 Journal of Management Studies 196 . 
704 Robert M Wiseman and Luis R Gomez-Mejia, A Behavioural Agency Model of Managerial Risk Taking (1998) 
23 The Academy of Management Review 133. 
705 Brian K Boyd and Angelo M Solarino, Ownership of Corporations: A Review, Synthesis, and Research Agenda 
(2016) 42 Journal of Management 1282, 1288. 
706 Andrae Shleifer and Robart W Vishny , Large Shareholders and Corporate Control (1986) 94 Journal of Political 
Economy 461. 
707W Gibb Dyer and David A Whetten, Family Firms and Social Responsibility: Preliminary Evidence from the S&P 
500 (2006])30 Entrepreneurship Theory and Practice 785. 
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by dispersed owners. In concentrated ownership firms (e.g., family or state-owned), owners are 

not completely detached and may even be directly involved in the management of the firm as 

controlling shareholders. Thus, closely-held ownership often encounters the principal-agent 

agency problem (Type I) rather than being confronted with the principal-principal agency 

problem (Type II). The principal-principal agency problem is linked to the misalignment of 

interest between controlling and minority shareholders.708 

Large shareholders have stronger incentives to monitor the company than minority 

shareholders; however, this can prove detrimental to the rights of minority shareholders. Large 

shareholders acting as managers are less risk-averse but minority shareholders have easier exit 

options. However, this ownership structure requires immense, effective protection of minority 

shareholders from private benefit extractions. Hence, though concentrated ownership provides 

a better solution to the problem, it can expose minority shareholders, at their expense, to profit 

redistribution towards large shareholders. Many researchers think that controlling shareholders 

is not always the product of good versus bad legislation and that no single solution is optimal, 

whether for agency problem Type I or II, as they are different across different industrial, legal 

and social environments.709 

6.3 Resource-based Theory 

The most formal view of resource dependency theory is based on the logic that various 

elements of corporate governance can act as critical resources of a firm.710 A resource can be 

‘...anything that could be thought of as a strength or weakness of a given firm’.711 Efficient use 

 
708 Brian K  Boyd and Angelo M Solarino, Ownership of Corporations: A Review, Synthesis, and Research Agenda 
(2016) 42 Journal of Management 1282, 1288. 
709 Gilson RJ, Catalysing Corporate Governance: The UK System in the 1980’s and 1990’s (Melbourne Law School 
2006); Ronald J Gilson and Jeffrey N Gordon, Controlling Controlling Shareholders (Columbia Law and Economics 
Working Paper,228 2003). 
710 Jeffery Pfeffer and Gerald R Salancik G, The External Control of Organizations: A Resource Dependence 
Perspective (Harper & Row 1978). 
711 Birger Wernerielt , A Resource-Based View of the Firm (1984) 5 Strategic Management Journal 171. 
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of such resources and capabilities can assure stability, sustainability and competitive 

advantage.712 This theory suggests that an efficient corporate governance system can lead to 

the generation of resources like skill, knowledge and the independence of the board of 

directors. Although this theory is not viewed as a standalone theory by various researchers,713 

it is nevertheless used to help predict the effect of different ownership types on firm 

performance and agency-related outcomes like agency cost, expropriation of minority 

shareholders, or board independence.714 

Daily715 highlighted the relevance of resource dependency theory to explain the 

governance effects of owner-managers (controlling shareholders) in entrepreneurial firms. 

Some aspects specifically associated with some forms of ownership can be used as valuable 

resources, such as expertise (insider and blockholder ownership), financial stability and long-

term sustainability (family ownership), and legitimacy (institutional investors and insiders). In 

other words, different ownership structures contain built-in benefits that can be utilised as firm 

resources, helping to both improve performance and enhance the sustainability and competitive 

advantage of a firm.716 

6.4 Institutional Theory 

The existence of concentrated ownership is evident in various parts of the world. 

However, cross-national differences produce different results concerning the relationship 
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between concentrated ownership and control and firm performance. Jiang and Ping (2011) 

affirmed this by establishing the dependency of family ownership on the differences in the 

legal and regulatory institutional environments in which they operate, which provide the 

standards for minority shareholder protection. The institutional theory has become the second 

most common perspective used by scholars to explain the ownership phenomenon. 

The institutional theory explains the association of different forms of ownership with 

the efficiency of corporate governance or firm performance. The available literature on this 

theory yields three different points of view.717. The first argument presents a positive 

relationship between family ownership and firm performance due to the ability for better 

monitoring.718 The second argument establishes the inefficiencies in family ownership 

structure, like conservatism, which may result in family conflicts or lost business opportunities 

that ultimately cause the dissolution of a company.719 The final argument represents a group of 

scholars who assert the lack of a relationship between family ownership and control and firm 

performance, relating this to other variables instead.720  

State-owned enterprises or other financial institutions, like banks, can also impact a 

firm’s performance. This impact can be attributed to the tendency of these entities to limit 

opportunism, as they are subject to more public scrutiny and regulation. Their role in improving 

governance and limiting expropriation actions thus cannot be overlooked.721 However, it is 

 
717 Luigi Lepore and others, Ownership structures and corporate performance: A literature review (2019) New 
Challenges in Corporate Governance: Theory and Practice, 205, 190. 
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important to note that globally, evidence shows they are unable to perform their expected role 

in governance improvement due to various factors, discussed later in this chapter.   

A study exploring the impact of different financial structures (market- vs. bank-

oriented) and legal systems (civil vs. common law) in influencing different mechanisms of 

corporate governance concluded that different combinations of these institutions exert different 

influences on company-level performance in various countries.722 Given this evidence, the 

researcher notes that the promotion of corporate governance mechanisms in Pakistan may best 

be understood in a multiple-theory context rather than in reliance on agency theory alone. This 

reasoning can be attributed to the highly concentrated ownership structure in the developing 

equity market of Pakistan.723  

6.5 Ownership Systems 

The world is broadly divided into two rivalling corporate ownership systems: the 

dispersed ownership system and the concentrated ownership system. The United States and the 

United Kingdom fall under dispersed ownership, whereas other industrial countries or majorly 

Asian countries fall under concentrated ownership, including Pakistan. Despite this main 

division, ownership is becoming more complicated, as noted by the following: 

… ownership structures are evolving and that, while there has been an overall global 

trend towards greater predominance of concentrated ownership structures, the 

traditional concepts of dispersed and concentrated ownership may no longer be 

sufficient as a basis for understanding and adapting corporate governance frameworks 

to the more complex landscape of corporate ownership structures in place around the 

 
722 Ann Anderson and Parveen Gupta, A Cross-Country Comparison of Corporate Governance and Firm 
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world. In fact, much of this evolution can be contributed to the 43% (as compared to 

20% in 2000) of equity raised from emerging markets, especially Asian countries, 

where ownership structure is predominantly concentrated.724 

Evaluation of this polarity in ownership structure is of vital importance for this thesis. Though 

all comparative countries in this study can be classified as common-law countries, they present 

differences in ownership systems owing to differences in their social and economic 

environments, particularly in the choosing and implementing of corporate governance laws or 

codes. 

The pattern or structure of ownership depicts the actual ‘owners’ to which the 

‘principals’ are accountable. Despite vast literature concerning the issues of shareholders as 

actual owners of a company, it remains challenging to comprehend the ultimate owners who 

actually control or influence business decisions. Even in a dispersed ownership system, 

shareholding is not simply in the hands of individual shareholders, as ownership of institutional 

shareholders is also a dominant form of ownership. In the USA, for instance, institutional 

shareholding constitutes two-thirds of investment in large, listed companies; in the UK, 53% 

of shareholding is vested in overseas investors, with less than 12% in British shareholdings.725  

Similarly, concentrated ownership does not always imply control by major groups or 

blocks; on the contrary, sometimes even 10% holding or dominated holding of the founder is 

sufficient to exercise control based on the founding owner’s status or position.726 The research 

assumes that the recent increasing trend of major blocks or group holding in exercising 

effective influence on companies is negating the assumption of the theory of separation of 

 
724 OECD Corporate Governance Fact Book (OECD 2019). 
725 UK Office of National Statistics (2018). 
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ownership and control, which predicts the convergence of any company type into a dispersed 

ownership structure.727 

It is worth mentioning here that the ‘principal-agent’ or ‘principal-principal’ 

relationships are also not as straightforward or direct in the contemporary, complex corporate 

world, which witnesses a complex chain of intermediaries acting as agents. Hence, an owner 

could be an individual who invests with some institutional investors or one who ultimately 

invests in the listed company but lends the share as collateral728 for the deal that was made.729 

Moreover, voting rights are often exercised by agencies through ‘proxy voting’, given their 

assumed expertise in that field compared to a given shareholder in a widely dispersed 

ownership system. Such complex forms of ownership prompt various questions, such as ‘Who 

are agents accountable to?’ and ‘Who exercises influence on the company?’.730 

Though the forthcoming discussion is based on the two traditional polarities of 

ownership structure for clarity in the presentation of arguments, contemporary issues 

surrounding ownership challenges in form and spirit are also duly evaluated.   

6.5.1 Dispersed Ownership 

Dispersed ownership is characterised by ‘strong securities markets, rigorous disclosure 

standards, and high market transparency, in which the market for corporate control constitutes 

the ultimate disciplinary mechanism.’731  

The role of law in determining ownership structure cannot be underestimated. The UK 

and USA both employ a dispersed ownership structure; however, this was not the case before 

 
727 Adolf Berle and Gardiner Means, The Modern Corporation and Private Property (1968) 204. 
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730 ibid. 
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1930 in the USA and before the mid-century in the UK.732 Formerly, corporations in both 

countries were predominantly family-owned. Neither country provided strong legal protection 

to minority shareholders during this period, a situation resembling the exploitation of 

shareholders in Russia during that same time. However, the rise of hostile takeovers and 

mergers made it increasingly difficult for family owners to retain control without challenge. 

Though some tried to maintain control through dual-class shares and strategic share blocks, 

they were subsequently denied by the institutional shareholders and the LSE.733  

During industrialisation, the need arose for big businesses with large investments, 

which required higher financial needs that only a handful of family businesses could offer. 

Although they took different paths, both the UK and USA transitioned from a highly 

concentrated to widely dispersed ownership structure. During this transition, these countries 

employed various processes and procedures to transfer the control of corporations to the capital 

market while maintaining the initial owner’s confidence in selling control outside of 

shareholders and ensuring the business remained profitable. The following discussion presents 

and analyses the transition to and growth of dispersed ownership. 

Corporate Ownership Transition in the United Kingdom 

Like the USA, the UK has outsider or widely dispersed ownership. Most companies 

offer their shares to the public and there are fewer dominant shareholders. La Porta attributed 

this trend to the pattern of publicly listed companies in the UK, in which a family rarely owns 

substantial shareholdings.734 Although institutional shareholding constitutes 70% of UK equity 

for a single company, this shareholding is unlikely to be more than 5%.735 

 
732 Brian R Cheffiens, Does Law Matter: The Separation of Ownership and Control in United Kingdom (Working 
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This outsider system in the UK has another label – ‘arm’s length’ – as the shareholders 

take a ‘hands off’ approach with companies they own, working on a ‘behind the scenes’ 

basis.736 Institutional investors, for instance, have no tradition of direct involvement in the 

affairs of the company, typically leaving decisions to professional managers and responding to 

company performance by selling their holdings.737 They only become involved when ‘the 

incumbent management team has been fully discredited’.738 

The UK corporate environment, where most enterprises are publicly listed companies, 

did not have a sophisticated corporate system until the end of the 19th century, when just 5–

10% of large enterprises were incorporated in the LSE. The move toward the stock market 

began in the early years of the 19th. Century, with the number of companies doubling each year 

thereafter until its 1951 peak, with 3,500 listed companies.739 Eventually, this growth 

accounted for 70% of British profit generated from the corporate sector. Today, publicly listed 

firms represent a dominant force in the British economy. Previously, however, the Berle and 

Means conclusion regarding separation of ownership and control was not that obvious, and 

family ownership still dominated managerial decisions.740 

The separation of ownership and control was initially identified through research 

conducted by P. Sargent Florence, who examined patterns of ownership in large British 

industrial and commercial companies from 1936–1951.741 He eventually concluded that the 

‘managerial evolution if not revolution’ was apparent from the evidence, with a trend towards 

the divorce of ownership and control in most large companies.742 This research was supported 
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by British business history expert Leslie Hannah, who noted that until the middle of the 20th 

century, the UK had a firmly established managerial capitalism resembling the US, resulting 

from the dominant family ownership.743 These families had a de facto veto over all major 

business decisions and bids; however, by 1950, there was enough evidence for the separation 

of ownership and control ‘to leave vide range of quoted companies vulnerable to takeover 

offers’.744  

However, an early resemblance to US-style managerial capitalism is contested by 

Chandler on the basis that US corporations are managed by professional, salaried, trained, and 

experienced managers versus the personal style of family management, since family control 

was dominant at that time.745 However, he admitted this resemblance was more obvious by 

1970 when only a small number of managers had any connection with families or dominant 

shareholders.746 However, by 1980 the number of shareholders holding more than 10% in a 

company had decreased to one out of two, marking a clear shift from concentrated to dispersed 

ownership.747  

In fact, by the end of the 20th century, hundreds of companies had joined the LSE, both 

indicating a shift from concentrated to dispersed ownership and presenting evidence for the 

absence of an unfavourable legal environment for outside shareholders. The healthy public 

demand for equities showed they were comfortable being put in the vulnerable position of 

minority shareholders despite not enjoying the legal protection available in the modern UK. 

However, the British judicial system has often been globally reputed for its professionalism, 

independence, and continuity. Regarding this point, the researcher notes that even with the 
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unavailability of any legal protection for some time, effectively performing institutes, and more 

precisely, the judiciary, were able to establish confidence in the improbability of any injustice. 

However, it is important to mention that despite proactive judicature in the UK, the 

courts have always been reluctant to interfere in the management of businesses. Lord 

MacNaughton said, ‘I do not think it is desirable for any tribunal to do that which Parliament 

has abstained from doing...that is to formulate precise rules for the guidance of embarrassment 

of businessmen in the conduct of business affairs’.748 Another judgement articulated the similar 

statement ‘it is an elementary principle that the Court will not interfere with the internal 

management of the companies acting within their power, and in fact, has no jurisdiction to do 

so.’749 This can be considered the overall legislative attitude of the state, which presumably 

aided the adoption and promotion of soft and voluntary rules and regulations for corporate 

governance in the UK. 

Despite the above, another vital issue worth noting is that no ownership structure is free 

from potential challenges. Hence, different states devise regulations or laws to respond to those 

associated challenges and extract the maximum potential advantage from the dominant 

ownership structure in any country. Consequently, the dispersed ownership of the UK yields 

the potential for less or no protection for minority shareholders, as major shareholders may 

pressurise management to make policies beneficial for them. Thus, the following discussion 

evaluates issues related to shareholder protection, like derivative claims, insider dealing and 

disclosure of relevant information to shareholders.  

Greater protection of minority shareholders enhances the confidence of outside 

investors. As previously mentioned, minority shareholder protection was not always as 

prevalent in the UK as it is today. Conversely, the courts were reluctant to provide the right to 
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bring a suit against a company in cases of oppression, as no legal or judicial relief was available 

prior to the 20th century.750 Though derivative claims now have legal support in the UK, the 

decision regarding whether a claim made by a minority shareholder has a strong basis or fulfils 

the conditions for bringing a case is still left to the courts. Thus, providing rights to minority 

shareholders appears to remain unfavourable, and the reluctance of the courts to interfere in the 

business affairs of companies persists. The merits and weaknesses of this issue were discussed 

in Chapter 5 of this thesis. 

Moreover, the UK was widely unregulated regarding insider dealings until the first half 

of the 20th century. However, the sanction against insider dealing was mostly considered as 

more a ‘part of etiquette than one of positive law’. In Percival v Wright,751 the case judgement 

was made in favour of directors, declaring them as owing duty only towards the company and 

not towards the shareholders, by virtue of their office. This decision was contested through the 

argument that this judgement could give directors legal carte blanche (freedom to do whatever 

you want), enabling them to use their insider information of company shares for their own 

benefit.752 Criticism was heavy, and the director’s duties towards both the company and the 

shareholders were clearly defined in Company Law 2006.753 

Similarly, legislation requiring the provision of relevant information to shareholders to 

inform their decisions to buy, sell, or invest in a company did not have much legal support in 

the UK. The only regulation involved publishing the prospectus at the time of registration and 

at the time of first issuing shares in the stock exchange. The parliament enacted in 1890 gave 

the right to claim damages suffered due to any false information given in the prospectus and 

 
750 Brian R Cheffiens, Does Law Matters: The Separation of Ownership and Control in United Kingdom (Working 
Paper 72, ESR University of Cambridge 2000) 19 
751 Percival Vs Wright (1902), 2 Ch 421.  
752 Gower LC, Some Contrast Between British and American Corporation Law (1954) 69 Harvard Law Review 
1369, 1390. 
753 See Chapter 4. 
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for which the company had failed to prove to be true at the time of its publication. The legal 

requirement for companies to publish annual reports originated in 1908 and was refined in 

Company Law, 1929 with the obligation to provide data on current earnings. This was further 

enhanced in Company Law, 2006, which required companies to prepare and publish annual 

financial reports on an ongoing basis and to account using IFRS principles.754 

Legal or regulatory remedies are not the only option available for the protection of 

shareholders and investors in the UK; other private institutes not associated with the 

government have also been a source of ‘comfortability’ for investors. Financial intermediaries 

and the stock exchange are the most important examples of those that have provided minority 

shareholder protection mechanisms even in times when no such explicit legal protection for 

minority shareholders existed. 

Financial professionals get involved when they gather shares from companies and offer 

to sell them in the stock market. In doing so, they also reveal their professional judgement 

regarding the current and future financial value of a firm, diligently reviewing the available 

financial information of a firm and constructing a professional judgement based on this. Hence, 

while providing the financial assessment of a company to potential investors, their reputation 

is also at stake; thus, providing a true and fair assessment will give them a competitive edge in 

the form of obtaining more business. Financial houses, stockbrokers and leading merchant 

banks, like those in London, are some of the prominent financial intermediaries that enhanced 

the credibility of stock market shares and specifically focused on the domestic market after 

World War I and II due to significant reduction of foreign investment in the UK.755  

 
754 Ibid. 
755 Cheffiens, Does Law Matters: The Separation of Ownership and Control in United Kingdom (Working Paper 
172, ESR University of Cambridge 2000) 20.  
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Given the above discussion, the researcher inferred that wholesale regulatory reforms 

are not necessary to adopt a system of corporate governance in a country. Instead, the existing 

institution (legal, regulatory, or economic) should be gradually developed to absorb any 

convergence. Secondly, convergence to a UK style of regulatory corporate governance 

mechanisms can be effective only in those countries where the economic and political 

environment is hospitable to the establishment and promotion of extra-legal or non-

governmental institutions, as these institutions provide an extra layer for the promotion of good 

corporate governance practices, with the potential to establish an environment of confidence 

and comfortability for outside investors. Moreover, they can ensure the non-vulnerability, if 

not protection, of minority shareholders. 

Ownership Transition in the United States 

The United States, as previously mentioned, is another exemplary country for widely 

dispersed ownership structure, also known as outsider ownership. In fact, the reasons 

underlying the development of dispersed ownership structure can be linked to two different 

perspectives – firm and investor. The firm perspective considers that large capital-intensive 

corporations require a huge investment that cannot be provided by any single family or 

entrepreneur; shares must therefore be sold to many investors. The investor perspective 

considers that even investors with enormous wealth do not want the risk of investing solely in 

one company; rather, they are keen to diversify their investment across multiple companies. 

Such perspectives significantly contributed to the modern separation of ownership and 

control.756  

The growth of the capital market started in the 19th century with the increased demand 

for huge capital for railroads. Thus, major capital was raised from Europe, particularly the UK, 

 
756 Bainbridge SM, The Board of Directors’ in JN Gordon and WJ Wring (eds) Oxford Handbook of Corporate Law 
and Governance Gordon (2018) 290. 
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which had a relatively developed finance market at the time. This introduction of foreign 

investment in the USA created a finance model for similar industries, such as the steel, 

automobile and telephone industries. This huge demand for capital contributed to the 

development of governance structure, with the aim of building and retaining a good reputation 

for foreign investment. 

Hence it contributed to two innovations in the capital market:  

(1) a corporate governance system in which investment bankers, originally protecting 

foreign investors, took seats on the issuer's board both to monitor management and to 

protect public investors from predatory raiders seeking to acquire control by stealth; 

and (2) the growth of self-regulation through stock exchange rules.757  

Furthermore, the equity required for the railroad, though primarily raised through 

foreign investments, was also a share required to be issued to the public. This issuance of public 

shares led to the development of the public equity market in the USA earlier than in any other 

country.  

The separation of ownership and control from the viewpoint of Berle and Means, 

though sometimes discounted as ‘erosion doctrine’,758 has nevertheless been a feature of 

American corporations from the beginning of the nation:   

Banks and other public issue corporations of the [antebellum] period, contained the 

essential element of big corporations today: tripartite internal government structure, a 

share market the dispersed shareholdings and divided ownership and control, and 

 
757 Cheffiens, Does Law Matters: The Separation of Ownership and Control in United Kingdom (Working 
Paper:172, ESR University of Cambridge 2000) 1926. 
758 W Warner, Corporation Law in Search of its Future (1981) 81 Columbia Law Review 1611. 
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tendencies to centralise management in full-time administrators and to diminish 

participation of outside directors in management.759 

Whilst the development of the widely dispersed market contributed to the development 

of the equity market in the US, it also drew the attention of retail investors, who like to invest 

in multiple companies to avoid risk. The researcher sees this attitude of risk-averse investors 

who invest in companies with potentially risk-loving managers as a point worth exploring. This 

phenomenon may be attributed to the overall attitude of investors toward gaining maximum 

profit through minimum risk while avoiding involvement in the management of the companies 

in which they have invested. The Berle and Means-era investor or shareholder seems to carry 

the same attitude of non-involvement or else has possibly no desire to monitor the board or 

insiders of a company. 

These attributes inspired various authors to raise the requirement of regulatory 

measures, which serves not only to protect the shareholders but to also establish a governance 

mechanism that can prevent management from undertaking acts that could potentially harm 

investors.760 However, the agency cost associated with the separation of ownership remains a 

point of concern for every legislator and regulator, even today. 

The ownership structure in the USA is not as dispersed as it was in earlier years; the 

fundamental ownership has changed. Retail shareholder ownership is no longer prominent, 

while institutional ownership has become more prevalent. According to some scholars, this 

shift is not new, as blockholders started forming in the time of the Erie Railroad, during the 

late 1860s. That formation of a shareholders group was not primarily for the protection of 

 
759 ibid 1637. 
760 Mark S Mizruchi, Berle and Means Revisited: The Governance and Power of Large U.S. Corporations (University 
of Michigan 2004) 2.  
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minority shareholder rights; in fact, they united to manipulate the stock prices of their 

corporations.761 

Minority shareholders in the USA were still vulnerable in that era not because of an 

absence of federal legislation or its substantive inadequacy but rather due to corruption and a 

lack of enforcement mechanisms. Even at that time, USA corporate law provided minority 

shareholders protection, and the derivative claim was a principle recognised by the Supreme 

Court. Moreover, the fiduciary duty required public officials to prove their ‘intrinsic fairness’ 

for any matter involving self-dealing transactions.762  

USA case law also provided legal remedies to shareholders being defrauded due to 

stock price inflation. A suit could be brought not only against the company whose shares had 

deflated but also against the agents or stockbrokers upon whose advice an investment in that 

company was made. This liability was further extended to the fraudulent issuance of stock, 

though class action claims were unavailable at that time.763 Nevertheless, even such a 

comprehensive protective legal framework could not reduce the vulnerability of minority 

shareholders due to poor enforcement mechanisms and corrupt practices.   

Today, USA ownership structure has shifted from vulnerable retail shareholders to 

impactful institutional shareholders. Institutional shareholders own 70% equity in the top 500 

US corporations.764 However, retail shareholders still comprise the substantive ownership base 

of widely dispersed shareholdings. Government as an equity holder of a public corporation, 

though prevalent there, has never been appraised or appreciated throughout the 20th century. 

 
761 ibid.  
762 See Lawrence M Friedman, A History of American Law (1973) 22 Business Law Review 446. See also Harold 
Marsh Jr, Are Directors Trustees? (1966) 35 Business Law Review 35. 
763 Stuart Banner, Anglo-American Securities Regulation (1998). 
764 The Conference Board, Trends in Asset Allocation and Portfolio Composition [The Institutional Investment 
Report 2010) Table 10 
< https://www.conference-board.org/publications/publicationdetail.cfm?publicationid=1872> accessed on 13 
May 2020. 
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This form of ownership was ‘virtually’ non-existent in recent US history until the financial 

crises of 2008’.765 There has always been a suspicious, sceptical attitude in America regarding 

the pure government of mixed ownership government and private ownership, which has 

discouraged the promotion of state ownership in any form. 

The three types of institutional shareholders are mutual funds, pension funds and hedge 

funds. These dominate the equity holding – at 70% – of institutional shareholding. It is the 

investment strategy for each type of fund that has a different impact on the governance issues 

of any corporation. For instance, mutual funds, which are under the strict regulation of the SEC 

and contain a provision for funds to be liquidised at any time by beneficiaries, tend to focus 

more on short-term strategies for investment and value private gains over market gains as being 

more competitive and lucrative for investors.766  

Moreover, most investors of these funds are everyday people with low wealth and 

investments who invest for long-term gains. Pension funds are similar to mutual funds, except 

for the mandatory inclusion of employees. A state declaration emphasised that social, ethical 

and governance issues may directly impact investment plans. Thus, pension funds were 

provided as an opportunity to think beyond capital maximisation. However, different studies 

found the least amount of intervention from mutual or pension funds, which can be attributed 

to the lack of incentivisation for portfolio managers to participate in governance decisions. This 

issue creates another dilemma of ‘agency capitalisation’ between institutional owners and 

beneficial holders.767  

Conversely, hedge funds are considered to wield more influence on the corporate 

governance of large corporations, whether through direct, private discussion with the board or 

 
765 Ibid. 
766 SEC, Invest Wisely: An Introduction to Mutual Funds (SEC 2019). 
 <www.sec.gov/investor/pubs/inwsmf.htm>  accessed 8 November 2019. 
767 Ronald J Gilson & Jeffrey N Gordon, The Agency Costs of Agency Capitalism: Activist Investors and The 
Revaluation of Governance Rights (2013 113 Colombia Law Review) 863.  
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through more aggressive tactics.768 Their more concentrated (if not controlling) position as a 

collection of more sophisticated investors with long-term investing strategies, as the investment 

is not deemed to be liquidised at any time, places them in the position of more effectively 

monitoring the board, although this is to extract private gains.769  

Despite the predominant position of institutional shareholders, the US legislature still 

protects minority shareholder rights by recognizing the fiduciary duty to maximise value owed 

by directors to shareholders as well as by majority shareholders to minority shareholders.770 

The impact of the imposition of this fiduciary duty is that shareholders, whether institutional 

or majority, have the right to vote on business decisions, although this also allows them the 

potential of making decisions for their own benefit at the expense of either the company or 

minority shareholders. However, the imposition of this duty is uncommon and applied only in 

two instances – freeze-out mergers and close corporations – and it is generally 50% of equity 

holding that determines the ‘controlling’ authority of shareholders.771  

The researcher submits that the corporate governance system in the USA, like any other 

country, evolved through historical development in a corporate, regulatory environment. 

Hence, the ownership and control structures today are not the same as they were fifty years ago 

so the national corporate governance standards. Thus, the recommendations employed years 

ago seem irrelevant today. Though the US system and its laws seemed supportive of 

shareholder protection from the beginning, this system relies on the reconciliation and form of 

relationship between managers and owners. Moreover, the primary focus of any legal 

 
768 Shane Goodwin, Corporate Governance and Hedge Fund Activism (Harvard Business School 2015). 
769 ibid . 
770 In re John Q. Hammon Hotels, 2009 WL 3165613 (Del. Ch. Oct. 2, 2009) (clarifying that minority shareholders 
should have procedural protections especially considering the controlling shareholder and the minority 
shareholders were competing for the same consideration). 
771 Iman Anabtawi and Lynn A. Stout, Fiduciary Duties for Activist Shareholders  (2008) 60 Stanford Law Review 
1271, 1255. 
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development remained the construction of the right incentives to unify the interests of 

shareholders, management and any other stakeholders.    

6.5.2 Concentrated Ownership Structures     

Unlike the shareholders of widely held entities, controlling shareholders have both the 

incentive and the means to monitor managers. The incentive comes from the fact that 

controlling shareholders have an important part of their wealth invested in the firm, exposing 

them to more risk than other investors. They are also in a better position to monitor the actions 

and decisions of firm managers, either because they are personally involved in the daily 

operations of the firm or because they have personally chosen and hired the top managers and 

retain the power to fire them if deemed necessary. 

Several forms of concentrated ownership exist globally, like insider ownership, 

blockholder ownership, business group ownership and state ownership; however, for the 

purpose of this thesis, discussion will be limited to two major ownership forms – family 

shareholding and institutional shareholding – as these represent the two major forms in 

Pakistan. Thus, for practical comparison, arguments will be constrained around these two 

concentrated forms of ownership, along with their impact on the corporate governance 

framework and potential regulatory response in the UK, USA and SA.  

Family Ownership  

In family-owned companies (FOCs), family owners own the majority of shares, which 

can constitute a major threat to minority shareholders. Related party transactions, for instance, 

allow family owners to transfer wealth from the company where they have majority 

shareholding to the company where they have 100% ownership. Operation control of family 

owners over managerial decisions further contributes to this problem. Countries with dominant 

family ownership thus address this issue through regulations or legislation, such as provisions 
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requiring the approval of related party transactions by independent directors or the mandatory 

disclosure of such transactions.772 

Effects of the conflict of interest between managers and shareholders can be controlled 

by the dominant shareholder(s), and agency costs of the Type I agency problem can be 

minimised.773 Another type of conflict arises, however, between majority and minority 

shareholders, especially when some of the firm’s shares are traded on public stock markets. 

The two groups of owners do not have the same objectives, with one group in a position to 

extract private benefits from the firm to the detriment of the second group. This conflict of 

interest can generate what is referred to as Type II agency costs.774 

This research submits that the involvement of controlling shareholders in a concentrated 

ownership structure has the potential to render most of the best practices of corporate 

governance inefficient. Essentially, though controlling shareholders may be following the 

standard governance guidelines regarding a given issue, they can still avoid the implied or 

explicit purpose of rules or laws through legal circumvention. For instance, as majority 

shareholders, they have the majority of voting rights and can unilaterally nominate board 

members or independent directors.  

Such nominations can be consistent with best practice recommendations regarding the 

independence of directors, such as not being an employee of the company or not being part of 

the family of controlling shareholders. However, if these nominated members have some link 

with the family (e.g., through friendship or otherwise), the ‘independent’ board may become a 

 
772 Luca Enriques and Sergio Gilotta, Disclosure and Financial Market Regulation in The Oxford Handbook on 
Financial Regulation by Eilís Ferran, Niamh Moloney, and Jennifer Payne (eds) (Oxford University Press 2015). 
773 Type 1 is the agency problem that arises between the principal, as owners of companies, and agents, as 
managers and executors of company’s operations. 
774 Type II is the agency problem that occurs between controlling shareholders and minority shareholders. 
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rubber stamp for approving the decisions of controlling shareholders, decisions which may be 

beneficial for them but detrimental to minority shareholders. 

The family-owned business is a globally dominant form of ownership.775 The Family 

Firm Institute, the publisher of the Family Business Review, estimates that 85% of firms around 

the world are controlled by members of a family and that 70–90% of global GDP is generated 

by family firms.776 FOCs do not just constitute small private companies or sole proprietorships; 

they can form large public companies employing staff members in the hundreds or thousands. 

After all, a good corporate governance structure provides benefits to any size or form of 

business, as it provides a framework for a more focused view of business that creates an urge 

for outsider views to promote the business of a company.  

The distinct feature of FOCs is the high proportion of family members involved in a 

firm’s management and operations, which enables these families to act ‘unilaterally and 

idiosyncratically’,777 not only to achieve economic goals but also to achieve non-economic 

family goals, such as company sustainability.778   

La Porta contributed to determining the family ownership or control in a company, 

offering some indicators of family control to identify an FOC: controlling rights in excess of 

their cash flow rights; family as controlling shareholders; family participation in management; 

absence of bank control on a firm as shareholders or if the family control remains unchallenged 

by other shareholders. Other thresholds for determining FOC status have been established, 

which vary from 5% to 50% of equity ownership. 

 
775 La Porta, Lopez, De-Silanes, and Shleifer (1999). 
776 Moses Chundu, Julia Njobo, Jeffrey Kurebwa, The Economic Impact of Family Business: A Compilation of 
Fact (2014) 1(22) Tharawat Magazine 1. 
777 Michael Carney, Corporate Governance and Competitive Advantage in Family–Controlled Firms (2005) 29 
Entrepreneurship Theory and Practice 249. 
778 Luis R. Gómez-Mejía and others, Socioemotional Wealth and Business Risks in Family-Controlled Firms: 
Evidence from Spanish Olive Oil Mills 2007) 52 Administrative Science Quarterly 106. 
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When families own and control a company, the Type I agency problem between agent 

and principal is non-existent. This would ideally encourage higher levels of trust with the 

lowest agency cost in monitoring the management’s activities. However, FOC managers often 

favour controlling families over shareholders. Morck and Yeung mention some potential 

agency conflicts in FOC, including ‘the use of pyramidal structure to separate ownership from 

control, the entrenchment of controlling families, and non-arm length transactions (tunnelling) 

between related companies that are detrimental to public investors.’779 

In response to the potential agency conflicts mentioned earlier, some countries have 

tried to enforce such remedial actions as formal shareholder agreements, which clearly record 

the nature of each shareholding in a company. The European Commission’s Shareholder Rights 

Directive provides another example of regulations designed to promote the right of 

shareholders to vote in an informed way by providing them timely and relevant information.780 

As FOCs progress through different stages of their life cycle, governance of a firm is 

determined by the governance of the owner family. Hence, establishing a concrete family 

governance system early in the lifecycle of an FOC can support the anticipation and resolution 

of potential family conflicts and allow a greater focus on business growth.  

A family business typically exists within a legal structure that provides minimal or no 

protection to minority shareholders. However, when a society trends toward greater 

shareholder protection, family ownership and control are eventually diluted. For instance, the 

UK and USA shifted from traditional family ownership to dispersed ownership through the 
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& Practice, 401. 
780 Mallin C (2019) 101. 



Chapter 6: Corporate Ownership and Control 

219 

implementation of more shareholder protection measures, such as hostile takeovers, mergers 

and acquisitions.781   

The issue of family ownership and its impact on firm performance has been explored 

and different views presented. One view considers the potential for a positive relationship 

between family ownership and firm performance due to a better capacity for monitoring.782 

Another view, however, suggests that some attributes of family ownership may have adverse 

results on firm performance. Conservatism in families, for instance, may preclude them from 

accepting innovation or investment opportunities on a cost-benefit ratio.783 However, some 

views find no relationship between family ownership and firm performance, instead holding 

that other variables are at work.784 The researcher believes this array of research results is 

attributable to the differences in the protection of shareholders, particularly minority 

shareholders, between institutions. Hence, if effective legal and regulatory institutions are in 

place, the form of ownership might have a minimal impact on corporate performance and 

governance.785  

Having discussed the potential challenges of FOCs, it is pertinent to consider their 

potential advantages. One such advantage is that they are less driven by the short-term demands 

of the market, as they enjoy more flexibility in planning how and when to generate profit. This 
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long-term perspective ensures the continuity of a firm for subsequent generations. A study 

comparing family and non-family firms in Italy observed ‘significantly and consistently better 

performance of family-controlled firms during the financial and economic crises.’ They 

furthermore found that family-owned firms with a mixed configuration786 performed better 

when facing external hazards.787 The researcher posits that while these advantages may be 

sufficient in overcoming the drawbacks of family ownership, the advantages or disadvantages 

of family firms likely rely on the external contingencies or institutional setup of a given 

country.  

Family Ownership Structure in Pakistan 

Pakistan has an extremely concentrated ownership market in which firms are primarily 

held by large blockholders like states and families.788 Various forms of companies exist, such 

as publicly listed, unlisted, private/partnership, SMCs and foreign companies, and the SECP 

has issued different corporate governance codes for such forms; however, this study concerns 

the corporate governance of publicly listed companies. 

 
786 Mixed configuration denotes a less concentrated family ownership structure.  
787Allessandro Minichilli, Marina Brogi, and Andrea Calabro, Weathering the Strom: Family Ownership 
Governance, and Performance through the Financial and Economic Crisis (2016) 24(6) Corporate Governance an 
International Review 552. 
788 Abdul Waheed and Qaisar Malik. The Ownership Structure and Corporate Governance: A Case of Pakistan 
Stock Exchange (2019) 12(5) Pacific Business Review International 27. 
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Figure 6.1 Equity holding in Pakistan.789 

Pakistan has various types of companies, including publicly listed, publicly unlisted, 

private, SMCs, foreign companies, et cetera. Most companies are private and are registered 

with the SECP. The PSX had 569 listed companies with a total market capitalisation of 

5,154,738 million rupees as of 30 June 2013 compared to 2019, the listing details from which 

showed 583 listed companies with a total market capitalisation of 6,644,225 billion rupees. 

Thus, no considerable change in the number of listed companies over the last 5 years was 

observed. Most listed companies have larger capitalisation and size. The proportion of 

ownership in the PSE (Figure 6.1) shows that family holding (54%) has the largest blockholders 

compared to SOE (4%) and standalone companies (18%), which are not part of any business 

group. Companies owned by foreign majority shareholders constitute another major block 

(24%).790 

The capital market of Pakistan has certain features distinguishing it from other 

developed jurisdictions. For instance, numerous listed companies, particularly in the textile 

 
789 Adopted from IBP Usa (ed), Pakistan Doing Business , Investing in Pakistan Guide: Strategic and Practical 
Information, Regulations, Contacts (Vol I, International Business Publication 2019).  
790 Ibid. 
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sector, are family-owned.791 This allows insider control and concentrated ownership. 

Additionally, the number of new listings is also considerably low, which implies less 

dependence on the market for floating capital. There is a low occurrence of corporate control 

and takeovers for similar reasons; namely, the monitoring of ownership depends on directors, 

there is a substantial dependence on bank financing, and share dissemination is done in such a 

manner that directors directly or indirectly own the majority of shareholding.792  

In Pakistan, the role of institutional investors is restricted and the funds industry 

immature.793 Investment via investment funds gives business market entrance to individual 

investors, as few securities are open to institutional investors (e.g., the American Depository 

Receipts and Global Depository Receipts). This suggests that institutional investors are 

worthwhile, as they give respective jurisdictions admiration of managing, authority and 

exchange of securities, as they benefit by working on more drawn-out measures.794 The 

researcher believes that the role of institutional investors should be effectively maximised, not 

only because of their large shareholding but because they can also bring professional 

knowledge and investment experience to the table. However, their role requires vigilant 

supervision given their ability to supersede minority shareholder rights.  

As observed above, the business market of Pakistan is concentrated, with FOCs and 

SOEs; these blockholders make their own decisions and typically do not let individual or 

minority shareholders have a say in company matters.795 In such situations, institutional 

 
791 Hamid and Koshich , Corporate Governance in an Emerging Market: A Perspective of Pakistan (2006) 1 Journal 
of Legal Technology Risk Management 22. 
792 Sikandar A Shah and Moeen Cheema, Corporate Governance in Developing Economies: The Role of Mutual 
Funds in Corporate Governance in Pakistan (2006) 36 Hong Kong Law Journal 341. 
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investors may represent a better option for a third blockholder due to their large shareholdings, 

professional knowledge and experience in investment. Therefore, there is a considerable scope 

for institutional investors to work in Pakistan’s business market.  

The National Investment Trust Limited (NITL) and Investment Corporation of Pakistan 

(ICP) are the biggest financial specialists operating under state control. A large portion of asset 

management companies, global joint investors, brokers, provident and private pension funds, 

and modarabas796 are small financial specialists operating as private investors in Pakistan. The 

NITL is the primary finance management institution in Pakistan. SOEs have 8.33% share assets 

directly and 50% share assets indirectly in the NITL. The NITL retains share assets in most 

listed companies in Pakistan. In June 2013, it had 81 billion Pakistani rupees under its 

management, with 55,109 unitholders.797  

The ICP was founded in 1966 with the goal of expanding the roots of investment and 

improving the business market of Pakistan. The ICP maintains investor records because of its 

aim to enhance share ownership and broaden the business market by trading shares of listed 

companies for shareholders. It deals with mutual funds, which offer chains of strong policies 

for shareholders looking for equitable outcomes via pooled investments.798 It additionally buys 

and offers shares on the stock market for its several companies. It has floated 25 private and 

SOE mutual funds to provide shareholders the chance for collective investment. The market 

dealings for its own portfolio, investors’ portfolios and mutual funds’ portfolios help fortify 

the movement in the business sector.799 

 
796 Modaraba is an Islamic legal term used to describe an agreement between two parties, whereby one of them 
invests capital while other works as skilled partner, with the aim of earning and sharing profits.  
797 International Monetary Fund, Pakistan 6th Review under the Extended Agreement and Modification of 
Performance Criteria – Staff Report (IMF, Staff Report 2015) 
<www.imf.org/external/pubs/ft/scr/2015/cr1596.pdf> accessed on 12 June 2018 
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The funds industry in Pakistan is relatively small and still developing,800 holding about 

5% of total market capitalisation. Institutional investors can play a major role here, due to 

having adequate voting rights and representation on the boards of directors of their investee 

companies. Additionally, banks can make it a condition of any loan to choose their candidate 

as a director of the client company under the Ordinance.801 For instance, the NITL, a 

noteworthy investment institution, can nominate and appoint directors for the corporate boards 

of several companies and can thus assume an effective role in advancing corporate governance 

standards.802 

However, the operation of such state-owned institutions as the NITL and ICP represents 

a significant issue for institutional investment growth. The state owns ICP and the majority of 

NITL shareholdings.803 The direct state control and interference in appointing directors on the 

basis of political affiliations instead of skills, expertise and qualifications can create serious 

governance issues. Such issues can also arise from the non-adoption and non-implementation 

of corporate governance code principles (e.g., transparency, accountability and openness). 

It is thus necessary to consider the growth of institutional investors in Pakistan, as state 

influence is a continuous hurdle in the advancement of corporate governance practices in 

Pakistan’s business market; such influence will also create problems for the increasing role of 

institutional investors. The latent part of institutional investors, particularly those under state 

control, is one of the significant reasons investment institutions remain underdeveloped in 

Pakistan. To curtail this problem, proper legislation is required; alternatively, the corporate 

governance code should be revised to include provisions clearly defining the roles and 
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802 International Monetary Fund, ‘Report on the Observance of Standards and Codes (ROSC), (IMF, Report on 
Pakistan 2005). 
803 ibid 97. 
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responsibilities of institutional investors. Such provisions would provide protection to 

institutional investors and limit state interference in a company’s governance matters.804     

Institutional Ownership 

There was a time when shareholder democracy, one share one vote, was the essence of 

ownership in corporate governance and the main source of shareholder power. However, 

shareholder dynamics have changed through a variety of ownership structures, from 

concentrated to dispersed. As mentioned above, corporate ownership in most listed companies 

today includes individuals as well as institutions. In stark contrast with Berle and Means’ 

corporation of the 1930s, power has moved from management to shareholders. 

The main distinction between individual and institutional shareholders is the level of 

influence they exert on management. An individual shareholder may find it difficult to raise 

questions or request that items be added to the meeting agenda if not allowed by the chair, and 

nomination of any new director is nearly impossible. Although the internet of the modern world 

has provided these individuals a platform allowing them to raise their voices and express their 

opinions on various corporate issues, institutional investors still pose more power in accepting 

or declining any managerial decisions through their voting power.805 

These institutional investors vary widely and have diverse interests. However, they 

share some commonalities independent of their form and regulatory requirements, like the 

efficient allotment of assets, reduced fees of business contracts, and effective monitoring of 

projects.806 Institutional investors also differ in their corporate governance structure and 

regulatory requirements for pension, mutual and hedge funds, as previously mentioned in the 

 
804 Samza Fatima, Tom Mortimer, Muhammad Bilal, Corporate Governance Failures and the Role of Institutional 
Investors in Pakistan: Lessons to be learnt from UK (2018) 60 International Journal of Law and Management 571.  
805 Bob Tricker (2019) 263. 
806 Marcia Cornett and others, The Impact of Institutional Ownership on Corporate Operating Performance 
(2007) 31 Journal of Banking and Finance 1771. 
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discussion on USA ownership structure. Additionally, these funds have no business connection 

with the company; hence, risky investment choices are not required, as in the case of pension 

funds, leading some scholars to term them ‘pressure resistant’. Alternatively, financial 

institutes like banks and insurance companies have less ability to influence companies, 

constrained as they are by business ties, and thus are considered ‘pressure sensitive’.807 

Institutional shareholders have acquired a more dominant place in the global economy. 

They constitute half of the US economy while also maintaining a prominent place in the equity 

market of emerging economies. They are in a better position to monitor the board and conduct 

of managers and to convince them to modify their strategies to maximise wealth. Moreover, 

they have better investment plans compared to individual shareholders, as they benefit from 

professional portfolio managers.808 

Shareholder activism regarding the governance of corporations has been more 

necessary than ever due to bad corporate performance, major corporate scandals, excessive 

director remuneration and the reduction of market confidence in investors. Shareholder 

activism can take several forms, like direct discussion with management, media campaigns, 

blogging on corporate issues, gathering of shareholders for meetings, and litigation against the 

company or directors. Some shareholders may promote their own social or environmental 

agenda through their activism, which can have either positive or negative impacts on board and 

director performance. A 2014 Harvard Business School study revealed that there is a trend of 

directors leaving a company within two years of shareholder activism or within one year if they 

have support from fewer shareholders.809  

 
807 Brian (2016) 1284. 
808 Admati and others, Large Shareholder Activism, Risk Sharing and Financial Market Equilibrium (1994) 102 The 
Journal of Political Economy 1097. 
809 Gow ID, Shin SS, and Srinivasan S, ‘Consequences to Directors of Shareholder Activism’ (2016) Harvard 
Business School Working Paper 14-071 
<https://www.hbs.edu/faculty/Pages/item.aspx?num=46376> accessed on 22 June 2019.  
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The researcher submits that activism of these institutional shareholders is not 

appreciated by most directors, who consider it an interference in their freedom to make business 

decisions in good faith. However, the right of shareholders to nominate directors also gives 

them the privilege to oversee and criticise their financial and non-financial performance. This 

can also serve as an effective intermediary between the company and individual shareholders 

by providing the opportunity to raise concerns or form alliances.  

Institutional Ownership in South Africa 

South Africa represents another example of concentrated ownership, like Pakistan. The 

shareholding of publicly listed companies (379) on the JSE, though not owned by families, is 

also not widely dispersed. The four major aspects of ownership, which tend to reflect policies 

relating to corporate governance, are foreign ownership, institutional investors, significant 

shareholding by one or more shareholders, and black ownership. It can thus be said that 

ownership in SA is in the hands of controlling major shareholder groups. As discussed earlier, 

concentrated ownership potentially challenges the Type II agency problem (owner-owner), 

which in turn puts minority shareholder rights at risk. 

Minority shareholders receive protection under the Companies Act 2008, Companies 

regulation 2011, memorandum of association, takeover regulations, the listing rules of the JSE, 

and King IV.810 In cases where these rules, laws and regulations are silent, minority 

shareholders can seek relief under the common law, which provides relief against any ultra 

vires or fraudulent act of managers or majority shareholders. However, company rules and 

regulations generally do not differentiate between the rights of majority versus minority 

shareholding unless any ‘prejudice conduct’ occurs.811  

 
 
810 See Chapter 5. 
811 The Company Act (2008) sec 163. 
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The courts, in contrast, seem reluctant to grant applications against a company or related 

party unless it is proven that there was a lack of probability or fair dealing, a departure from 

fair play (to which every shareholder is entitled), or unfair discrimination against minority 

shareholders. This judicial trend resembles the derivative claims of minority shareholders in 

the UK.812 

6.6 Conclusion  

This third core chapter of the thesis analysed ownership structure and its impact on 

corporate governance in the UK, USA and SA compared to Pakistan. Theories concerning 

ownership and control were furthermore investigated. It can be concluded that the agency 

theory established the separation of ownership and control between the principal and agent and 

that corporate governance is considered the solution to agency problems (Types I and II). 

However, the institutional theory provides an alternative perspective to the ownership 

phenomenon, particularly in emerging economies. 

Moreover, the issue of ownership and control was discussed under two distinct 

trajectories of dispersed and concentrated ownership. The USA and UK were discussed as 

examples of widely dispersed ownership and the conclusion was made that these two countries 

have institutional support for dispersed ownership structure, such as case law, judicial aptitude 

and business norms. Protection of minority shareholders developed gradually in the UK but 

existed in the US from the very beginning. Concentrated ownership takes several forms; 

however, family and institutional ownership were considered in the comparative discussion. It 

can be concluded that while family ownership presents challenges of opportunistic behaviour 

 
812 Gow ID, Shin SS, and Srinivasan S, ‘Consequences to Directors of Shareholder Activism’ (2016) Harvard 
Business School Working Paper 14-071 
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and expropriation of wealth by controlling owners, it also has advantages, like long-term 

strategies and vigilant planning towards a sustainable business for future generations.  

Furthermore, institutional shareholders and their activism form an effective bridge 

between a company and its minority shareholders. In short, though a family-owned structure 

dominates in Pakistan, this same ownership structure is also present in the USA and many other 

countries around the world. Hence, despite its drawbacks in corporate governance 

implementation, lessons can be drawn from other countries, with suggestions such as 

increasing board independence, limiting the upper cap for controlling ownership, introducing 

more professional trainings for directors, and increasing legal protection for minority 

shareholders, all of which can increase the confidence of external investors in FOCs.  

Moreover, increased shareholder activism by institutional shareholders in Pakistan can 

also contribute to better, more effective monitoring mechanisms, which form the basis of 

corporate governance requirements. In fact, the role of relevant and timely information that is 

equally accessible to all stakeholders cannot be underestimated within the corporate 

governance framework. Hence, financial reporting standards and their associated issues are 

investigated in the next chapter.
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CHAPTER 7: FINANCIAL REPORTING QUALITY AND ITS IMPACT ON 

CORPORATE GOVERNANCE EFFECTIVENESS 

7.1 Introduction 

In the previous three chapters, corporate governance mechanisms and corporate board 

and ownership structure in Pakistan, the United States of America (USA), the United Kingdom 

(UK) and South Africa (SA) were identified, analysed and compared, yielding valuable 

insights. The present chapter explores the relationship between financial reporting quality and 

corporate governance mechanisms to infer the impact of financial reporting quality on the 

effectiveness of corporate governance. The current section furthermore explores the theoretical 

underpinnings of financial reporting quality to obtain a better understanding of the quality 

element of financial reporting in the context of corporate governance.  

Financial reporting (FR) establishes connections between several corporate governance 

members, such as auditors, information distributors, analysts, shareholders, and the board of 

directors, allowing joint discussion of financial planning and standards. It moreover acts as a 

bridge between a company and external parties. Financial reporting is considered a 

measurement tool for determining the performance or outcome of a company through financial 

analysis (e.g., balance sheets, cash flow statements, income statements). Thus, financial 

information is the first source of independent and accurate communication about the 

performance of company managers, further highlighting its value in management influence.813 

 
813 Richard G Sloan, Financial Accounting and Corporate Governance: A Discussion (2001) 32 Journal of 
Accounting and Economics 335. 
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 Concerns related to governance issues came into the limelight after the demise of major 

corporate institutes like Enron, Polly Peck, BCCI and Steinhoff. These corporate failures also 

raised concerns about the standards of financial reporting and accountability practised by 

organisations,814 as well as the role of auditors in providing authentic reports and safeguarding 

the interest of users of these reports. This close connection between financial reporting and 

effective corporate governance necessitates viewing financial reporting in the context of 

corporate governance rather than the converse, as corporate governance encompasses many 

more issues than just financial reporting.815 

The incidences of governance failure at a national level highlighted the need for 

increased knowledge of these companies’ performance through financial reporting. Often, to 

show that a company’s performance aligns with expectations, organisations engage in false 

accounting, aggressive earnings management, and other reporting failures, creating a lack of 

transparency, accountability and integrity. Corporate governance reflects the process of 

managing organisations; if there is any failure in management, this is also reflected by reporting 

failure. 

Academic research additionally highlights an association between weaknesses in 

governance and poor financial reporting quality that leads to earnings manipulation, financial 

statement fraud and weaker internal controls.816 

 
814 Christine A Mallin, Corporate Governance (Oxford University Press 2019) 1-13; see also Davies A, Strategic 
Approach to Corporate Governance (Aldershot 1999). 
815 Short and others, 1999; see also Higson Andrew W, Corporate Financial Reporting: Theory and Practice 
(SAGE Publications 2002). 
816 Mark S Beasley , An Empirical Analysis of the Relation Between the Board of Director Composition and 
Financial Statement Fraud (1996) 71 The Accounting Review 433. 
Mark S Beasley and Mark L Frigo , Strategic Risk Management: Creating and Protecting Value (2007). Strategic 
Finance 24. 
Joseph V Carcello  and Terry L Nea, Audit Committee Characteristic and Auditor Reporting (2000) 75 The 
Accounting Review 453. 
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The purpose and objectives of financial reports have been defined by the Accounting 

Standard Board (ASB), which notes that financial reporting should provide information about 

the performance, financial position, and changes in the financial position of an enterprise to a 

wide range of users so that they can make informed economic decisions.817 Essentially, 

financial reporting is meant to provide information to various users, like managers, investors, 

debt providers and creditors, to assist them in financial decision-making. This includes 

planning or analysis to allow rational and prudent decision-making by investors or creditors. 

Though financial reports have several users, the present discussion will be limited to 

management, shareholders and potential investors to ensure consistency of the arguments. 

The second purpose of financial reports is to provide information about the financial 

resources of a company (i.e., assets, profits) and their usage over time. Finally, the movement 

of changes in these resources can also provide insight into the procurement and management 

practices of the managers in the discharge of their fiduciary duties.  

7.2 The Theoretical Basis of Financial Reporting 

A firm comprises a ‘nexus of contracts’,818 both formal and informal, between various 

parties, with the overall aim of resolving agency conflicts among these parties. The economic 

theory declares accounting ‘an integral part of contracts that define the financial workings of a 

firm’.819 Debt and employment contracts are an example of formal contracts that are limited to 

the contracting parties and have explicit terms and conditions.  

Informal (implicit) contracts, such as unwritten working relationships among managers 

or shareholders, have much broader implications than formal contracts, mainly because 

 
817 Accounting Standard Board (ASB), Statements of Principles of Financial Reporting (1999) Chapter 1. 
<www.frc.org.uk/getattachment/31cb1973-82a6-439b-bf44-8fffad5b20da/Statement-of-Principles-for-
Financial-Reporting-1999.pdf > accessed 2 December 2019 
818 Jensen and Meckling (1976), Fama and Jensen (1983), Coase (1937), Watts and Zimmer man (1986). 
819 Ross L Watts and Jerold L Zimmerman, Positive Accounting theory (Prentice Hall Inc. 1986). 
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informal contracts permit companies to engage in activities that are impractical or too costly 

for a formal contract. Given this distinction, parties engaged through a formal contract may 

seek legal remedies for enforcement, whereas those engaged through informal contracts cannot 

rely on legal enforcement.  

Contracts can also be established between different stakeholders of a firm. However, 

this thesis focused only on the formal or informal contacts with investors or shareholders and 

the impact of financial reporting or information on such contracts. The analysis aimed to 

validate contract authenticity as a resolution for agency conflict among managers and 

shareholders. It included contracts that serve another purpose of FR, such as the valuation role 

of FR for investors, which helps determine whether the interests of managers and shareholders 

are perfectly aligned with the contract or whether any agency conflict exists.820 

The corporate information environment plays a vital role in alleviating agency conflict 

by reducing information asymmetry between insiders (managers) and outsiders (investors). 

Increased access to firm-specific information affects the ability of investors or shareholders to 

monitor the management, which does not typically disclose information related to poor 

performance. Thus, boards usually contain both outside and independent directors to ensure 

effective monitoring of the board and access to firm-specific information.  

Jensen noted that serious information problems emerge in the absence of proper 

information sharing, which limits the effectiveness of board members in typically large 

corporations. For example, the CEO almost always determines the agenda and the information 

given to the board. This limitation of information severely hinders the ability of even highly-

talented board members to contribute effectively to the monitoring and evaluation of the CEO 

and the company’s strategy. Thus, in the absence of information asymmetry, the ability of 

 
820 Lee CMC , Market Efficiency and Accounting Research (2001) 31 Journal of Accounting and Economics 233. 
 SP Kothari, Capital Markets Research in Accounting (2001) 31 Journal of Accounting and Economics 105. 
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effective monitoring by outside directors can be enhanced by enabling them to exercise their 

considerable monitoring discretion based on reliable and relevant information. 

7.3 Relationship between FR Quality and Corporate Governance 

High financial reporting quality and accuracy can be achieved by delivering financial 

transactions and predictable cash flow information to all stakeholders of a company.821 

However, it is impossible to be entirely accurate when preparing financial reports, as they are 

based on figures derived from the judgements of management (e.g., depreciation). The primary 

users of information found in general-purpose financial reports are current and potential 

investors, lenders, and other creditors that make decisions about buying, selling, or holding 

equity or debt instruments, in addition to providing or settling loans or other forms of credit.822 

Information about an entity’s resources is required not only to assess an entity's prospects for 

future net cash inflows but also to analyse how effectively and efficiently management has 

discharged its responsibilities in using the entity's existing resources (i.e., stewardship).823 The 

IFRS Framework notes that general-purpose financial reports cannot provide all the 

information that users may need to make economic decisions. Therefore, users must also 

consider pertinent information from other sources.824 

7.4 Financial Reporting Quality – Characteristics 

The present research identifies the characteristics of financial reporting in terms of 

quality. Financial reports provide information regarding a company’s income, expenses, assets, 

equity, liabilities, cash flow, and movement of shares. Exploring the qualitative characteristics 

of financial reporting includes identifying the types of information that are useful to users when 

 
821 Gary C Biddle, Gilles Hilary and Rodrigo S Verdi, How Does Financial Reporting Quality Relate to Investment 
Efficiency? (2009) 48(2-3) Journal of Accounting & Economic 112. 
822 IIASB, The IFRS Framework, Conceptual framework of Financial Reporting (Approved by IASB 2010) Chapter 
1 [F OB2]. 
823 ibid [ F OB4]. 
824 ibid [F OB6]. 
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making investing-related decisions,825 which in turn necessitates constructing a measurement 

tool for analysing two types of qualitative characteristics – fundamental and enhancing. 

Fundamental qualitative characteristics include relevance and faithful representation, 

which are vital in determining the contents of financial reports.826 Enhancing characteristics 

include understandability, comparability, verifiability, and timeliness, all of which improve 

decision-making when the fundamental qualitative characteristics have been established. 

However, such characteristics alone cannot determine financial reporting quality.827 

7.4.1 Relevance 

Relevance is described as the capability of the user to decide on capital investment in a 

company.828 Even though this definition seems to include only non-financial and current 

information, it should include both current and future information, as well as financial and non-

financial information. This is because this combination of information helps in making 

financial decisions. Predictive value is considered an important indicator of relevance. 

Information about an economic phenomenon has predictive value if it includes inputs to the 

predictive process, such as forward-looking statements, business opportunities, and risks. It 

allows capital providers to form their own expectations about the future.829 For example, 

forward-looking statements, such as management reports, describe expectations for the future 

years of a company. This information is relevant to capital providers, as it is based on internal 

information accessible only by management and unavailable to other stakeholders.830 However, 

 
825 [F QC1, QC3.] 
826 IASB, Exposure draft on an improved Conceptual Framework for Financial Reporting: The Objectives of 
Financial Reporting and Qualitative Characteristics of Decision Useful Financial Reporting information (London 
2008). 
827 Ibid. 
828 Ibid. 
829 Ibid.  
830 Eli Bartov and Partha Mohanram, Private information, earning manipulations, and executive stock option 
exercises (2004) 79 The Accounting Review 889. 
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this information is not necessarily reliable, given the chance of manipulation by the 

management. Hence, not all the relevant information bearing predictive elements can be relied 

upon. 

Additionally, the extent to which financial reports disclose information related to 

business opportunities and risks is also an important aspect to consider.831 This element 

highlights the necessity of non-financial inputs alongside financial information to provide 

predictive quality. Fair value (market value) is employed for the financial reports of a company. 

Historic cost was previously used to value assets, but it is widely thought that fair value presents 

the most relevant information because represents current value. In addition, the FASB and 

IASB consider fair value accounting standards to increase the relevance of financial reporting 

and fair value reporting.832 In addition to predictive value, confirmatory value is another factor 

that can equally contribute toward the relevance of information in financial reporting. For 

example, if the management report contains a section like ‘Management Discussion and 

Analysis’, this helps confirm the relevancy of information provided in financial reports.833 

7.4.2 Faithful Representation 

Faithful representation is the second fundamental qualitative characteristic explained in 

ED 2008. To faithfully represent an economic phenomenon, an annual report must be complete, 

neutral, and free from material error.834 The economic phenomenon presented in the annual 

report is related to economic resources, obligations and transactions and the events and 

 
831 Jonas G and Blanchet J, Assessing Quality of Financial Reporting (2000) 14 Accounting Horizons 353. 
832 Mary E Barth, William H Beaver and Wayne R Landsman, ‘The relevance of the value relevance literature for 
the financial accounting standards setting: another view (2001) 31 Journal of Accounting and Economics 77. 
833 Ferdy van Beest, Geert Braam and Suzanne Boelens(2019)Quality of Financial Reporting: Measuring 
Qualitative Charatceristics, NiCE Working Paper no.9-108 2009, 
834 IASB, Exposure draft on an improved Conceptual Framework for Financial Reporting: The Objectives of 
Financial Reporting and Qualitative Characteristics of Decision Useful Financial Reporting information (London 
2008) 36. 
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circumstances that change these.835 Recent literature suggests that faithful representation of an 

economic phenomenon is based on four elements: neutrality, completeness, freedom from 

material errors, and verifiability. 

 It is not easy to directly measure faithful representation from the information provided 

in an annual report. Instead, assumptions and estimates can be used as a proxy, as these provide 

indirect information surrounding the financial information presented in annual reports.836 An 

important element of faithful representation is neutrality, which is defined as ‘the absence of 

bias to attain a predetermined result or to induce a particular behaviour. Neutral information 

does not manipulate and establishes communication to influence behaviour in a particular 

direction’.837 No financial report can be completely free from bias, however, as all reports are 

based on different assumptions and estimates constructed under uncertain conditions. As total 

lack of bias is unattainable, the only requirement that can be achieved is a certain level of 

accuracy in financial reporting, which informs economic decision-making through use of the 

available information.838 

Unqualified audit reports present another important issue related to faithful 

representation. Different researchers, like Gaeremynks,839 Kim,840 and Willekens,841 have 

concluded that an auditor’s report adds value to FR information by providing different levels 

 
835 IASB, Exposure draft on an improved Conceptual Framework for Financial Reporting: The Objectives of 
Financial Reporting and Qualitative Characteristics of Decision Useful Financial Reporting information (London 
2008) 48. 
836 Christine A Botosan, Discussion of a framework for the analysis of risk communication (2004) 39 The 
International Journal of Accounting 289. 
837  Ibid. 
838 Ibid. 
839 Ann Gaeremynck and Marleen Willekens, The Endogenous Relationship between Audit-Report Type and 
Business Termination: Evidence on Private Firms in a NonLitigious Environment (2003) 33 Accounting and 
Business Research 65. 
840 Kim Jeong-Bon and others, Voluntary Audits and the Cost of Debt Capital for Privately Held Firms: Korean 
Evidence (2010) 28(2) Contemporary Accounting Research 585. 
841 Marleen Willekens, (2008) Effects of external auditing in privately held companies: Empirical evidence from 
Belgium, Working pape.r  
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of assurance regarding the faithfulness of the annual report to the economic phenomenon. It is 

essential that financial reports include unqualified reports from auditors, as these can help 

highlight redundancies in the company and provide valuable insights into the financial 

condition of the organisation. If a collision between auditors and directors is not established, 

inappropriate use of audit assurance may ensue. Under such conditions, auditors can act as 

another tool to hide the weak areas of a company and thus cannot be considered helpful for the 

decision-making by potential users of the report. 

7.4.3 Enhancing Qualitative Characteristics  

Understandability  

Understandability refers to an enhancing qualitative characteristic of Financial 

Reporting Quality (FRQ) that enables users to comprehend the financial meaning of a report.842 

When financial information is classified and characterised with a clear and concise 

presentation, it increases the transparency and clearness of the information presented in annual 

reports.843 Various methods can increase the understandability of financial reports, such as FR 

presentation and the disclosure of information that helps increase the understandability of a 

company’s financial condition. The organised presentation of FR provides an opportunity for 

the user to find and use specific information.   

Disclosure information or notes regarding balance sheets and income statements 

provide insight into earning figures. Additionally, the presentation of financial information in 

 
842 IASB, Exposure Draft on an improved Conceptual Framework for Financial Reporting: The Objective of 
Financial Reporting and Qualitative Characteristics of Decision-useful Financial Reporting Information (IASB 
2008). 
843 Jonas G and Blanchet J, Assessing Quality of Financial Reporting (2000) 14 Accounting Horizons 353. 
Justin W Iu and Courtney G. Clowes, ‘Evaluating a Measure of Content Quality for Accounting Narratives (with 
an Empirical Application to Narratives from Australia, Hong Kong, and the United States). [Working paper 
series 2004]. 
John K Courtis, Readability of Annual Reports: Western versus Asian Evidence (1995) 8 Accounting, Auditing 
and Accountability Journal 4. 
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tabular or graphic form, the use of easily understandable words and sentences, and the 

avoidance of technical jargon allow readers or the users of financial reports to better understand 

the numbers at hand.844 

Comparability 

Another enhancing qualitative characteristic of financial reports is comparability, 

which enables users to identify similarities and differences between two sets of reports, whether 

from the same company or two different companies. Comparability also demands consistency 

in accounting policies and procedures, either from period to period within an entity or in a 

single period across entities. Management is responsible for making the accounting estimates 

(incorporating both subjective and objective factors) that are included in financial statements; 

consequently, judgement is required to estimate an amount of the financial statements by 

focusing on both subjective and objective attributes. The management's judgement is normally 

based on knowledge, experience about past and current events, and assumptions and can 

include analysing conditions it expects to exist and courses of action it expects to take.’845 

External auditors and the internal audit department are responsible for evaluating the 

reasonableness of accounting estimates made by management, considering the involvement of 

both objective and subjective factors.846 These estimates must be consistent over a period to 

make them comparable and should realise net values of inventory and accounts receivable, 

property and casualty insurance loss reserves, revenues from contracts using the percentage-

of-completion method, and pension and warranty expenses.847 

 
844 Ibid. 
845 Public Company Accounting Oversight Board (PCAOB) ‘General Auditing Standards’, AS 2501, No: 3 
<https://pcaobus.org/Standards/Auditing/Pages/AS2501.aspx> accessed 1 December 2019. 
846 Public Company Accounting Oversight Board (PCAOB) ‘General Auditing Standards’, AS 2501, No: 04 
<https://pcaobus.org/Standards/Auditing/Pages/AS2501.aspx> accessed 1 December 2019. 
847 Public Company Accounting Oversight Board (PCAOB) ‘General Auditing Standards’, AS 2501, No: 02 
<https://pcaobus.org/Standards/Auditing/Pages/AS2501.aspx> accessed 1 December 2019. 
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Verifiability  

As a qualitative characteristic, verifiability of financial reporting implies that it is 

independent and enables any external professional observer to agree that the information 

provided is based on faithful representation. The verification process can be executed directly 

or indirectly. For example, the direct process can involve counting cash, while the indirect 

process can involve the movement of inventory during the reporting period to verify the closing 

inventory.848 

Timeliness  

Timeliness is one of the most important factors in financial reporting in terms of 

relevant information. Out-of-date information is of little or no use to investors or shareholders 

engaging in any current or future financial decision-making process. Timeliness concerns 

getting the available information to decision-makers in time for them to make decisions849 

before the information loses the capacity to influence such decisions. Timeliness is measured 

using the natural logarithm of the number of days between the end of the financial year of a 

company and the date of signature of the auditors. 

Regulators emphasise the importance of improving the timeliness of financial reports 

becoming available to users.850 Lags in financial reporting are not associated with any single 

factor; rather, multiple company- and audit-related factors can prove detrimental to the 

timeliness of FR. For instance, large companies tend to publish financial reports on time, given 

their increased resource availability and technological capability compared to small and 

 
848 Alan Melville, International Financial Reporting: A Practical Guide (7th edn, Pearson 2019) 22. 
849 IASP, Conceptual Framework of Financial Reporting (2018) 2.33. 
<www.iasplus.com/en/standards/other/framework> accessed 1 December 2019. 
850 Jaime J Schmidt and Michael S Wilkins, Bringing Darkness to Light: The Influence of Auditor Quality and 
Audit Committee Expertise on the Timeliness of Financial Statement Restatement Disclosures (2013) 32 
Auditing: A Journal of Practice and Theory 221. 
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medium enterprises. Moreover, heightened visibility to outsiders creates reputational concerns 

related to internal audits and external accountability. 

The profitability, success, or failure of a company can all impact FR timeliness and may 

result in reporting lag.851 For instance, a study suggested that the sharing of good news is 

prioritised, but bad news tends to be delayed. If considering stakeholder theory, managers have 

an incentive to delay the release of financial reports if there is no opportunity to hide the bad 

news because of mandatory disclosure protocols.852 Hiding bad news has the potential to create 

a ‘silent signal’ for shareholders to divest their shares before the news reaches the market. 

Similarly, sharing good news early may ensure that it is not pre-empted by other sources.853 

Moreover, the capital structure of a company can significantly impact the timeliness of 

financial reporting. For example, a highly leveraged company has a high level of debt 

compared to assets, putting the company at risk of default and bankruptcy. As a result, the 

availability of debt to such companies is not only costly but debt holders also tend to include 

additional clauses in the debt agreement. Such clauses frequently mandate prompt disclosure 

to assist debtholders in the assessment of the long-term financial performance or financial 

position of a company.854 The agency theory asserts that managers have an incentive to invest 

sub-optimally; thus, the inclusion of such clauses puts some constraints on such managerial 

activities, resulting in higher monitoring costs.855 Another view holds that highly leveraged 

 
851 Bowen RM and others, Determinants of the timing of quarterly earnings announcements (1992) 7(4)  
Journal of Accounting. Auditing and Finance 395. 
852 Ross L Watts, Accounting Choice Theory and Market-based Research in Accounting (1992) 24 The British 
Accounting Review 235. 
853 Ibid. 
854 Stephen Owusu-Ansah, Timeliness of Corporate Financial Reporting in Emerging Capital Markets: Empirical 
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firms tend to be slower in reporting than less leveraged firms to conceal the high probability of 

failure in cases of higher debt-to-asset ratios.856 

Based on the above, it can be concluded that reporting lags stem not only from 

company-specific factors but can also arise from external monitoring and assurance processes 

by external auditors, impacting the timeliness of financial reports. Hence, large international 

audit firms are often more efficient in auditing listed companies, as they have more professional 

resources and auditing experience. The requirement of a qualified audit report857 may take 

longer,858 as auditors are more reluctant to issue qualified reports related to items subject to the 

qualification.  

7.5 Impact of FR Quality on Corporate Governance Mechanisms 

The integrity of financial reporting is highly dependent on the performance and conduct 

of the directors, management, and auditors involved in the financial reporting ecosystems. In 

other words, integrous financial reporting relies on a sound corporate governance structure. 

This relationship highlights the role of the board of directors, which holds the primary 

responsibility for overseeing a firm’s financial reporting process.859 A board of directors, 

together with management, can produce a financial statement that shows the recommendable 

profit achieved by the company. 
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The reliance of the corporate governance system on financial reporting quality (FRQ) 

can be viewed from the angle of systematic problems, which suggests that CG contains insights 

regarding supply and demand and the processing cost of financial information. 

Financial information is considered an integral part of the corporate governance system, 

enabling finance providers or shareholders to monitor the directors and thereby the company. 

Thus, imperfect FR can cause inefficiency in the corporate governance system. For example, 

the demise of massive businesses like Enron, World Com, Parmalat and many more highlighted 

a lack of quality in FR. A monitoring system was thus developed by external auditors, in which 

they provide review and assurance of FRQ and develop an association between CG and FRQ.860 

However, incidences of corporate governance failure could also point to the lack of 

proper use of financial information, a gap that highlights the inability of shareholders to carry 

out monitoring activities and make effective use of the information. Shareholders often fail to 

execute supervisory activities due to a lack of financial understanding or an inability to build a 

perception of a company’s financial condition.861 Thus, this limitation to understanding and 

analysing the financial statistics in FR incurs a processing cost of information for small 

shareholders, creating higher costs than benefits. The Efficient Market Hypothesis (EMH) can 

be used by shareholders and financial professionals to provide sophisticated financial 

judgements. The EMH, also known as a free-rider option, focuses on the efficient processing 

of information rather than promoting the fundamental efficiency of a firm.862 

Information processing only cost incurred by shareholders in exercising their 

monitoring function. Costs related to voting groups and influencing directors can also arise. 

Institutional shareholders can combine formally or informally to gain block voting power, and 
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if they can make the market more efficient, their information processing activities may, in turn, 

protect small shareholders. For instance, in Anglo-American systems, the hostile takeover 

mechanism has represented an important avenue for shareholders to exercise their voting 

powers in accepting or denying any potential hostile takeovers.863 

Based on the above discussion, it can be concluded that financial reporting connects 

members of corporate governance, such as auditors, information distributors or analysts, 

shareholders, and the board of directors. An association with a sound corporate governance 

structure and FRQ can avail more opportunities to explore the perspectives of other 

stakeholders, such as debtors and investment suppliers.  

7.5.1 Board of Directors 

The board of directors (BOD) plays vital advisory and monitoring roles. The advisory 

role of BODs requires a certain set of skills and knowledge to monitor other attributes, such as 

‘independence from management’. This necessitates a board structure with two distinct 

dimensions, such as outside and inside directors, to enable the execution of supervisory 

activities in the organisation.864 

The inside directors or executives of the firms are in the best position for efficient 

decision-making because of their greater access to information and awareness concerning the 

constraints and opportunities of the firm.865 They can subsequently educate outside directors;866 

however, the reliability of this information must be ascertained, as a conflict between the 
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company and private interests can arise.867 On the other hand, outside directors contribute rich, 

broad experiences in business strategy, finance, marketing, operations, and organisational 

structures because they are highly experienced professionals and can include ex-CEOs, ex-

politicians, regulators, successful entrepreneurs, and deans and presidents of universities. As a 

result, they are typically diligent in their monitoring functions so that they can develop personal 

reputational capital and acquire monitory incentives.868 

Even though the most informed outside directors are in a potentially better position to 

effectively perform an advisory role, their working efficacy is limited by the reluctance of 

inside directors to share inside information, largely due to the fear of potential interference by 

outside directors in the strategic decision-making of the organisation's functioning.869 Hence, 

an association between inside and outside directors helps develop trust between management 

and the board, which is vital for the free flow of financial or non-financial information between 

them. This flow ensures that all members are better equipped to discharge monitoring or 

advisory functions of the board. Additionally, an ill-informed board is not beneficial for 

executives or management, given the increased risk of capricious intervention or dismissal.870 

This trade-off between inside and outside directors is linked to financial information in 

terms of board composition. A board comprising a majority of outside or independent directors 

will likely be ineffective due to information asymmetry and may impact the financial or non-

financial performance of the firm. Similarly, a board with a majority of inside directors cannot 

be effective due to potentially distorted incentives. Inside directors also experience a lack of 
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independent challenges from the firm's CEO.871 Thus, to ensure effective monitoring, most 

companies strive for a balance between both types of board directors.  

Financial information and the operating environment may also directly impact the 

monitoring cost and benefits of any board structure.872 For instance, in high-technology 

companies or companies with complex investment structures, monitoring is difficult and costly 

because of information asymmetry between inside and outside directors. Hence, such firms are 

predicted to have more inside directors.873 

The cost related to the acquisition and processing of firm-specific information by 

outside directors is based on effective monitoring. Outside directors must transform their 

expertise into firm-specific expertise to increase the credibility of technical and financial 

information that enhances firm performance.874 The negative relationship between information 

asymmetry and outside directors on a board appears consistent with accounting literature, 

which predicts that a higher percentage of outside directors will facilitate better governance 

than boards with a lower percentage of outside directors.  

Additionally, the role of the CEO on the board of directors and its inherent duality875 

(chairman and CEO being the same person) constitute another dimension of board structure 

that should be evaluated regarding information asymmetry.  It is strongly argued that a CEO 

has strong firm-specific information that provides the opportunity to exercise greater control 
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and yield good performance.876 Stacking the board with loyal directors provides a CEO greater 

bargaining power but eventually impedes board independence.877 This potential may prompt a 

shareholder to desire more independent directors on the board to monitor the powerful 

CEO/chairman and reduce both information asymmetry and agency conflict. Thus, the duality 

of the CEO seems to be ineffective in mitigating information asymmetry.878 

7.5.2 Ownership Structure 

The impact of ownership structure on financial reporting quality is essential to analyse 

when considering transparency in financial reporting. Ownership structure is associated with 

the potential for policy implementation that supports the development of a road map for 

regulators and executes effective corporate governance practices. Concentrated ownership 

presents more challenges for the protection of non-controlling shareholders and the firm’s long-

term strategies compared to dispersed ownership. The impact of concentrated ownership on 

FRQ depends on the degree of concentration, whether low, moderate or high. The degree of 

ownership concentration affects the nature and behaviour of contracting parties (controlling 

shareholders and managers), a relationship that may affect the probability of expropriation of 

wealth by controlling shareholders and cause information asymmetry among them. 

The probability of expropriation (based on agency theory) relies on the assumption that 

concentrated ownership provides dominant or controlling shareholders the opportunity to 

decide the distribution of wealth among shareholders. However, dominant ownership enables 

shareholders to expropriate major wealth through self-dealing transactions formed with non-
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controlling or minority shareholders, largely because they hold significant positions both in 

management and on the board. Apart from this, majority shareholders can use their voting 

rights to promote or strengthen their interests at the expense of other shareholders. 

Information asymmetry presents another source of entrenchment of rights at different 

levels of concentrated ownership. For example, information asymmetry in concentrated 

ownership may lead to controlling shareholders to disclose opportunistically rather than report 

transparently.879 Significant ownership provides both the opportunity and incentive to 

manipulate financial information to acquire private gains and limit the flow of information to 

outside shareholders.880 

The alignment of interests among all shareholders can also be affected by concentrated 

ownership, strengthening the assumption that the interest of dominant shareholders and small 

shareholders can be aligned, with no difference based on agency theory.881 It is also assumed 

that significant shareholding implies a long-term commitment to the company by large 

shareholders.882 Such commitment thus requires consideration of the interests of other small 

shareholders to ensure that their interests will not be expropriated and build the reputation of 

the business. Any violation of this commitment proves detrimental not only to small 

shareholders but also to large shareholders, as they lose their wealth when share prices drop. 

The wealth proposition is also impacted by the higher cost of interest for large shareholders, 

who are invested long-term compared to small shareholders, who are invested for a short 

duration and can quit at any time.  
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Therefore, for large shareholders, protecting the reputation of the company means 

protecting their own interests, incentivising them to report financial affairs in good faith and 

monitor the opportunistic behaviour of management, who may attempt to get short-term 

benefits by reducing FRQ.883 Thus, more concentrated ownership is more likely to promote 

higher-quality financial reporting. However, despite empirical support, these theoretical 

perspectives remain inconclusive, and the nature and structure of the relationship between FRQ 

and CG are not yet well understood. 

7.5.3 Auditing 

One of the most important features of financial reporting quality is the removal or 

minimisation of information asymmetry and the reduction of agency conflicts among various 

stakeholders, shareholders, and members of top management. Auditing thus improves the 

quality of financial reporting and can directly or indirectly impact it;884 for example, the 

detection and reporting of material misstatements may increase the trustworthiness of financial 

reports. Various auditing control mechanisms provide an indirect assurance to shareholders 

regarding the effective implementation of corporate governance within a company.885 

Auditing is a process that includes both an internal and external audit by an independent 

reviewer, the auditor. Auditors assure that financial reports presented by the company provide 

a ‘true and fair view’ and are free from material misstatements. Auditing reports become part 

of financial reports that are presented to existing or potential shareholders to assist in their 

financial decision-making process. The use of auditing is supported by the agency theory, 
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which focuses on the potential opportunistic behaviour of the managers and prompts the 

separation of ownership and control.886 

Owners tend to appoint different representatives to serve their interests, resulting in the 

formation of a board of directors. Board members monitor the workings of the organisation on 

behalf of the owners, and BODs form different subcommittees, including the audit committee, 

to delegate tasks. Companies’ increasing need for independent auditors for the purpose of 

financial accounting scrutiny inspired the creation of a well-established market of auditing 

professionals.887 However, by the end of 1970, the accounting profession became the target of 

criticism for failing to satisfy the needs of investors, largely due to a lack of independence of 

management accountants. Such opportunistic behaviour of managers must be monitored by 

shareholders to strengthen the corporate structure. This criticism also prompted the 

standardisation of international protocols for the accounting profession, which led to the 

introduction of more critical criteria at the entry level of this profession.888 

The basic objective of an audit process is to audit financial reports and risk portfolios. 

However, auditing has trended toward integration within corporate governance, which often 

includes an internal audit function. The internal audit function of a company is required for 

recommending improvements to governance processes.889 For example, the Report of the 

Chartered Institute of Internal Audit (2019) recognised that poor corporate governance is also 

responsible for corporate failures or reputational damage. The collapses of Carillion, Kobe 

Steel, Raiffeisen, and Patisserie Valerie can all be attributed to a failure in the corporate 

governance system or a complete lack of accounting for financial reports.890 
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It should be considered that any assurance provided by auditors may not be conclusive. 

Although auditing is embedded in company laws, regulations, and professional practices, it is 

not written in stone and does not provide authentication of facts. Thus, along with the audit 

reports of financial reports, external users rely on additional communication channels for 

financial information, such as third-party analysts like credit rating agencies, financial analysts, 

investment banks, and internal or external lawyers. These financial organisations evaluate 

financial reports and add additional comments for use by investors in making decisions.  

7.6 Forms of Regulation for Financial Reporting 

The adoption of the uniform International Financial Reporting Standards (IFRS) has 

increased globally in recent years. However, the success of achieving the desired goals from 

this uniformity is a topic still debated among professionals and experts. Though the 

implementation of uniform international standards brought more transparency to financial 

reporting, it also raised concerns related to the economic conditions and institutional forms 

needed for the attainment of financial reporting outcomes. The adoption of international 

standards in a given country might not be that hard and can ease cross-country comparisons in 

this field, but it is rendered ineffective if the institutional and economic environments fail to 

evolve at the same pace. Consequently, the same international standards yield different 

outcomes in different countries. 

Financial reporting quality can be measured through various standards focused on 

manager incentives, auditor quality and incentives, regulation, enforcement, ownership 

structure, and other institutional features of the economy used to determine the outcome of the 

financial reporting process. Thus, although accounting standards seem to comprise an 

elementary factor, they cannot be considered the only determinantal factors in this regard.   
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 Not all countries follow the same financial reporting standards, and standards for 

accounting and auditing vary from country to country. For example, the UK follows the 

International Financial Reporting Standards (IFRS), while the Generally Accepted Accounted 

Principles (GAAP) are followed in the USA. The issuing authority for IFRS is the International 

Accounting Standard Board (IASB) and for GAAP it is the Financial Accounting Standard 

Board (FASB). Apart from this, the prime difference between IFRS and GAAP is that IFRS is 

principles-based and GAAP is rules-based. Thus, based on a principles approach to corporate 

governance, IFRS provides an initial theoretical framework rather than detailed standards, 

leaving room for the interpretation of standards from a different perspective. Interpretation is 

not left solely to users but rather includes the active involvement of IASB, which has an 

interpretation committee to support the application of IFRS. Conversely, as a rules-based 

approach, GAAP contains detailed rules and leaves less margin for interpretation, and 

sometimes also requires less disclosure in financial statements than IFRS.891 

Conclusively, the introduction of IFRS or GAAP demonstrates the pervasive form of 

self-regulation in accountancy and auditing professions. It includes a much-developed form of 

standard-setting in the private sector or having backed up by the government. Though most 

English countries follow the same form of regulation, a few countries, like New Zealand and 

South Africa, execute accounting standards by acquiring authority from professional bodies.892 

7.6.1 Comparative Analysis 

There are some potential challenges with self-regulation, like enforcement and 

independence of associated non-governmental professional bodies, that limit its 

implementation within an organisation. The enforcement power related to self-regulation can 
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be obtained through professional discipline and legal backing. For example, if professional 

bodies like the ACCA or CIMA in the UK acquire the monopoly to set and enforce standards, 

several members will be included. This is because organisations do not operate in isolation and 

include other stakeholders, like the users of their services, along with their interests, in the 

standardisation process. As a result, these users may eventually call for representation in the 

overall process, converting self-regulation to much broader private sector regulation. This 

increases group independence versus regulation and gives professional bodies the will and 

enforcement power to revoke the membership of a professional individual if a violation of 

standards occurs.893 

On the other hand, if the professional body does not have a monopoly and professionals 

possess the freedom to join another, competing professional body, well-developed legal 

backing from the government will be required to lead the public sector regulation. 

Independence presents another challenge for the implementation of self-regulation. A similar 

finding has been highlighted by critics of self-regulation, who believe that members of the same 

trade or profession, if combined, can potentially lead to ‘conspiracy against the public’.894 

These critics advocate for the free market and formal regulations that serve the interests of the 

larger public. However, self-regulation may limit the liability of accountants or auditors more 

than it protects the interest of other users of the service.895 The financial reporting regulation 

structures in the USA, UK, SA and Pakistan have been analysed in the following discussion. 

The USA 
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In the USA, the Generally Accepted Accounting Principle (GAAP) is an applicable set 

of rules for the maintenance of accounting standards. These standards hold authoritative value 

for US-based businesses when deciding the rules governing financial reporting and accounting 

in general. Any company that chooses not to prepare financial statements in alliance with 

GAAP must carefully explain this choice. Moreover, the law obliges the consistent preparation 

and presentation of financial statements. Consequently, any deviation from or lack of 

implementation of GAAP directives, such as not mentioning precise information, constitutes 

misleading information. As a result, the company suffers a loss due to legal exposure to the 

users of financial reports. For US companies that follow GAAP, the Financial Accounting 

Standard Board (FASB), which was established in 1973, resolves financial accounting standard 

issues and promotes financial reporting. It provides full information to investors and other users 

of financial reports so that they can make financial decisions wisely.896 

Understanding the accounting standards in a jurisdiction is vital when a company 

decides to register or incorporate financial standards in that specific country. This process 

includes the restating of accounts according to the accounting standards of a given country. 

However, the difference in standards between countries can sometimes impair international 

investment, highlighting the need for uniformity in accounting and reporting standards to 

facilitate the process of convergence.897 The establishment of the International Accounting 

Standard Board (IASB) is an attempt to adopt common accounting standards.898 

Disclosure is the most important characteristic of dispersed ownership in the US, which 

requires a reliable and adequate flow of information for dispersed investors to make financial 

decisions. Additionally, laws (SOX, Dodd-Frank Act) and regulations (SEC rules) are enacted 
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to ensure a free flow of such information and prevent insiders from accessing and sharing this 

information.899 The role of the bank is less important in financial reporting, and its 

responsibilities are limited to the provision of short-term financing. The role of banks in the 

US is similar to that of Germany and France, where banks only issue short-term financing and 

are expected to stay at arm’s length regarding corporate dealings.900 

The accounting profession represents another key element for the financial reporting of 

publicly listed firms. Auditing by a licensed public firm is essential for all companies whose 

shares are being traded in the stock market. The American Institute of Certified Public 

Accountings, an institute of professional accountants, was responsible for establishing and 

promulgating accountancy standards before the implementation of SOX.901 These auditing 

standards highlight the rules surrounding the auditing activities of firms that audit publicly 

listed companies.902 

In the mid-1970s, public accounting firms began to increasingly offer their non-audit 

consulting services to their audit clients,903 providing clients with leverage and increasing 

pressure on public accounting firms to accept aggressive accounting treatments, such as 

‘partners’ fees, which are related to the overall volume of revenues that their clients generate. 

Accordingly, partners do not want to make their clients unhappy, because in the short term this 

would affect their earnings’.904 
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The UK 

Since 2005, around 7,000 companies listed on regulated markets across the EU have 

been required to prepare their consolidated financial statements following EU-adopted 

International Financial Reporting Standards (IFRS). Many other companies across Europe 

follow IFRS, either voluntarily or because their country has adopted IFRS for some or all 

reporting entities not listed on regulated markets. In the UK, for example, the stock exchange 

rules extended this requirement in 2007 to include the group accounts of over 1,000 companies 

and then extended it further to the listed segment on the secondary market. All other UK 

companies (except charitable companies) had the choice to follow IFRS under company law. 

The United Kingdom will be free to alter the scope of IFRS reporting once it exits the 

EU. IAS regulation will be excluded after this exit due to the alteration in entity types and 

reporting systems. Under such conditions, there will be mandatory adoption of IFRS 

regulations by business entities. However, the likelihood of a change coming soon seems low, 

given the extensive debate surrounding this issue in the UK in recent years within the context 

of the introduction of a new UK GAAP for private companies and other UK GAAP reporters. 

It was widely agreed that mandating IFRS application by law is appropriate for listed 

companies, but that for other reporting entities the use of IFRS should remain optional. 

The UK financial reporting community, including the FRC, ICAEW, and other 

professional accounting institutes, accounting academics, and leading professional firms 

played an influential role in the development of international accounting standards. The 

thinking that underpins IASB standard-setting and the theory and practice of corporate 

reporting has been increasingly adopted by commercial entities. The UK's approach to 

eliminating accounting issues furthermore had a powerful impact, both within Europe and 

internationally. This is likely because its approach encompassed topics ranging from 
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proportionate accounting for small companies to enhanced narrative and non-financial 

reporting to notions like complying or explaining and the importance of innovation and 

experimentation in corporate reporting. As a key member of the EU, the UK’s steadfast support 

of IFRS has also rendered UK support important to the IASB. 

Most private companies in the UK use UK GAAP rather than the EU-adopted IFRS. It 

may seem, therefore, that these will be less affected by Brexit than their listed counterparts. 

However much of the financial reporting regime under which they operate is based on EU 

regulations. Indeed, most UK company law is now derived from EU legislation, and many of 

the recent changes to small- and micro-entity reporting have been driven by developments in 

Brussels. As a result, only a small number of consequential changes would require inclusion in 

the existing UK standards and related legislation at the time of the UK’s departure from the 

EU. An early overhaul of the accounting obligations of private companies and other UK GAAP 

reporters thus seems highly unlikely. 

 In addition to having many other post-Brexit legislative priorities, the UK has 

moreover only recently restructured its financial reporting regime. Indeed, many small- and 

micro-entities have only recently implemented the new requirements for the first time. 

Nonetheless, there are some specific provisions from recent EU directives that are reflected in 

UK law, directly impact UK standards, and yet were not supported by the UK. Some have been 

regarded as harmful to UK financial reporting, such as the restriction on small company 

disclosures because of the 2013 accounting directive. There are other examples of recent 

changes to UK law that arguably did not improve reporting by larger companies. Removing 

these would be deregulatory and eliminate unnecessary costs for UK businesses.905 
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South Africa 

In SA, the kings' every company is required to report annually ‘on the nature and extent 

of its social, transformation, ethical, safety, health, and environmental management policies 

and practices’. Thus, the board reports on both the financial and environmental policies it has 

in place and on the implementation, changes, and results of these policies.906 The integrity of 

the company is regarded as something that should be adopted by the company as a whole. 

Hence, ethics is considered an essential part of a business’s operation, as business activity is 

premised on ‘enterprise and integrity’.907 Company members, from managers to stakeholders, 

are also required to act ethically and observe business ethics. This conviction is reflected in the 

‘Code of Ethics for Enterprise’, which deals with enterprises. This detailed Code outlines the 

respective obligations of managers, employees, owners, suppliers, lenders, customers, and the 

larger society.908 It furthermore applies to all companies listed on the JSE, who are required to 

present in their financial statements the extent to which they comply with the requirements of 

this Code. 

The preparation and transparency of financial reports fall to the responsibility of 

directors. These reports should be open, favour substance over form, and address both positive 

and negative matters. The Financial Reporting Standards Council (FRSC) was formed in late 

2011 and is the legally constituted standard-setter for South Africa.  Previously, the Accounting 

Practices Board, a private-sector body consisting of accounting and industry bodies, was 

empowered to issue accounting standards for use by South African companies.909 

 
906 Chris A Mallin, Corporate Governance (Oxford University Press 2016) 373. 
907 IOD, King Report on Corporate Governance 1998 (Institute of Directors Report 1998). 
Also see G J Rossouw, A Van der Watt, DP Malan, Corporate Governance in South Africa (2002) 37 Journal of 
Business Ethics 289. 
908 Rossouw GJ and Bews NF ‘A Role for Business Ethics in Facilitating Trustworthiness’ (2002) 39(4) Journal of 
Business Ethics 298. 
909 Ibid.  
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The APB approved IFRS, without change, and approved the use of IFRS for 

SMEs where companies fall within the scope of that standard. It also issued interpretations 

containing issues specific to the South African market, though only after discussion with the 

IASB confirmed that it would not be addressing these issues, as they were country-specific. 

Following regulations made under a South African law promulgated in 2011, entities 

in South Africa are permitted to use either International Financial Reporting Standards (IFRS), 

IFRS for SMEs, or the South African Statements of Generally Accepted Accounting Practice 

(SA GAAP), depending on an entity's 'public interest score'.  The APB employed IFRS 

standards as SA GAAP without amendment up until May 2011.910 

Pakistan 

The accounting and financial reporting framework for all companies in Pakistan is 

stipulated in the Companies Act of 2017 (formerly the Companies Ordinance of 1984). The 

Act outlines the requirements for the presentation of financial statements and establishes 

standard-setting procedures as well as other financial reporting obligations. All companies are 

required to prepare financial statements. Under the Act,911 the Institute of Chartered 

Accountants of Pakistan (ICAP)912 is also responsible for adopting and issuing auditing 

standards. 

Under the Companies Act of 2017, accounting standards as adopted by the Securities 

and Exchange Commission of Pakistan (SECP) were approved for use. The SECP, however, 

has delegated the responsibility of developing and adopting accounting standards to the 

Institute of Chartered Accountants of Pakistan (ICAP), which has adopted the International 

 
910 Ibid. 
911 The Companies Act (2017) sec: 223. 
912 International Foundation of Accountants, ‘About, Institute of Chartered Accountants Pakistan’. 
<www.ifac.org/about-ifac/membership/members/institute-chartered-accountants-pakistan> accessed 9 
January 2019. 

https://www.ifac.org/about-ifac/membership/members/institute-chartered-accountants-pakistan
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Financial Reporting Standards (IFRS). Under the Companies Act, listed companies (including 

foreign companies listed in Pakistan), public interest companies (including public sector 

companies, public utility companies, financial institutions, and companies in the process of 

being listed), and large-sized non-listed companies (companies with paid-up capital exceeding 

200 million rupees or with an annual turnover exceeding 1 billion rupees) are required to apply 

IFRS in the preparation of financial statements.913 

Under the Companies Act of 2017,914 ICAP is responsible for adopting and issuing 

auditing standards for application in Pakistan, and the institute has adopted the revised 2016 

ISA. Under the Companies Act, all companies, except for private limited companies with paid-

up capital below one million rupees, are to be audited following auditing standards adopted 

and issued by ICAP. The Act indicates that financial statements of companies with paid-up 

capital below one million rupees do not require an audit but still must be submitted to the SECP. 

The Act also requires compliance with the standards issued by the International 

Financial Reporting Standards (IFRS) and International Accounting Standards Board 

(IASB).915 The above definition of financial statements provided in the Companies Act, 

combined with Section 225, explains lays out the following: 

• Preparation of financial statements following the framework:  

The Companies Act in Section 2(33) comprehensively lists the components of financial 

statements that are relevant to general-purpose financial statements of companies. In the 

context of the preparation of financial statements, Section 225 requires that these be prepared 

following the applicable financial reporting standards.  

 
913 International Federation of Accountancy. 
<www.ifac.org/about-ifac/membership/country/pakistan> accessed 9 January 2019. 
914 The Companies Act 217, ses:225. 
915 The Companies Act 2017, ses:225(4). 

http://www.ifac.org/about-ifac/membership/country/pakistan
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• Minimum components of financial statements:  

The applicable financial reporting standards (IFRS, IFRS for SSEs, AFRS for SSEs) 

set out the minimum components necessary for general-purpose financial statements.  

Therefore, the minimum components of financial statements prescribed under the 

relevant applicable accounting and financial reporting framework must be prepared within 

statutory financial statements. 

7.7 Conclusion 

In the present section of the research, the relationship between FRQ and CG 

mechanisms has been examined and analysed. Financial reporting is considered the first formal 

communication form between the management and shareholders of a company. The 

development of interdependent financial reporting relationships is crucial for improving the 

CG regime in Pakistan, as previous failures of major corporations have been attributed to a lack 

of quality elements in financial reporting.  

Financial reporting additionally serves the purpose of presenting the financial position 

of a company based on the economic decisions regarding buying and selling of shares that 

existing and potential investors make. The movement of assets during the reporting period also 

presents the quality of management of a company’s resources and discharge of duties. 

Moreover, the theoretical background of financial reporting quality connected with the agency 

theory includes positive accounting theory, which assumes that an accountancy contract is the 

most important for any company associated with formal or informal contracts. The information 

asymmetry elevated by the FRQ paved the way for removing agency conflicts, specifically 

among managers, shareholders, and investors. 

The quality elements of FR, such as relevance and faithful representation, have also 

been analysed. Other enhancing quality elements, like understandability, comparability, 



Chapter 7: Financial Reporting Quality and Its Impact on Corporate Governance Effectiveness 

262 

verifiability, and timelessness, increase the efficacy of information in FR for the users. Such 

corporate governance mechanisms as ownership structure, regulations, the audit process, and 

the board of directors have been evaluated to determine the impact of effective corporate 

governance on FRQ. The equal mix of both outside and inside directors can be concluded to 

remove agency conflicts due to information asymmetry. The duality of the CEO and chairman 

can also be concluded to have a minimal impact on information asymmetry, instead making an 

individual powerful enough to manipulate the monitoring environment in a company.  

The degree of concentrated ownership, from low to high, impacts information 

asymmetry, as major shareholders have both the incentive and power to expropriate the wealth 

of minority shareholders and can manipulate the flow of information to these shareholders. 

However, the agency theory reflects the alignment of rights for all shareholders equally. Thus, 

by protecting minority shareholders, major shareholders eventually protect their own rights by 

saving the company’s reputation. Moreover, analysis of the audit process revealed that 

although reliability is attached to the financial reports by the assurance of external auditors, the 

internal audit department has a major contribution in assuring the presence of both effective 

control systems and a corporate governance system within a company. 

Regulation for the implementation of standards consisted of the GAAP and IFRS, 

which are standards set by professional bodies but backed by government institutes. Pakistan 

adopted the IFRS through the professional body ICAP, which obtains the authority and 

principles for the adoption of standards as integrated into the Company Act 2017 from the 

SECP. Although this adoption requires adaptability to other, complementary institutes to make 

it more effective and provide evidence of transparency in financial reporting, it will eventually 

be evident as a tool for effective corporate governance in Pakistan. 
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CHAPTER 8: CONCLUSION 

8.1 Introduction 

This chapter provides information about the key findings of the comparative analysis, 

what the objectives of this research were and how they were achieved, limitations and 

contributions of this study, and the scope of future research topics and relevant 

recommendations based on the analysis of this study.  

8.2 Summary 

8.2.1 Research Question 1 

How have the public and private enforcement mechanisms of corporate governance 

contributed to the development of corporate governance mechanisms in the UK, the USA 

and South Africa, and how these can be effectively adopted into the current corporate 

governance system of Pakistan to restore investors' confidence?  

This thesis explored two broad categories of CG enforcement mechanisms – public 

enforcement and private enforcement. The objective of this investigation was to analyse the 

commonalities and differences of CG enforcement mechanisms in the UK, USA and South 

Africa compared to Pakistan. The primary assumption behind this comparative study was that 

if not implemented in true spirit, even the best laws have no value, or else eventually lose any 

value they began with. Drawing inferences from countries with distinct market and ownership 

structures presented a major challenge. However, countries with similar legal systems provided 

an effective foundation for construing valid comparisons and drawing conclusions. South 

Africa presented an interesting case, as it also follows Dutch civil law, customary law, personal 
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religious laws, and English common law, exhibiting a hybrid legal system. Pakistan presented 

a similar case, as it follows both common law and Islamic law. 

Islamic Law is a set of rules sourced from the Holy Quran and Sunnah. It refers to the 

guidelines not only about the worship of God but also includes the wider aspects of social life, 

especially commercial or financial dealings. The ideological bases of Islamic Law rest on the 

vicegerency of God and regard rulers as merely the executors of the divine rules, not as a source 

of law. 

The research found that almost every compared legal system recognises and regulates 

a combination of public and private elements of corporate governance enforcement. In fact, the 

distinction between the two defines the legal system of any country in terms of public and 

private law. 

Public Enforcement  

Public enforcement involves public institutes like legislature, regulators and the equity 

market. These public institutes perform multiple functions, such as market supervision, market 

surveillance and the imposition of sanctions for any breach of law or dishonest behaviour. This 

study also found that ‘soft law’ countries regarding the implementation of corporate 

governance, like the UK and South Africa, emphasise public over private enforcement. The 

success or failure of any enforcement system cannot be attributed to a single factor; however, 

public enforcement relies heavily on an efficient judicial system and corruption-free public 

enforcement agencies that support and complement public enforcement.   

The public enforcement of corporate governance in Pakistan is multi-layered, involving 

voluntary codes of corporate governance, stock exchange listing rules, national accountability 

ordinances and, most importantly, Islamic law as the supreme law of the country, which is 

protected through the Constitution of Pakistan 1973. In compliance with the constitutional 
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requirement, the SECP introduced Shariah Governance Regulation 2018 for both Shariah-

compliant companies and financial institutes. 

 This regulation is based on the Shariah Governance Framework developed by the 

Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI). Though 

these standards were developed for the governance of Islamic financial institutions, they have 

been adapted for listed companies to get Shariah-compliant statuses in the PSE. This 

framework, along with the recognition of internationally recognised CG principles, introduced 

such additional functions as Shariah boards, Shariah committees, management, Shariah 

compliance, and research functions to complement the Shariah Governance framework. 

This study found Pakistan’s environment similar to the hybrid system of SA, which 

combines civil, common and customary law. In contrast, the CG mechanism in the USA is 

based on ‘hard’ laws, like SOX, that are binding for everyone, while the UK predominantly 

relies on ‘soft’ laws, such as voluntary compliance with CG based on a ‘comply and explain’ 

rule.  

The role of the equity market in the enforcement of corporate governance cannot be 

overlooked, as it performs an oversight role in the implementation of CG in any country. The 

comparative analysis in this study found that countries with dispersed ownership, like the USA 

and UK, have developed different devices to discipline underperforming managers or 

companies, including takeovers, mergers, and the movement of share prices. However, in a 

highly concentrated equity market like that of Pakistan, where the majority of shares are owned 

by big groups like families or the government, mergers and takeovers seldom occur. 

This study furthermore found that active participation of non-legal or non-

governmental organisations is not evident in Pakistan’s corporate or legal environment. The 

researcher argues in favour of the role played by these organisations not only in creating an 
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environment for the implementation of minimum standards but in accommodating compliance 

with specific business requirements. The role of such organisations in the USA and UK has 

been highlighted in Chapter 4. 

Private Enforcement  

In contrast to public enforcement, private enforcement is carried out through lawsuits, 

complaints, derivative claims, and class action suits. The comparative investigation in this 

study revealed that this element also includes the legislature and courts as an integral element 

alongside shareholders, stakeholders, or self-regulatory authorities. The USA is an example of 

jurisdiction that relies primarily on private enforcement supported and complemented by an 

enhanced incentive system, better funding and the provision of equal access to information for 

insiders and outsiders to the company. 

This study explored the factors within the legal environment that can encourage or 

discourage potential private litigation in a given country. In the USA, for instance, the 

contingency fee of litigation drives the need for an attorney, while the ‘loser pays the fee’ in 

the UK, presenting a hurdle to private litigation. In Pakistan, the high cost of litigation, in 

conjunction with such other factors as prolonged litigation processes, less trained judges for 

corporate matters, and judicial corruption, creates a discouraging environment for most 

litigation. 

In Pakistan, then, the private enforcement of corporate governance primarily falls to the 

SECP and general courts, and complaints or petitions can be filed with these two entities. The 

SECP has conclusive rights to entertain complaints, which are liable to fines; courts, however, 

entertain complaints if the punishment includes imprisonment, regardless of fines.  

Private enforcement of corporate governance may include formal litigation in the form 

of direct claims, derivative claims or class actions. This research revealed that the Company 
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law 2017 of Pakistan does not recognise the derivative claims available in the USA, UK and 

SA. These countries provide the right to bring a direct suit if harm is personally done to the 

shareholder. Moreover, if a company is alleged to be affected by the breach of duty of a 

director, any shareholder can bring a derivative claim on behalf of the company against that 

director. 

This study also noted that SA provides this right to derivative claims not only to 

shareholders but to any stakeholder, which represents a more inclusive approach. Hence, the 

researcher argues for the introduction of derivative claims rights for shareholders, specifically 

minority shareholders, within the corporate environment of family-owned businesses in 

Pakistan.  

This research proposes the incorporation of these rights in the company laws of Pakistan 

as in the UK, USA or SA, with some guiding criterion to maintain the balance of two equally 

important principles: the right of shareholders to seek redress from a company and the 

prevention of nuisance claims against a company. The researcher urges that such measures 

could provide an effective response to the challenges of concentrated family ownership in 

Pakistan, particularly concerning the protection of minority shareholder rights. Such progress 

could eventually increase the confidence of investors, particularly foreign investors, in the 

equity market of Pakistan.  

8.2.2 Research Question 2 

How can an effective board of directors promote the corporate governance mechanism 

in Pakistan by comparing it to counterparts in the UK, the USA and South Africa? 

The second objective of this study was to evaluate the role of BODs in the promotion 

of corporate governance in Pakistan through comparative legal research in the UK, USA and 

South Africa. This study found that reforms in corporate governance are more dependent on an 
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understanding of board dynamics and a director’s behaviour than board structure or regulations. 

An efficient and effective corporate board can elevate the confidence of shareholders and other 

investors, assuring them of the presence of a monitoring body of oversight, detached from 

management, that protects their investment from the presumably opportunistic behaviour of 

managers.  

This study evaluated three board dynamics – board design, board independence, and 

the direction role of the BOD. Although study of these dynamics represents the most popular 

area of research in corporate governance, the actual conduct, behaviour and efficiency of the 

board remain less understood. This is primarily because the activities and independence of 

BODs are barely visible until thrust into focus after a corporate collapse, which prompts 

questions regarding the effectiveness of the board. Any evolution of the role of BODs is thus 

primarily a response to the corporate failures and contemporary challenges of the business 

world.  

The Role of BODs    

This study found that although the role of a board of directors has been defined and 

described in both traditional and contemporary ways, most BOD roles fall under two broad 

categories – performance versus conformance roles. Through analysis of these roles, it can be 

concluded that one type of role can be prioritised over the other depending upon a company’s 

unique culture and environment. While a start-up company with inexperienced entrepreneurs 

may require an advisory board, for example, a business in crisis is in greater need of a board 

for oversight or accountability.    

The right balance between performance and conformance roles constitutes the essence 

of the ultimate ‘direction’ role of BODs. Simply confirming that the activities, policies and 

strategies of a company align with laws and regulations – in other words, acting as the ‘ears 
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and eyes’ of shareholders – may not fully justify a ‘direction’. Nevertheless, it is essential for 

a board to act as the ‘control room for the shareholders’, playing a role that requires penetrating 

insight beyond the conservative expectations of merely confirming compliance with the law. 

A board that simply provides assurances will raise the question of the board’s overall cost-

effectiveness. 

The performance role of BODs includes strategy formulation and policymaking. 

Although directors are individually and collectively responsible for formulating the strategy of 

a company, their actual level of contribution depends solely on their level of involvement in 

the process. In the business world, executive directors are more involved and possess in-depth 

knowledge regarding the peculiarities of their company’s strategic directions and goals (vision 

and mission). Thus, they can produce and present strategic proposals to the BOD for approval. 

A major challenge for non-executive directors (NEDs) can be critically analysing such 

proposals, for which a sufficient understanding of the business is required. Their skills and 

experience are key on such occasions, which can provide them the opportunity to propose 

amendments to borrow further time for reviewing the proposal before approving it.  

The independence of directors is indispensable for the strategic roles they play, which 

could otherwise be overshadowed by internal management due to the minimal involvement of 

NEDs in a company’s internal affairs. Effective overview of strategic proposals requires 

sufficient skills and some basic knowledge concerning the industry, market, and potential, in 

addition to internal or external risks. The conformance and assurance of policies that align with 

company strategy is another confirmatory role of BODs. 

 Although this responsibility accompanies any type of policy, some policies can be 

delegated by the board to the executive, such as those related to product, price or suppliers, or 

other policies related purely to the internal management of a business. However, a board can 



Chapter 8: Conclusion 

270 

decide to keep policies and not delegate them, such as those concerning remuneration or the 

appointment of executive or non-executive directors and board subcommittees. Regardless of 

whether policies are delegated or non-delegated, a higher level of vigilance is required from 

BODs. 

Monitoring, supervision and accountability further inform the role of BODs in the 

promotion of corporate governance. The monitoring role is an ongoing requirement of BODs, 

who serve as the ‘agents’ of shareholders, the owners. This ‘watchdog’ role helps align the 

interests of all related parties; thus, the quality of monitoring depends largely on the intensity 

of agency problems and the level of information asymmetry between internal and external 

stakeholders. Mere monitoring, however, may not prove effective without any mechanism of 

accountability. Directors are thus held accountable to shareholders (agency theory) and all 

stakeholders, including shareholders (Enlightenment Theory). Although the legal perspective 

does not accept any accountability towards stakeholders other than shareholders, recent global 

developments suggest a paradigm shift toward accepting other stakeholders by keeping them 

informed. Some companies have even taken this a further step by accepting them as 

accountable towards the wider stakeholder community.  

Comparative analysis of all four countries in this study showed that the monitoring role 

has become an established role of BODs. This role arose after the major corporate crises in the 

USA and UK and is a part of the OECD principles of corporate governance. In the USA, the 

role of BODs is supported by the SOX and Dodd-Frank Acts, while in the UK, it is embedded 

in common law and supported by the Company Law 2016, based on the Cadbury Report 1992. 

South Africa demonstrates an even more inclusive approach toward accountability (i.e., toward 

all stakeholders, not just shareholders).  
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Pakistan, on the other hand, primarily demonstrates the confirmatory role of BODs. 

Other roles are present ‘in books’; however, these are either limited or ineffective. However, 

the current corporate governance code, a version introduced in 2019, establishes the duties of 

care and liability in exercising independent judgement, which will potentially increase both the 

responsibilities of directors and the consequences in cases of failure to discharge their duties. 

However, it is still too early to observe the full impact of these developments within the 

corporate governance environment of Pakistan.    

Board Design    

The size, structure, and composition of a board represent another important dimension 

of BODs that heavily influences the promotion and development of good corporate governance. 

This study found that board size was vital in determining the effective contribution of BODs 

in any company. While it has been asserted that ‘size does matter’ and that ideal board size is 

between eight and nine directors, there cannot be an ideal, concrete number for every individual 

board. Thus, the present study asserts that board size should be determined according to the 

type of business and the norms, culture, potential risks, and ownership structure predominant 

in the country at hand.  

Regarding board structure, the primary distinction identified was that between unitary 

versus dual boards. Though all countries compared in this study have unitary boards, a 

distinction between the two was nevertheless drawn. This comparison concludes that in unitary 

board systems, all directors are elected by the shareholders and have both direction and 

management functions, whilst in dual board systems, shareholders only elect the supervisory 

board, which in turn nominates the management board. The regulatory approach towards 

shareholders, board committees and committees shows no major variation between these two 

board structures. 
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Board composition in terms of diversity in age, gender, knowledge, and skill was also 

explored in this study, which concluded that the recent development of corporate governance 

regulations is largely attributed to a growing interest in finding the right mix of diversity in 

BODs. Gender diversity (i.e., more women on boards) was found to be the focal point of recent 

research trends within the arenas of company law and corporate governance codes and 

regulations. It was also observed that most countries, including the UK, USA, South Africa 

and Pakistan, have introduced a quota of women for BODs to their corporate governance codes 

or legislation.  

The delegation of tasks through different board committees is another issue related to 

board composition. The formation of an audit committee constitutes a minimum requirement 

for every corporate board, which is supported by legislation in the USA, Pakistan and South 

Africa and is included in the corporate governance code of the UK. There is no upper limit 

regarding the number or kind of committees in any of the compared countries. Thus, different 

kinds of committees can be found, such as nomination, remuneration, or risk committees, 

depending on the type of risks and challenges involved in a given country. South African 

corporate boards, however, which are more focused on ethical, social, and environmental issues 

and employ a more inclusive stakeholder approach, are legally required to have social and 

ethical committees.  

The minimum requirement for number of women on a board is one out of seven 

directors in Pakistan, which, though lower than similar requirements in the UK (36%), USA 

(24%) and South Africa (25%), may provide the initial grounds for accepting more women 

onto corporate boards. This quota system is not without criticism, as it cannot guarantee 

nomination of the most appropriate directors or may become a proxy of the dominating male 

elite, particularly in family-owned corporate structures in countries like Pakistan. However, a 
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growing body of research indicates that improvement in gender diversity has improved 

corporate governance.   

Independence of Non-executive Directors  

In a unitary board structure, BODs are composed of executive directors and non-

executive directors (NEDs) that are individually and collectively responsible for every action 

of a company. Executive directors are insiders, originating in management, while NEDs are 

outsiders or, more preferably, independent from management. This study found that NED 

independence is the most desirable feature of any corporate board, regardless of country. Based 

on the agency theory, the management has the incentive to act opportunistically. Thus, 

shareholders must appoint a board that has independent judgement or, in other words, is free 

from the influence of management. This study also found that independence is crucial in 

countering the self-centred or reflexive subservience behaviours of individuals on a board. 

The independence of a board not only improves its quality but also elevates its integrity 

and reputation, eventually elevating the reputation of the company as well. Investors value 

independent boards when making investment decisions, as they often feel their investment is 

more protected in the presence of independent observers – in the form of directors – on a board. 

The attribute of independence is fairly objective; thus, nearly all regulations and legislation 

related to corporate governance or company laws attempt to make it more subjective or 

achievable by defining it or attaching certain conditions or requirements to it, such as the 

absence of any long associations, material financial or pecuniary interests, close or family ties 

with management, and direct business relationships with the company.  

These criteria are quite similar in all four countries compared, with differences 

primarily lying in the supporting legislative or regulatory tools. For example, director 

independence is defined and supported by the Company Act 2017 in Pakistan, the NYSE in the 

USA, the Corporate Governance Code 2018 in the UK, and the King (IV) Report in South 
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Africa. Some codes or laws go beyond defining and explaining the detriments of independence, 

providing substantial incentives to companies that make independent directors the majority of 

their corporate board.  

One example of this kind of incentive is immunity from judicial reviews in the USA 

regarding third-party transactions if these are proven to have been authorised by a board with 

a majority of independent directors. Material enhancement of anti-takeover defences if a board 

composed mostly of independent directors is in favour of the proposal is another example of 

such incentives.  

8.2.3 Research Question 3 

What is the impact of corporate ownership structure on the adoption of corporate 

governance rules or regulations? How do different ownership structures pose different 

challenges compared to the UK, the USA and South Africa? 

Another objective of this study was to investigate the impact of different ownership 

structures on corporate governance mechanisms. For this purpose, dispersed, concentrated 

family, and institutional ownership structures were evaluated through the perspective of 

traditional corporate governance theories, including the agency, resource-based, and 

institutional theories. This analysis not only provided an in-depth theoretical basis for every 

ownership structure but also allowed examination of the limitations and opportunities of 

adapting or converging any corporate governance system to the family ownership-dominated 

structure in Pakistan.  

Theoretical Perspective  

The origins of corporate governance and the modern form of companies can be traced 

back to the agency theory presented by Berle and Means and later validated by Jenson and 

Mackling by associating agency cost with the goal divergence between managers and 
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shareholders in widely dispersed ownership structures worldwide. Corporate governance 

presumably presents a solution to agency conflicts; however, agency theory is predominantly 

associated with the dispersed ownership structure. Thereby, counter the specific issues in the 

dispersed ownership structure and may not respond well to challenges confronted by 

concentrated ownership structures like family-owned companies. In such a concentrated 

ownership structure, ownership and control are not conclusively distinguished, as in dispersed 

ownership.  

This research concludes that no matter how effective or efficient a solution is, it has no 

significance if it cannot cure a problem or else may need revision. Thus, while proposing, 

selecting, or adapting a corporate governance system in any country, considering the economic, 

social, and institutional setup is essential. This idea introduces a new extension of agency 

theory, which wrestles not only with principal-agent conflicts but also considers principal-

principal conflicts. The principal-principal conflict creates a misalignment of interests between 

minority and majority shareholders. Hence, the agency theory must be reconsidered from the 

perspectives of contemporary agency challenges to make adoption or convergence more 

effective. Thus, the presence of overarching social, legal and institutional differences means 

that Pakistan (a concentrated ownership regime) may not find much success in adopting the 

corporate governance systems of the UK and USA (widely dispersed ownership countries). 

The resource-based theory considers how firms utilise their available resources to grasp 

the competitive advantage. This study asserts that an effective corporate governance system 

tends to produce resources that eventually improve a company’s performance, such as the 

generation of skills and independence in BODs. Moreover, different types of ownership may 

predict various resources (e.g., expertise in cases of insider and institutional shareholding or 

financial stability in cases of family or controlling ownership). 



Chapter 8: Conclusion 

276 

The institutional theory, however, asserts that even the same form of concentrated 

ownership may produce different results and relationships in different countries regarding 

issues related to ownership and control or firm performance. This difference could logically be 

attributed to differences in legal or regulatory institutions. This study found the absence of any 

single viewpoint regarding the impact of ownership on firm performance; rather, there are 

three. The first asserts a positive relationship between ownership and firm performance due to 

better monitoring. Another considers ownership to create such inefficiencies as conservatism, 

which may lead to loss of opportunities and the potential dissolution of a company. Finally, the 

third viewpoint considers the relationship between ownership structure and firm performance 

entirely absent.  

Considering the context of the Pakistan Shariah Governance Model based on Islamic 

Law adds another dimension to the theoretical perspective of the CG system in Pakistan. It is 

based on the concept of socio-economic justice, with no distinction between material and 

spiritual goals and an emphasis on the equal distribution of resources within the society. The 

stakeholder model, as compared to other conventional models, resembles the Shariah 

Governance model. It focuses on wealth distribution among the shareholders through 

protection of the rights of wider society, the stakeholders, rather than wealth maximisation of 

majority shareholders only.  

Acknowledging the scope of this thesis as a comparative study of the conventional 

models of CG, this study also appreciates the potential of the Shariah Governance model in 

remedying the problems created by conventional CG systems. This could be accomplished by 

redesigning existing models to place moral and ethical values at the centre of corporate 

legislation or regulation. Such action could produce long-term benefits for the economic 

growth of companies by protecting the rights of all stakeholders and discouraging the culture 

of personal greed and wealth maximisation. This study notes that for the purpose of corporate 
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governance development in Pakistan, it is necessary to view the related issues from the context 

of more than one theory (e.g., agency theory). A context considering multiple theories allows 

the analysis of issues specific to emerging economies. The institutional theory seems to provide 

an alternative perspective for exploring the challenges of concentrated ownership; the 

predictive behaviour of resource dependence theory can furthermore be utilised to investigate 

possible solutions to corporate governance issues in Pakistan.      

Ownership Systems  

Ownership structure in this study has been evaluated from two polarities (i.e., dispersed 

vs. concentrated ownership). Almost any ownership structure can be categorised into these two 

main distinctions. For this study, the ownership structures of the USA and UK were analysed 

as examples of dispersed ownership while family ownership in Pakistan and institutional 

shareholding in South Africa were investigated as examples of two different forms of 

concentrated ownership. The comparison of the two ownership types concluded that it is the 

ownership system that depicts the actual owner to whom agents are responsible, although 

identifying the actual owners in any system is not as black and white as it might seem. Thus, 

despite the wealth of research in this area, there are still grey areas in which the gap in 

understanding regarding the actual owners in any system becomes apparent. 

For example, even in widely dispersed ownership countries like the UK and USA, the 

majority of shareholding, up to two-thirds of the total, is vested in blockholders like 

institutional shareholders. Similarly, in concentrated shareholding countries, large or majority 

shareholders do not always own the company; on the contrary, a shareholder with only 10% 

holding or a founder-owner may wield undue control or influence on the decisions of a 

company due to their strong position or status. The modern form of intermediaries or agencies 

acting as proxies on behalf of shareholders makes it more difficult to decide agent-principal or 
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principal-principal agency conflicts. Thus, responding to these conflicts through an effective 

corporate governance system is even more challenging and requires frequent and consistent 

reviews of corporate regulations or legislation. 

Though the USA and UK are modern exemplary countries for concentrated ownership 

characterised by strong security markets, high disclosure standards, and an efficient market for 

corporate control mechanisms, their corporate systems evolved from a family-owned business 

structure with no protection for minority shareholders. Hostile takeovers and mergers 

eventually made it too difficult for family-owned companies to hold control. Analysing the 

evolution from a concentrated to widely dispersed ownership structure in both countries 

revealed that while minority protection was ingrained in the corporate system of the USA from 

the beginning, it developed more gradually in the UK.  

The development of dispersed ownership in a time of no legal protection for minority 

shareholders is in itself evidence that effectively performing institutes, like the judicial system, 

can alleviate injustice against minority shareholders. In any country, a strong judicial system 

that effectively enforces laws and regulations provides assurance for the protection of investor 

interests.   

Conversely, concentrated ownership is characterised by the companies owned by the 

controlling shareholder that has invested in the business. Whether managing the business 

themself or hiring a professional manager for this role, controlling shareholders have an 

influence on the major decisions of a business. Their own investment provides them the 

incentive and opportunity to monitor the opportunistic behaviour of managers; however, this 

can create challenges for minority shareholder rights or the independence of BODs. Though 

many forms of concentrated ownership exist, for the purpose of clear comparison and clarity 
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of arguments, family and institutional ownership have been analysed in this study. Moreover, 

these are among the major forms of ownership found in Pakistan.  

 This study explored the major challenges, including related party transactions, that are 

addressed through mandatory approval of independent boards and disclosures in annual 

financial reports. The findings of this research demonstrate that the active involvement of 

dominant shareholders in this form of ownership may render even the best solution to any 

agency conflict ineffective. Managers, for instance, may favour hiring dominant family owners 

over shareholders. Formal contracts with all shareholders defining the nature of shareholding 

may provide better protection to non-controlling minority shareholders. 

The advantages of family ownership, such as better monitoring, long-term investment 

and rapid decision-making seem to be enough to promote the prevalent family-owned structure 

in Pakistan, but this system could strongly benefit from effective legal or judicial institutional 

support and external monitoring through professional bodies regulated by the government. 

Moreover, limiting the upper cap for shareholding, offering more professional training to 

directors and above all, extending more protection to minority shareholders can boost the 

confidence of investors.  

Institutional shareholding, which is based on ‘one share, one vote’, gives institutional 

shareholders the power to influence company decisions through their large number of 

shareholdings. This research submits that in the concentrated ownership structure of Pakistan, 

the active role of institutional shareholders may act as a buffer between managers and minority 

shareholders, as institutional shareholders are in a better position for monitoring members of 

management and holding them accountable for their actions.  

8.2.4 Research Question 4 
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What is the interdependent relationship between corporate governance and financial 

reporting quality and how does it influence the development of corporate governance 

mechanisms in Pakistan compared to the UK, the USA and South Africa? 

The fourth and final objective of this thesis was to analyse the impact of Financial 

Reporting Quality on the effectiveness of corporate governance. This investigation was based 

on the comparative analysis of financial reporting quality and corporate governance 

mechanisms in Pakistan, the USA, the UK and South Africa. For the purpose of consistent 

arguments, ownership structure, the audit process, the role of the board of directors, and the 

framework with regulations of financial reporting connected with corporate governance were 

all taken as corporate governance mechanisms to be viewed in the context of financial reporting 

quality.  

Theoretical Grounds 

Agency theory provided the theoretical grounds for this thesis, as it is connected with 

‘positive accounting theory’. This economic theory takes a similar view of the company as a 

‘nexus of contracts’ and declares accountancy an integral contract among the other contracts 

defining a company. These contracts provide solutions to agency conflicts among various 

parties related to a company, whether explicitly or implicitly, and can be either formal or 

informal. However, this thesis focused on the contracts of a company with investors and 

shareholders, whether formal or informal, and the impact of financial reporting quality on such 

contracts.  

Nevertheless, financial reporting quality plays an important role in resolving agency 

conflict, removing the information asymmetry between insiders (managers) and outsiders 

(independent directors, investors and shareholders). Even though independent review is 

supposed to be provided by outside directors, they are challenged with less access to firm-



Chapter 8: Conclusion 

281 

specific information compared to managers. Consequently, the role of financial reporting 

quality becomes more vital for effective monitoring by shareholders and directors on their 

behalf.   

Financial Reporting Quality 

For the purpose of this thesis, financial reporting quality (FRQ) refers to the accuracy 

level of the information presented through these reports to potential users like investors, 

lenders, creditors or other stakeholders, who use them to make various economic decisions 

regarding buying or selling shares or provide financing based on a company’s financial 

position. These reports generally include statements of financial position, profit and loss, cash 

flows, and equity, which, after being audited by an external auditor, are published to external 

users by the board of directors. However, financial reports are not necessarily always accurate, 

as most of the numbers included in these reports are based on the personal judgement of 

managers, who may vary from company to company in their different judgement methods, 

such as calculation of depreciation or opting for FIFO versus LIFO in inventory calculation.  

Although the information provided in financial reports is meant for use by external 

users making financial decisions, it cannot be said to be conclusive and is expected to be 

supplemented with other sources like financial analyst reports. To be termed ‘quality’, a 

financial report must have the two fundamental elements of relevance and faithful 

representation. The included information, whether financial or non-financial, is required to 

have some predictive element about it. Essentially, external users require the relevant 

information for predicting the future of a company in which they are planning to invest, 

reinvest, or provide credit to, information only accessible to managers. Confirmatory value can 

increase information relevance; for example, management discussion attached to the annual 

reports may confirm the relevance of any figure in the financial reports. 



Chapter 8: Conclusion 

282 

The other fundamental qualitative characteristic of FRQ is faithful representation. If 

financial reports are neutral and free from management bias, they are said to be presented 

faithfully. Though it is not possible to prepare financial reports completely bias-free, as some 

figures are based on management assumptions, there is a level of accuracy that can be obtained 

that makes these reports useful for the users. Moreover, enhancing quality characteristics are 

sometimes required to make the information more relevant, increasing understandability by 

following a standard format or using tables or graphs. 

Another quality-enhancing element is comparability, which is linked to the consistency 

in accounting policies and procedures that enables users to appreciate similarities and 

differences between different accounting periods within the same organisation or between the 

financial records of two different companies or even industries. Verifiability additionally 

enhances FRQ through direct or indirect verification by independent professional observers, 

such as external auditors. The annual publication of financial reports also impacts decision-

makers regarding their current or future decisions. Delays in information release can be 

attributed to various factors but are primarily used to hide bad news like company losses, high 

debt-to-asset ratios, bankruptcy or potential takeovers, though delays are also occasionally 

caused by external auditors wishing to issue an unqualified report. 

FRQ and CG Mechanisms   

The reliance of CG on FRQ has been emphasised in this thesis from the perspective 

that the integrity of the financial reporting system relies on the integrity of all involved in the 

system, like managers, directors, and internal or external auditors. The high demand for 

financial information within the corporate governance system also contributes to higher 

mandatory or discretionary information processing costs. Thus, the requirement of external 

auditors as part of the crucial relationship between CG and FRQ is self-evident. However, the 
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collusion of auditors and management can and has previously affected the independence of 

external auditors, resulting in creative accounting and concealment of fraud. Moreover, the 

ineffective monitoring of financial reports by shareholders renders the FRQ process useless, 

no matter how valuable the initial supply of information was.  

Board of Directors 

Corporate governance mechanisms like boards of directors, ownership structures, audit 

mechanisms, and implementation of standards and rules of FR in the form of a regulatory 

environment can all impact FRQ or information asymmetry. First, different board compositions 

in terms of outside versus inside directors can have different impacts on information processing 

cost and information asymmetry. For inside directors, increased access to information provides 

them more opportunities for effective decision-making, as they know the company inside out. 

Conversely, outside directors, who represent experts from different fields, rely on the 

information processed and presented by the inside management. The most practical solution is 

to have a board balanced by both types of directors.  

Hence, a board composed of all independent directors may not be as effective due to 

heavy reliance on insiders, who could provide them with fictitious information to protect their 

personal benefits. Similarly, a board of all inside directors can prove more alarming for 

shareholders given the absence of any independent monitoring of the board, which would, in 

turn, raise the call for more external monitoring through professional bodies or regulators.  

Thus, companies strive to maintain a balance of both types of directors. However, the type of 

business also contributes to this decision; for example, companies that are more technologically 

advanced or have a more complex investment structure may require more inside directors, as 

the processing cost of technical information for effective monitoring makes eliminating 

information asymmetry challenging.  
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The duality of the CEO also being a chairman of the board has also been analysed for 

its potential impact on information asymmetry. However, this possibility was concluded to 

have the least impact on information asymmetry, as this role’s duality may result in the higher 

probability of a board stacked with directors loyal to the CEO/chairman, further impeding the 

independence element of the board and eventually prompting shareholders and debtors to call 

for more independent directors on the board.  

Ownership Structure 

Regulators have always been keen to introduce more transparency to financial 

reporting; thus, it was vital to analyse ownership structure from the angle of the impact of 

concentrated ownership on information asymmetry. The empirical literature provides evidence 

of misappropriation and manipulation of firm-specific information by majority shareholders 

through the expropriation of wealth from minority shareholders. Information asymmetry may 

provide a source for the entrenchment of rights at different levels of concentration of 

ownership, from moderate to high. Ownership concentration provides an incentive and 

opportunity for majority shareholders to limit and manipulate the flow of information to 

minority shareholders. However, the agency theory posits an alignment of interest among all 

shareholders, whether majority or minority. Essentially, the desire of large shareholders to 

protect their long-term commitment to the company will eventually require them to not 

expropriate the rights of minority shareholders, which could prove detrimental to the reputation 

of the business. Thus, they prove to be the batter in monitoring opportunistic or short-term 

management behaviour through compromising on FRQ, which in turn becomes the protection 

for minority shareholders’ right to get transparent information through financial reporting 

processes and procedures.    
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The Audit Process  

The quality of financial reports undoubtedly depends on the reputation of the parties 

involved in the process. However, while reliability must be assured by professional external 

accountants, the internal audit department also contributes to assuring the presence of effective 

and efficient control systems. Since an external auditor is appointed as the shareholders’ 

representative to verify the information prepared and presented by the management of the 

company, the cost of external auditors falls into the category with other costs paid by 

shareholders to monitor the possibly opportunistic decisions of managers at the cost of their 

investment. The impact of auditing on FRQ can be either direct (e.g., detection of material 

misstatements) or indirect (e.g., assurance of an effective corporate governance system within 

a company).  

In addition to the conservative role an audit process plays in auditing financial reports 

and risk portfolios, current trends also demand the inclusion of a corporate governance audit 

by the internal audit department, complete with recommendations for further improvement. 

Although embedded in company law, regulations of professional bodies must be analysed like 

any other communication channel, as exhibited by the reports of credit rating agencies or 

financial analysts, for example.  

Forms of Regulation for Financial Reporting 

Though the International Financial Reporting Standards (IFRS) have been adopted to 

some degree by most countries on the international level, the desire for increased transparency 

and cross-country comparability has remained a topic warranting more discussion. The 

divergence of targeted results from IFRS involves several variable factors, such as economic 

conditions or the adaptability of domestic institutions to these standards. Thus, adopting the 

same standards across different economic and institutional environments may produce different 

outcomes or demonstrate different levels of efficacy between countries. Additionally, other 
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factors, such as accountancy standards, manager incentives, audit quality and form of relation 

and its implementation can all be impactful when introducing and maintaining FRQ.  

Standards for financial reporting may differ from country to country based on different 

approaches to regulations, such as a rules-based approach versus a principles-based approach. 

For instance, the UK adopted IFRS, which is principles-based and is issued by the International 

Accounting Standard Board (IASB). Thus, IFRS provides the principles of financial reporting 

and leaves a margin for interpretation from different perspectives, though it also requires more 

disclosure in financial reports. The USA, however, adopted the Generally Accepted 

Accounting Principles (GAAP), which are a set of detailed rules with less margin for 

interpretation and fewer requirements for disclosure; presumably, this decreased flexibility 

would not work for every scenario or country.  

Implementation of standards like IFRS and GAAP indicates the involvement of 

professional bodies in setting standards, though the authority for implementation comes from 

governments. This is different in some countries like South Africa, where the standards still 

obtain authority from professional bodies, in which the removal from the register of those 

professional bodies seems to be the only way to implement the standards.   

Similarly, Pakistan adopted IFRS standards issued by the Institute of Chartered 

Accountants of Pakistan (ICAP), which holds authority from SECP. Moreover, the financial 

reporting framework is stipulated in the Companies Act 2017 of Pakistan. However, Act 2017 

only demands the application of international FR and accounting standards as the minimum 

components of statutory financial reports.  

Thus, this thesis suggests not only the adoption of international standards of financial 

reporting and accountancy but the additional adoption of those standards available to the 

institutional backdrop of Pakistan. A more defined and active role of the internal audit 
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department in performing a corporate governance audit and making suggestions for its 

improvement is also recommended for Pakistan. This will not only improve the transparency 

of the financial reporting system but will also foster the acceptance of international investors 

for a stable corporate governance system in Pakistan. Thus, improving the confidence of the 

capital provider will ultimately enhance market efficiency. 

8.3 Policy Recommendations for Corporate Governance in Pakistan 

The main aim of this study was to present suggestions for the improvement of the 

corporate governance regime in Pakistan. The following recommendations are based on the 

comparative analysis of enforcement mechanisms, dynamics of boards of directors, ownership 

structure and financial reporting quality, as summarised in the previous discussion. 

8.3.1 Legislation for Derivative Claims and Class Action Suits 

Foreign investment is vital to the development of any economy, particularly developing 

or emerging economies like Pakistan. The presence of strong security and company laws is 

undoubtedly essential. An environment of protection for the rights of investors and 

shareholders is crucial, more so than the mere existence of laws or regulations. Why would 

investors sink their hard-earned money into any country where investor rights do not exist, or 

if they exist, where they are not wholeheartedly enforced? The analysis in this study revealed 

that countries with better protections for investor rights exhibit more developed financial 

markets, irrespective of the content of laws or regulations. 

Despite the well-articulated Company Law 2017 regarding the composition, structure 

and function of BODs, as well as the updated version of CCG 2019, which holds SECP as the 

main regulatory body for corporate governance issues, it is simply not possible for any 

regulator to reach every director or manager who deliberately encroaches upon shareholders’ 

right by using the gaps within legislation or regulations. Even the best security laws and 

corporate governance regulations with the best enforcement capabilities are not complete, as 
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they contain gaps that can be taken advantage of by those who manage investments on behalf 

of investors. 

Derivative claims could thus be brought by shareholders whose rights were infringed 

upon. The right of shareholders, particularly individual shareholders, to bring a claim against 

managers or directors through derivative claims and class action suits can enhance the 

protection of shareholder rights. From the perspective of either multiple mechanism or private 

enforcement primacy, this provides a better incentive to bring a claim than through public 

agencies. Availability of this option could furthermore help in controlling managerial 

misconduct and bring efficiency and robustness to the security market. Most importantly, it 

can deter the outward flow of investment from the country. 

8.3.2 Establishment of Separate Commercial Courts 

The effective enforcement of corporate governance relies on the validation and 

enforcement of various contracts (as a company is a nexus of contracts) by the courts. No matter 

how efficient and complete a contract is between a company and its multiple shareholders, the 

shareholder may eventually turn to courts or an appropriate regulatory authority to enforce their 

contractual rights. Though SECP has a conclusive regulatory, enforcement and appellate role, 

appeals to its decisions can be brought before higher courts.  

This study recommends further steps be taken, such as the establishment of specialised 

commercial courts through separate legislation, utilising advanced technologies and 

commercially trained judges. Pakistan already has specialised courts, such as family courts, 

with judges who specialise in family matters. Thus, following the same recipe of specialism 

will not only enhance the quality of decisions made but will elevate the confidence of all 

stakeholders. Such commercial courts should have conclusive jurisdiction over matters arising 

out of contractual disputes of the registered companies in the PSE without overriding the 

arbitration, mediation, or reconciliation clauses in these contracts. 
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8.3.3 Removal of Pecuniary Sanctions 

The pecuniary sanctions in Pakistan for non-compliance are outlined in the Company 

Act 2017 as up to 5 million rupees, which can result in the self-delisting of registered 

companies from the PSE. Such pecuniary sanctions may pose significant discouragement, not 

only for domestic investors but also for multinational companies registered in the PSE. Thus, 

it is strongly recommended that delisting sanctions are used for non-compliant companies as a 

measure of enforcement through the equity market. 

8.3.4 Active Involvement of Industry Professionals 

Evidence of the active engagement of industry professionals and privately funded 

organisations suggests practical solutions to corporate issues through the generation of debates. 

These provide the base for continuous reform and modification to the field of corporate 

governance. Examples of such bodies are the FRC and FCA in the UK and the COSO, CII, 

BRT, and TC in the USA, to name a few. 

The principles provided by these organisations work as a guide for developing 

structures, procedures, and practices according to individual business requirements. The 

researcher finds a gap in the involvement and contribution of these non-regulatory bodies in 

Pakistan that have the potential to boost corporate governance development. 

8.3.5 Independence of NEDs 

In Pakistan, the SECP maintains a list of approved independent directors, and it is 

compulsory for companies to select from that list and present the name in AGM for election. 

This research emphasises that irrespective of any attributes attached to the issue of 

‘independence’, the selection of independent directors from a generic list provided by 

authorised bodies via passive election by the shareholders is like choosing one's own examiner.  
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The element of independence thus feels compromised during this process, and the whole 

purpose for which it is included in the regulations is simply lost. 

More monitoring and accountability measures are required, rather than just including 

reasons for selection based on ‘due diligence’ and statements of interest by NEDs, as ‘due 

diligence’ requires the presence of the judicial system, whether through courts specific to 

business or through those least trained for such a purpose. In the absence of both, the selection 

of an ‘independent’ director can potentially become just another appointment by the 

management, like the appointment of lawyers or bankers to provide services to the company. 

The need to enhance the independence of NEDs is of vital importance in Pakistan, 

dominated as it is by family-owned companies. In some instances, the concentrated ownership 

structure of FOCs can render even the best practices of corporate governance ineffective 

through the avoidance of explicit or implied purposes of laws or regulations. This study 

recommends including a mandatory requirement in the code that increases the number of NEDs 

to comprise 50% of total board membership. 

However, attracting NEDs with the proper skills, knowledge, and experience is quite 

challenging in Pakistan. With no proper remuneration system, professionals may not see any 

incentive to work on a BOD. Instead of simply providing a fixed fee for sparing time for board 

meetings, which is not a good incentive for attracting the services of a professional, this study 

suggests the development of a reasonable remuneration mechanism to enhance the level of 

independent monitoring for independent NEDs. 

8.3.6 Enhancement of Gender Diversity  

The CCG 2019 contains a mandatory provision for registered companies in Pakistan 

for the inclusion of at least one women director on the board, non-compliance with which may 

lead to pecuniary liability, as opposed to other recommendatory provisions in the code that 

follow ‘comply or explain’. Though a good starting point in a country with a male-dominated 
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workforce, this quota still comes at the cost of equality in terms of dignity and equal 

opportunity for both men and women. The current requirement seems enticing for boards to 

employ a box-ticking approach, as it just requires an additional woman’s seat on the board but 

leaves the overall fabric of gender in corporate boards untouched. Consequently, boards may 

simply fill the post with affiliated or less experienced women, demonstrating no actual impact 

on corporate performance and actually proving rather detrimental to it. 

The PSE can be utilised as a driving force for enhancing the gender diversity of 

corporate boards by including a gender diversity policy in its listing requirements. 

Alternatively, the code behind the ‘comply or explain’ approach could require listed companies 

to disclose information about their board diversity along with their annual financial reports or 

file annual targets for improving board gender diversity. Additionally, disclosure of their 

gender diversity policy could be made a prerequisite for companies registering on the stock 

exchange. Finally, the code could require companies to embed gender diversity within their 

recruitment policies by applying the same policies in hiring directors, managers or any position 

within the company. 

8.3.7 Enhancement of Financial Reporting Quality 

The disclosure of transparent and reliable financial information to shareholders by a 

company is a vital component of the corporate governance mechanisms in any country. Quality 

of financial reporting in turn relies on internal or external enforcement mechanisms, the 

monitoring efficiency of the BOD and the concentrated or dispersed ownership structure of the 

system. In countries with concentrated ownership structure by big blockholders, such as 

family-owned companies, the alignment of interests among the principal-agent or principal-

principal is more challenging; thus, a swift response is required to protect and maintain investor 

interests. 
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8.4 Research Contribution 

This study confers theoretical contributions while investigating the effectiveness of 

corporate governance mechanisms in light of agency conflicts in the context of emerging 

economies like Pakistan. In fact, agency theory is based on conflicts of interest among 

shareholders and managers and the cost of monitoring for the prevention of self-centred 

manager attitudes. However, the differences in corporate governance mechanisms between 

different countries may result in different forms of conflicts of interest, which required 

revisualisation.  

The interaction between corporate governance mechanisms and financial reporting 

quality has not been thoroughly investigated in any comparative study in the context of 

Pakistan; hence, the present study is novel in this field. 

Furthermore, the practical contribution of this study encompasses the vital role of 

reliable financial reporting in promoting the effectiveness of corporate governance, as various 

stakeholders and policymakers rely on this information, which in turn drives reform 

development towards systems better able to meet contemporary challenges. This study can 

support various stakeholders in making better decisions through the use of reliable information, 

which provides an indicator of good corporate governance practices in a company. 

Finally, it may be valuable for regulatory authorities to use this research with an eye 

toward the reform of corporate governance in Pakistan and the goal of being more attractive to 

foreign investors. The findings provide evidence to support continuous review of the 

regulations and codes of corporate governance, as well as the consultation of all stakeholders, 

for improving the governance of listed companies in Pakistan. Thus, this thesis both contributes 

to the existing literature and furthermore extends practical suggestions regarding corporate 

governance reform in Pakistan.  
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8.5 Limitations of the Research  

Despite extensive exploration within this research to find conclusive answers to the 

research questions, this study has some structural and methodological limitations. First, the 

research is conducted only through the view that external users are shareholders or the 

government to some extent; however, a study considering the perspective of all stakeholders 

may present different results, as they all have a collective impact on the promotion of corporate 

governance. Second, though this study has successfully implemented comparative legal 

research, a survey or interview-based study in the context of corporate governance issues in 

Pakistan could yield different results.  

Third, due to frequently changing corporate codes and laws, updating the research 

findings throughout the research was a big challenge, though rigorous efforts have been made. 

This study primarily analysed the corporate governance codes and legislation up until 2019, 

but analysing the impact of the latest version was difficult, as two years of COVID-19 resulted 

in major business closures or the operation of businesses from multiple substitutive dimensions. 

Access to case law in Pakistan presented another challenge for the researcher given the 

lack of any online access to digital content. This access is available only to academic institutes 

and practising legal professionals in Pakistan. If available, analysis of this case law could 

expand the horizons of this research.  
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